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How to handle market declines

May 16, 2018

By: Capital Ideas Editorial Team

7 Ways to Fight Fear With Facts

You wouldn't be human if you didn't fear loss.

Nobel Prize-winning psychologist Daniel Kahneman demenstrated this with his
loss-aversion theory, showing that people feel the pain of losing money more than
they enjoy gains. As such, investors’ natural instinct is to flee the market when it
starts to plummet, just as greed prompts us to jump back in when stocks are

skyrocketing. Both can have negative impacts.

But smart investing can overcome the power of emotion by focusing on relevant
research, solid data and proven strategies. Here are seven principles that can help

fight the urge to make emotional decisions in times of market turmoil.

1. Market declines are part of investing.
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How to handle market declines

Stocks have risen steadily for nearly a decade. But history tells us that stock market
declines are an inevitable part of investing. The good news is that corrections
{defined as a 10% or more decline}, bear markets {(an extended 20% or more

decline) and other challenging patches haven't lasted forever.

Market Downturns Happen Frequently and They Don't Last Forever
Dow Jones Industrial Average 1900-2017
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The Dow Jones Indusirial Average is an unmanaged, price -weighted average of 30 actively traded industria! and service-ariented blue
chip stocks.

The Dow Jones Industrial Average has typically dipped at least 10% about once a
year, and 20% or more about every 3.75 years, according to data from 1900 to
2017. While past results are not predictive of future results, each downturn has

been followed by a recovery and a new market high.

2. Time in the market matters, not market
timing.

No one can accurately predict short-term market moves, and investors who sit on
the sidefines risk losing out on periods of meaningful price appreciation that follow

market downturns.

Every Standard & Poor's 500 Index decline of 15% or more, from 1929 through
2017, has been followed by a recovery. The average return in the first year after

each of these market declines was nearly 55%.

Even missing out on just a few trading days can take a toll. A hypothetical
investment of $10,000 in the S&P 500 made in 2002 - the start of the recovery
following the bursting of the technology bubble - would have grown to more than
$18,000 by the end of 2012. But if an investor missed the 10 best trading days
during that period, he or she would have ended up with just $9,378 - less than the

initial investment.

https://www.capitalgrous.com/apac/capitalideas/article/handle-market-declines. html
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The Dangers of Market Timing
Missing just a few best days in the market can hurt your investment returns

Value of a hypothetical $10,000 initial investment in the S&P 500, excluding dividends, from 10/9/02 to 10/9/12, the
10-year period following the 3/24/00-10/9/02 market decline of 49,1%
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Resulis excluge dividends, The market index is unmanaged and, therefore. has no expenses.
Investors cannot invest directiy in an index.

3. Emotional investing can be hazardous.

Daniel Kahneman won his Nobel Prize in 2002 for his work in behavioral
economics, a field that investigates how individuals make financial decisions. A key
finding of behavioral economists is that people often act irrationally when making

such choices.

Emaotional reactions to market events are perfectly normal. Investors shouid expect
to feel nervous when markets decline. But it's the actions taken during such periods

that can mean the difference between investment success and shortfall.
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EMOTION
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One way to encourage rational investment decision-making is to understand the
fundamentals of behavioral economics. Understanding behaviors like anchoring,
confirmation bias and availability bias may help investors identify potential

mistakes before they make them.

4. Make a plan and stick to it.

Creating and adhering to a thoughtfully constructed investment plan is another
way to avoid making short-sighted investment decisions — particularly when
markets move lower. The plan should take inte account a number of factors,

including risk tolerance and short- and long-term goals.

One way to avoid futile attempts to time the market is with dollar cost averaging,
where a fixed amount of money is invested at regular intervals, regardless of
market ups and downs. This approach creates a strategy in which more shares are
purchased at lower prices and fewer shares are purchased at higher prices. Over
time investors pay less, on average, per share. Regular investing does not ensure a
profit or protect against loss. Investors should consider their willingness to keep

investing when share prices are declining.
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When Stock Prices Fall, You Can Get More Shares for the Same Amount of Money and
Lower Your Average Cost Per Share

e Price per share (3)
i Surnber of shares bought
{based on a hypothetical Investment of $500 a month)

Month 1 2 3 4 5 [ 7 8 9 1% 1 12

Over the 12-month petiod, the tatal amount investen was $6,000, and the total rumbet of shares purchased was 439.94. The aver:
sge price at which the shares traded was §15, and the average cast of the shares was $33.64 ($6,000/439.94). The figures shovwn are
for illustrative purposes only and in no way represent the actual results of a specific investment

Retirement plans, to which investors make automatic contributions with every

paycheck are a prime example of dollar cost averaging.

5. Diversification matters.

A diversified portfolio doesn’t guarantee profits or provide assurances that
investments won't decline in value, but it does lower risk. By spreading investments
across a variety of asset classes, investors lower the probability of volatility in their
portfolios. Overall returns won't reach the highest highs of any single investment -

but they won't hit the lowest lows either.

For investors who want to avoid some of the stress of down markets, diversification

can help lower volatility.
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No Asset Class Has Consistently Offered the Best Returns Year In and Year Out
Calendar-year total retums of select asset classes (%)

Best performing assets
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Sources: U.S. large-cormnpany stocks -~ Standard & Poor's 560 Composite index; Global smail-company stocks ~ M3C1 All Couniry
World Small Cap Index {net dividends): Global{ex 115.) stacks — MSCI| All Country World 2x USA index {net dividends); Emerging
market stocks - MSCI Emerging Markets index {net dividends), U.S bonds - Bloomberg Barclays U.S. Aggregate Index; Global (ex
U1.5.} bonds ~ Bloomberg Barclays Gicbal Agaregate index; Cash — 30-day LS. Treasury bifls, as calculated by Ibbotson Associates.
Unlike fund sharas, U.S. Treasury bills are guaranteed . indexes are unmanaged ang, therefore, have ro exsonses. Investors cannot
invest directly In zn index

6. Fixed income can help bring balance.

Stocks are important building blocks of a diversified portfolio, but bonds can
provide an essential counterbalance. That's because bonds typically have low
correlation to the stock market, meaning that they have tended to zig when the

stock market zags.
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Cumulative Returns During Recent Market Corrections
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Sources; Blcomberg Index Services Ltd., RIMES, Standard & Poor's. Dates shown for market corrections are based on price declines
of 10% or more (without dividends reinvested) in the unmanaged S&P 500 with 50% recovery batwsen corrections.

Bloamberg Bardlays US Aggregate Indes

What's more, bonds with a low equity correlation can offer protection from losses
even when the broader market is in turmoil. Funds providing this diversification can
help create durable portfolios, and investors should seek bond funds with strong

track records of positive returns through a variety of markets.

Though bonds may not be able to match stocks’ growth potential, they have often
shown resilience in past equity market declines. For example, in four recent equity
market corrections, U.S. core bonds were flat or notched gains as the S&P 500

declined.

7. The market tends to reward long-term
investors.

Is it reasonable to expect 30% returns every year? Of course not. And if stocks have
moved lower in recent weeks, you shouldn't expect that to be the start of a long-
term trend, either. Behavioral economics tells us recent events carry an outsized

influence on our perceptions and decisions.

When stocks are falling, it's important to maintain a long-term perspective.
Although stocks rise and fall in the short term, they've tended to reward investors
over longer periods of time. Even including downturns, the S&P 500's mean return

over all 10-year periods from 1937 to 2014 was 10.43%.

https://www.capitalgroup.com/apac/capitalideas/article/handle-market-declines.html 31/05/2018
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S&P 500 Rolling 10-Year Average Annual Total Returns
December 31, 1937 - December 31, 2017
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It's natural for emotions to bubble up during periods of market volatility. Those
investors who can tune out the news are better positioned to plot out a wise

investment strategy.

This article was initially published in the U.S. and refers fargely to dollars and U.S.

indices, however we believe that the principles apply across global markets

TAGS Investing Stocks  Volatility
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We believe income is
never ‘out of style’

INVESTORS
MUTUAL LTD

IM

INVESTORS MUTUAL AUSTRALIAN SHARE FUND

When investing in shares it is easy to focus on short-
term price fluctuations. Then again for long-term
investors, the income stream from dividends is an
important part of the total return, underpinning
portfolio returns even when difficult market conditions
are causing volatility in share prices.

Investing can be challenging for those investors seeking
income, The traditional safe haven of cash products
such as Term Deposits have delivered diminishing
income over the past ten years and are now at records
lows,

OUR FOCUS ON '"QUALITY" AND "VALUE'
At IML, we invest for the long-haul, with a disciplined

30 June 2017

CASE STUDY: IML APPROACH IN PRACTISE

A hypothetical investment of $100,000 in the Investors
Mutua! Australian Share Fund at inception in 1998
would have delivered an income of $201,050 (pre-tax,
and net of fees) over the 19 years,

Importantly, investors have seen ‘real’ growth in their
income stream whereby the yield has grown from
5.67% p.a in 1999 to 17.68% p.a. in 2017 on the initial
$100,000 investment.

With the capital of your investment also appreciating to
$310,200 as at 30 June 2017, this still represents a
yield of 6.07% p.a on the current capital value,

Further to this, investors may benefit from imputation

focus on quality and value. Through this, IML aims to
deliver:

credits to enhance their final yield. The table below

shows the impact of this investment strategy and the

« a portfolio that is less volatile than the Australian income from shares that has been delivered to investors.
sharemarket

e asustainable tax effective income streamn that
grows over time

¢ and reasonable capital growth over time

...resulting in consistent outcomes for clients for almost

20 years.

Investors should be aware that the level of returns will vary and
future returns may differ from past returns.

Taxable income
_distributions*

FY end Yield (% pa) Yield from initial

investment

Income
distribution

Capital value

“ . ltdoesn’t
matter what rates

30-Jun-98 - : [ - : - $ 100,000
30-Jun-99 5.67% 5.67% I § 5670 ; § 6310 $ 132,020 are or where the
:g-jun-go 451% 5.3;5: : : 5955 4 : 7,628 : 136,410 market is, if you
-Jun-01 3.26% 4, - 4452 | 6,551 160,160
30-Jun-02 261% 4.18% .‘ $ 4180 1 ¢ 5887 $ 169,010 can buy a stock
30-Jun-03 2.38% 402% 1§ 4020 15 560 $ 169,140 with a healthy,
30-Jun-04 452% 7.64% I $ 7641 | § 9740 $ 195,510 sustainable
30-Jun-05 6.95% 13.58% b §$13578 ; $16392 $ 220,910 dividend yield,
30-Jun-06 861% 19.03% : $ 19030 1 $22459 $ 234,550 you're virtually
30-Jun-07 8.34% 19.55% ;o $19550 1 $23074 $ 277,360
30-Jun-08 436% 1209% 1 $12004 | ¢15784 $ 213,320 more than
30-Jun-09 4.88% 1040% I $ 10,404 : $ 14,182 $ 179,840 halfway to
30-Jun-10 446% 8.02% I ¢ s018 | §$11081 $ 199,980 achieving a good
30-Jun-11 5.38% 10.76% : $10756 1 $14,680 $ 214,260 long-term return
30-Jun-12 471% 10.10% ¢ $10101 1 $14270 % 206,800 from the
30-Jun-13 4.94% 10.21% P $10214 1 314057 $ 252,610 )
30-Jun-14 6.59% 16.66% i $ 16656 : $ 20,401 $ 271,160 sharemarket...
30-Jun-15 431% 11.68% ! $11679 | $15620 $ 286,470 ]
30-Jun-16 3.27% 9.37% : $ 93720 | $12890 $ 294,900 f\"t"? TagtllgferrtO.
30-Jun-17 6.07% 1768%  ,  $17684 | $21168 | $310200 | [veetore Mutua
Total i $201050 $258,066

Source: IML, RBC, Factset. *Taxable income distribution is the available Income to be distributed gross of Australian and foreign franking
credits. It is important that investors seek professional taxation advice regarding the tax effectiveness of franking credits in relation to
individual circumstances.

This information and its attachments have been prepared for investment advisers. IML does not authorise the provision of this information or its attachments to
retail investors. While the information contained in this newsletter has been prepared with all reasonable care, Investors Mutual Limited accepts no responsibility or
liability for any errors, omissions or misstatements however caused. This information is not personal advice. This document has been prepared without taking
account of your personal objectives, financial situation or needs. Investors Mutual Limited is the issuer of the [ML Funds PDS. Applications can only be made on
the form in the current Product Disclosure Statement dated 21 September 2017, or through IDPS products that include these Funds. The Product Disclosure
Statement can be obtained by contacting Investors Mutual or on www.iml.com.au. Potential investors should consider the Product Disclosure Statement before
deciding to invest, or continue to invest in the Funds. Past performance is not indicative of future performance. Retumns can be volatile, reflecting riges and falls in
the value of underlying investments.
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Is the US stock market in a bubble?

10 May 2018

By John Rekenthaler

John Rekenthaler is vice president of
research for Morningstar, based in the US.

He is a columnist for Marmingstar.com and a
member of Morningstar's investment research
department. This is a financial rews article

ta be used for non-commercial purposes and
15 not intended fo provide financial advice of
any kind

No matter what reasonable valuation measure of US stock market valuation that one selects, it will show
prices to be high. Major global technology stocks could be overpriced. But bubbles don't immediately
pap. Sometimes thay linger for several years. Justice does not always come swiftly.

One commeon valuaticn measure is forward-looking price/earnings {P/E) ratio. Morningstar calculatas
that figure by dividing 1) share price by 2) forecast earnings for the current financial year. These results
can then be rolled up tc give a stock market's aggregate figure.

The S&P 500's figure is currently 17. In spring 2017, it was just below 20. Three years back it was 18,
and five years ago it was 14. Rather than describing a bubble, the forward P/E ratio appears to indicate
“market as usual”.

However, these forward P/E levels are not new. From the 2008 stock-market crash threugh 2015, forward
P/E ratios were consistently lower than today’s, but not that much lower, averaging about 14. Surely the
difference between 17 and 14 does not constitute a bubble. What's more, the S&P 500°s forward P/E

ratio was 18 in 2003, and nobody calls that year a buhble, given that stocks were recovering from losses.

Forward P/E ratios are one way to judge stock prices. Other approaches could yield different conclusions.
By selecting the measures that support bears' cases — as | did myself when choosing forward P/E ratios
— you can raise concerns about current stack prices. But they would be hard-pressed to demonstrate a
bubble.

@ 2018 Morningstar, Inc. All rights reserved. Neither Morningstar, its affiliates, nor the content providers guarantee the data or content cantained harein to be accurate. complete or timety nor will they have
any liability for its use or distribution. Any general advice or “class service” have bagn prepared by Morningstar Australasia Pty Ltd {ABN: 95 090 865 544, AFSL: 240892) and/or Morningstar Research Ltd,
subsidiaries of Morningstar, Inc, without reference to vour objectives, financial situation or neads. Refer to our Financial Services Guide [FSG) for more information at www.morningstar.com.au/s/fsg. pdf. You
should consider the advica in light of these matters and if applicable, the relevant Product Disclosure Statement before making any decision to invest. Our publicaticns, ratings and products should be viewed
as an additional investment resource, not as your sole source of information. Past parformance does not necessarlly indicats a financial product’s future performance. To abtain advice taitored to your situation,
contact a professional financial adviser. Some material is capyright and published under licence from ASX Operations Pry Ltd ACN 004 523 782,



Some tech companies may justify valuations

i don’t see a buboie — certainiy not with the overaii US stock market. At a time when 10-year Treasuries
pay 3 per cent and annual inflation hovers areund 1 per cent and 3 per cent, stocks are not dear when
compared with the alternatives. At some point, of course, the economy will turn; those P/E ratios will
spike because earnings collapse; and stecks wili get it hard. But the same could have beer written in
2012, anc 2013, and so forth, Without further evidence, why believe this year is different?

With global technolegy stocks, the bubble claims may be on firmer ground. It is indeed true that the
leading companies must grow their businesses dramatically to justify their stock prices. Sometimes, such
minor miracles occur.

For 15 years, sceptics argued that Apple’s and Amazon.com's share prices have assumed unrealistically
strong business fundamentals. So far, so wrang. Often, though, a glamorous company's business
fundamentals don't match the expectations. Perhaps now is that moment for the giant tech leaders.

But the thing is, real bubbles aren’t modified by the word “perhaps”. In my 30 years at Morningstar, | have
encountered only two true bubbles in the stock and bond markets: speculation that led io what | regarded
as obviously inflzted security prices, accompanied by what appeared to cutsiders as a mob mentality
among buyers. One was Japanese stocks in the 1380s; the other, US tech firms in the late 1990s. Even at
the time, | felt that doom was inavitable.

Not so with today’s leading tech companies. They are expensive, certainly. That said, those companies
have real, deminant businesses. It is possible, if not necessarily probable, that their business growth will
match the sky-high expectations and they will continue to autperform other stocks. Fven if that doesn't
happen, there is a good chance that their returns will be positive.

Many bubbles are proclaimed, but few arrive. The ward is not useful; rather than signal something
extraordinary, it has come to mean “securities | don't like because they strike me as being too expensive”

© 2018 Morningstar, Inc. All rights reserved. Neither Morningstar, its affiliates, nor the content providers guarantee the data or content cantained herein 1o be accurate, complete or timely nor will they have
any liability for its use or distribution. Any general advice or ‘class service’ have been prepared by Morningstar Australasia Pty Ltd [ABN: 95 090 665 544, AFSL: 240892) and/or Momingstar Research Lid,
subsidiaries of Marningstar, Inc, without reference to your chjectives, financial situation or needs. Refer to gur Financial Services Guide (FSG) for more informatior: at www.morningstar.com.au/s/fsg.pdf. You
should consider the advice in light of these matters and if applicable, the relevamt Product Disclosure Statement beforg making any decision 1o invest, Our publications, ratings and products should be viewsd
2s an additional investment resaurce, not as your sole source of information. Past perfarmancea does not necessarily indicate a financial product’s future performance. To obtain advice taflored to your situation,
contact a professional financial adviser. Some material is copyright and published under licence from ASX Operations Pty Ltd ACN 004 523 782.
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A wealth of demographic opportunities

The Fidelity Global Demographics Fund has significantly outperformed the benchmark since launch, delivering
19.42% per annum since inception, an active retum of 2.51% above benchmark. It has displayed a consistent
set of outcomes, including high active money, low beta/relative volatility and low turnover that would be
expected from a portfolio that invests for the long term in slow moving but predictable mega trends.

Investing in certainties

At a time of macroeconomic and political uncertainty, demographics — the study of a population based on factors like
age, income levels, employment, and education — standout in terms of their predictability. Unlike macroeconomic cycles
and investor sentiment, we can predict with a much higher degree of confidence long-term changes in demographics.
Demographics have a profound impact on companies. Consider population growth: the global population is over 7.5
billion, and by 2050 we will see another 2.2 billion added — mostly in India and Africa. By the end of the century 89% of
the world population will live in what we today perceive as emerging markets." Between 2015 and 2030, the number of
people in the world aged 60 or over is projected to grow by 56%, with the number of older persons growing faster than
any other age group.? The world middle class population stood at 3 billion in 2015, and is projected to rise to 5.4 billion
by 2030.° The implications for businesses around the world are very significant.

However, while demographics are slow-moving, long in duration and highly predictable, investors for the most part
remain short-term orientated, and overly influenced by cyclical factors. As behavioural economics has convincingly
shown, humans are hardwired for short-term gains, even at the expense of greater long-term gains. It’s the long-term
earnings power of companies that are the ultimate drivers of their performance — as opposed to changes in valuation
multiples, which tend to drive short-term (say, one month) valuation. Yet sell side analysts are for the most part entirely
focused on short-term forecasts (2-3 year projections). Alpha generation is possible by taking a longer-term view of
firms, but the market for the most part does not do this.

Performance as at 31 March 2018

3 mths 6 mths 3 Simceine.
{30 Now

% ta A 2012)
Fidelity Global
Demographics 0.52 469 10.67 22.82 15.17 9.07 18.57 19.42
Fund
MEEIACHI -0.58 0.99 712 14.22 15.11 7.97 16.11 16.91
Index NR
Active return 1.10 3.70 3.55 8.60 0.06 1.10 2.46 2.51

Source: Fidelity International. Data as at 31 March 2018. Tolal net retums represent past performance only. Past performance is not a reliable indicator of future performance.
Retums of the Fund can be volatile and in some periods may be negative. The return of capital is not guaranteed. Benchmark: MSCI ACWI {All Country World Index} Index NR. NR:
NR at the snd of the benchmark name indicates the refum is caleulated including reinvesting net dividends. The dividend is reinvested after deduction of withholding tax, applying the

withholding tax rate to non-resident individuals who do not benefit from double taxation treaties.
E F.d I.t m
INTERNATIONAL



The fund invests in companies whose long-term earnings are driven by demographic factors. The three main factors
are ageing populations, growing middle class ones in developing countries, and population growth in general. Within
these three are sub-themes like urbanisation and industrial automation (subthemes of population growth). The three
main themes are constant, but the sub-themes can change over time. The portfolio managers look for quality
companies — as defined by things like superior earnings growth rates to the broader rarket and higher return on equity
— and hold them for the long run; longer than most investors would do, so exploiting the short-termism of the market
and the long-duration nature of demographic changes. Over time this emphasis on quality names with sound growth

prospects and earnings visibility has delivered outperformance versus the fund’s benchmark, as shown in the chart
above.

Major theme: Ageing

An older population will have different consumption preferences and needs relative to a younger demographic. In
addition, a higher proportion of elderly people are expected to be living on their own, and are therefore likely to require
formal care; in the UK, the number of elderly with care needs is expected o rise by 60% in the next 20 years.4 Ageing
societies will have to devote more resources to health care, given an increasing prevalence of chronic diseases.
Providers of implements and devices to cope with physical deterioration — hearing aid implant producers like Cochlear
for example {(a fund holding} — will see increasing business. More retirees will also mean more demand for certain
leisure activities (holidays abroad for example).

And although we tend to think of developed markets — Japan and Germany in particular — when it comes to examples
of ageing societies, certain emerging markets — Russia, easten Europe and China for example — are also ageing.
China is at a demographic turning point; it's working population is shrinking rapidly, compared to the number of
elderly/retired (aged 65+), it's demographic echo that of Japan, with a 25-year lag. Robotics and automation are a
potential option to mitigate the challenge of this decline in workers.

Trips to the doctor rise rapidly as people age Support ratio for select countries
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=== Number of visis per 100 persons annually (fight axis) callculat.ed as th_e number of people age 20-64 per.one older Parson aged 65 or older.
This rafi¢ describes the burden placed on the working population {unemployment and
Source: CDC National Ambulatory Medical Care Survey, 2014 children are nat considered in this measure} by the nan-working elderly population

Managed care providers

An older population is one that will place increasing strain on heaith and social care services. Particularly in the US,
where healthcare costs have been rising in real terms significantly, system costs will need to be controlied. The fund’s
holding in UnitedHealth Group — a combined managed care and healthcare solutions business — is a play on efforts to
decrease utilisation and system costs, specifically via ‘value-based pay’ models that tie payment from insurers like
UnitedHealth to health outcomes and treatment quality. Care providers contract with insurers via alternative payment
vehicles that reward providers for improving quality, streamlining care and cutting costs, in contrast with traditional ‘fee-
for-service’ insurance models that too often incentivise wasteful spending.

Alleviating the effects of bodily deterioration

Spending on goods and services to alleviate body deterioration will increase, while therapeutics firms will face
increasing demand for their products. The fund holds Boston Scientific and Abbott Laboratories, which have strong
positions in cardio and vascular care. Boston Scientific benefits from differentiated new product launches in fast
growing MedTech markets, and continued margin progression. Despite manufacturing issues relating to its lotus heart
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valve product iast year, the stock still has significant upside even if the product is not launched. Abbott is a diversified
medical products business, with a strong foothold in emerging markets {which account for around 40% of the
company's sales). The company remains well positioned in the medium term, with a diversified and well-established set
of products in the diagnostics, nutrition, generic medicine and medical devices sectors. In the anti-ageing space,
L'Oréal is best-in-class for personal care products, with a strong presence in emerging markets. Its products should be
in increasing demand because of ageing populations (think anti-ageing creams, for instance).

Automation

Partly because of necessity (ageing populations), and technological progress {big data and the Internet of Things being
two of the most important), factories are becoming increasingly automated. ‘Industrial Revolution 4.0' marks the era of
connected factories with accelerated use of robots, connected machines, artificial intelligence in maintenance,
monitoring and design as well as automated design process. With the growing hunger for new growth drivers, the
manufacturing industry is welcoming the wave of automation and robotics with open arms. Technology is at the centre
of everything and industrial loT has the potential to have a meaningful impact on some of the key drivers of the sector,
which, in turn, is making it relatively less ¢yclical in nature.,

Dassault Systemes is the global leader in computer-aided design (CAD}, manufacturing (CAM) and product lifecycle
management (PLM). It is well placed to benefit from the trend towards factory automation as wel as to hamess insights
from loT data. The company makes money from selling its software to companies primarily in the aerospace and
transportation industries, although it is also entering new areas such as consumer packaged goods and
pharmaceuticals. Its core CAD and PLM markets are forecast to grow annually at 5% and 10% respectively,” while its
key automotive market is forecast to require increasing customisation. Dassauit’s forays into new industries and high
growth countries — with emerging market producers needing to invest heavily in modem production to compete with
developed market firms — are all strong drivers of future growth.

Percentage of UK jobs at elevated risk of automation by 2030s by sector
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Japanese firm Keyence is another company that is meeting demand for automation. It sells equipment such as factory
automation sensors, and provides direct sales solutions — meaning it builds relations with clients, and help them
troubleshoot any post-installation problems. This post-installation troubfe shooting makes it standout versus peers. Half
of the business consists of new production lines, and the other half replacements. Itis likely to continue delivering
double-digit sales growth on a constant currency basis, driven by growth in emerging markets and by penetration in
new developed market industries.

Major theme: Growth of the middle class in emerging markets

While the absolute level of spending in emerging markets continues to grow, the mix is shifting away from staples and
towards discretionary items, as the overall wealth of these populations grows and the middle class expands. The
growth of the emerging market middle class is expected to have significant economic and demographic effects — such
as an increasing demand for discretionary goods in developing countries and entertainment spending, increasing e-
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commerce, and greater numbers travelling. In addition, we should see greater penetration of financial services into
emerging markets, while the increasing prevalence of westernised diets and (sedentary) lifestyles is leading to rising
levels of obesity and associated chronic conditions. Weaithier populations will also have more money to spend on
health care.

Greater discretionary spending

French luxury goods conglomerate LVMH exemplifies the kind of company that can benefit from increasing
discretionary spending in emerging markets. Increasing wealth in developing countries is leading to greater spending
on western luxury brands — with European discretionary names significant beneficiaries. LVMH has had success in
China, although the government'’s anti-corruption drive earlier this decade hurt the stock. LYMH has a balanced brand
portfolio, with good exposure to relatively defensive categories such as leather goods, spirits and cosmetics, coupled
with a strong management team. it is less cydlical than its luxury peers, with a very strong balance sheet and
consistently high cash conversion. In the e-commerce space, the fund has a position in Chinese e-commerce company
Alibaba, which is very well placed to gain from growth in China’s middle class. it is the largest e-commerce and cloud
provider in China ~ with a superior business model to rivals. It is also branching out into many new ventures, such as
marketing services and logistics.

Globalisation of consumption patterns: Luxury goods market by nationality
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Another company worth mentioning in the context of emerging market discretionary spending is PVR. Itis the largest
muitiplex operator in India, operating more than 550 screens.® PVR also has a small movie distribution subsidiary and
owns some bowling alleys. The company has a long growth runway — there is huge under-penetration in this market,
with five multiplex screens per million of the Indian urban population, rising income levels, strong appetite for movies
and lack of other outdoor entertainment options. High entry barriers in the form of supply-side constraints provide a
strong advantage to incumbents, making PVR a good iong-term earnings compounder. lts strong presence in top cities
and prime locations drive higher footfalls and superior metrics versus peers.

Increased levels of travel

Rising levels of wealth will also mean people will have more money to spend on travel, with airlines and airports
benefitting — along with associated ventures; greater duty-free spending at airports should be another boost for luxury
brands. Chinese retail and tourism is a structural growth market, owing to greater levels of disposable income, and
greater availability and propensity to take holidays. The country is seeing secular growth in aeronautical traffic volume,
along with government import tax cuts and trade initiatives to benefit duty free stores and luxury importers. Shanghai
International Airport is one portfolio example. It could expand capacity to around 80 million passengers a year by 2020,
and should see a 20% increase in retail space because of its Terminal 1 renovation.” Airbus is a fund holding that offers
exposure to global air traffic growth, of which emerging markets are the biggest driver; more than 40% of traffic
volumes involve either intra-emerging market flights or developed-to-emerging market ﬂights.8
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Growing travel spending
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Electric vehicle penetration

Within the travel theme, the fund also has an opportunity to profit from electric vehicle (EV) penetration — particularly in
China. Pollution in China's big cities — driven in the main by vehicle exhaust fumes — has encouraged the government
to push electric vehicle adoption. Chinese auto manufacturers produced 680,000 all electric cars, buses and trucks iast
year; more than the rest of the world combined.® Mass development of public charging points on top of the significant
investment private owners have made in charging points continues. Fund holding Infineon Technologies offers
exposure to this siructural growth in EV demand, as it is a semiconductor company has a leading position in power
semiconductors and radar sensors, which are essential EV components in. EV production also requires significant
amcunits of copper; fund’'s holdings Grupo Mexico and First Quantum Minerals are both copper miners that are well
placed to benefit from this demand.

Financial penetration

The proportion of the population with bank accounts is low in many developing countries, though varies across market.
The USA has 32.9 banks per 100,000 adults; the comparable figures for China and India are just 8.4 and 13.5."° There
are significant opportunities for good banks to grow in these relatively underserved markets. HDFC Bank in India is one
of the fund's top active holdings. It is one of the country’s largest banks, and has a very strong growth record and vet
consistently maintained asset quality across cycles. Its future growth opportunity is immense, given expected increases
in credit penetration in india, twinned with the country’s population growth and growing middie class.

Financial services penetration remains low in emerging markets
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Obesity / lifestyle diseases

Rising levels of obesity and associated medical conditions are a downside to rising global prosperity and the expansion
of the middie class in developing nations. Greater wealth and modern technologies are leading to far less physically-
demanding lifestyles. in 1969 for example, 40% of schoolchildren in the US rode their bicycles to school, but by 2001
only 13% did so."" Obesity is a major driver of lifestyle diseases such as cardiovascuiar ones and type 2 diabetes; one
in 12 adults globally has type 2 diabetes.' Novo-Nordisk is a fund holding, and the global leader in diabetes treatment,
with best in class GLP-1 drugs franchise and strong positioning in the insulin space. Near term pressure led to some
earnings downgrades last year, but the combination of sales of its new second generation GPL-1 drug semaglutide,
operational leverage and share buybacks should lead to healthy rates of compounding growth. ™

Rising health care spending in emerging markets

Aside from the impact of ageing populations around the world, growing wealth in emerging markets will mean more
spending in these countries on health care. Spending on speciality pharmaceuticals in emerging markets should reach
US$43 billion this year — up from US$23 bitlion in 2012." Companies which should benefit include US firm Abbott
Laboratories — a diversified medical products business, with a strong foothold in emerging markets {which account for
around 40%" of the company's sales). It is well positioned in the medium term, with a diversified and well-established
set of products in the diagnostics, nutrition, generic medicine and medical devices sectors. A combination of new
product taunches and deal synergies from its acquisition of St Jude should prove supportive going forward.

The buildout of health infrastructure in emerging markets should also encourage greater spending on insurance.
Companies like AlA are likely beneficiaries. It is an independent, pan-Asian life insurer, with operations in 17 markets in
ASEAN. AlA is a long-term compounder, and beneficiary of the region’s favourable demographics and rising life
insurance penetration (from a low base), with a strong competitive position. Penetration into mainland China is a key
growth driver for the company.

Major theme: Population growth

Global population growth is expected to support a rise in consumption. Resources such as water, arable land and
energy will be in high demand where industrialisation and urbanisation take place. Certain countries, notably African
ones, are projected to experience continuing dramatic population growth — with the UN predicting that Nigeria's
population could surpass that of the US by 2050." This is creating many opportunities — but particularly as relates to
agriculture, and urbanisation / industrialisation.

Agricultural challenges

The food supply needs to increase by 70-100% to meet the increase in global population by 2050." This comes at a
time of multiple challenges to the food industry, including booming demand for proteins, a reduction in arable land due
to urbanisation, increased chemical resistance to pesticides and herbicides due to overuse of agri-chemicals, yield
increases plateauing in the main crop producing regions, and restricted availability of fresh water — farming accounts for
70% of withdrawals from rivers, lakes and aquifers.'®

Related to this, Ecolab is a fund holding that is provides water sanitisation and energy-efficiency optimising products.
Approximately 90% of the firm's revenues come from recurring product sales with high gross margins and low capital
intensity. lts competitive advantages include scale (it is the largest player in a fragmented market), great management,
strong R&D capability (allowing for innovative new products), and unmatched sales force (providing unparalleled
customer service). Zoetis is a fund holding that offers exposure to agriculture as theme; it is the world’s largest global
animal health company, active in medicines and vaccines for livestock and pets. It's production animal health business
is a durable one, protected by increasing population growth and increased affluence leading to greater meat
consumption.

Urbanisation

Urbanisation continues apace: it is predicted that by 2050, more than 70% of the world will be urbanised, in comparison
with 50% today."® Lock maker ASSA ABLOY is a business that should benefit from urbanisation. It is a global market
leader in security — mechanical locks and security doors — and entrance automation. It is an attraciive, low capital
intensity, high return and long-term growth business. Although core revenues are geared to cyclical construction trends,
it can support this with pricing power, emerging market growth due to increasing security penetration, and the structural
shift towards electro-mechanical locks which offer higher ASPs, shorter replacement cycles, greater barriers to entry
and attractive service/aftermarket opportunities.
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Conclusion

The fund invests in companies whose long-term earnings are driven by demographic factors. These include our three
main themes, as well as additional sub-themes. The portfolic managers look for quality companies — as defined by
things like superior earmings growth rates to the broader market and higher return on equity — and hold them for the
iong run; longer than most investors would do, so expioiting the short-termism of the market. The fund has high aciive
money and low turnover. Over time this emphasis on holding quality names with sound underlying growth prospects
should deliver superior returns compared with the fund’s index, MSCI AC World.
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"My fellow Australians, ask not what your country can do for the Australian dollar, ask what the
Australian dollar can do for your country.”

That's me bastardising John F. Kennedy's inaugural address as the 35th US President back in 1961
(before | was born if | may add).

For sure and for certain, Australia - the country - can do many a thing to set the A%$'s value...but that's if
we're living pre-12 December 1983, the days before the Australian currency was allowed to float and left
to the whims of market speculations and fluctuations.

"A$ down!" is again making the news as | type. My spreadsheet shows that, in the first four months of
2018, our legal tender is tendering less against all major currencies: down 3.5% against the US$; down
4.1% on the euro; down 6.3% against the yen; down 5.2% versus the pound; down 6% vis-a-vis the
renminbi; and, down 4.3% on the trade weighted index.

The Australian dollar's depreciation is broad-based so don't you ever tell me that it's a US-dollar story.
It's also not a commodity price story. The S&P GSCI commodity price index is up 7.5% in the first four
months of 2018.

According to the Australian Financial Review (AFR), Global FX Capital's Greg Gibbs typed in his
morning note that the A$ "faces headwinds from protectionist trade policies, tightening Chinese financial
sector oversight, a weaker housing market, rising bank funding costs, pressure on its financial sector
from a Royal Commission into its misconduct, and political uncertainty.”

| couldn't have said it any better myself. For sure and for certain, these "headwinds" can blow stronger
and take the A$ down some more. If so, thank you very much!

While the European Central Bank and the Bank of Japan struggle to keep their respective currency's

exchange rate low, the market is doing it for Australia sans a single bullet shot - a cut in in interest rates
or QE - to get the same result.
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Only yesterday, when the Reserve Bank of Australia (RBA) met and decided to keep the official cash
rate unchanged at 1.5%, it noted in its statement that: "An appreciating exchange rate would be
expected to result in a slower pick-up in economic activity and inflation than currently forecast.”

Ipso facto, the opposite is true: A de-preciating exchange rate would be expected to result in a faster
pick-up in economic activity and inflation than currently forecast.

A depreciating A$ would make foreign goods and services more expensive - encouraging Australians,
all, to buy local instead - and overseas holidays more costly - prompting staycations.

On the flipside, a cheaper A$ makes Australian exports more competitive and overseas company
earnings higher when translated back into the local currency.

The floating A% is again doing what it does best, "falling” to the occasion in times of uncertainty to keep
the Australian economy afloat.

The A$/US$ sank from US$0.80 to below US$0.60 during the Asian financial crisis; it fell from around
US$0.65 to US$0.49 during the US recession in 2001 and following the September 11 attacks of the
same year; and, it dropped from US$0.91 to US$0.62 at the onset of the GFC.

Ben Ong is the Director of Economics and Investments at Rainmaker Group. He previously worked as a
fund manager, economist, asset allocation strategist, portfolio analyst and stock market analyst. Check
out his economics analysis here.

This page was found at; http:/iwww.financialstandard.com.au/news/a-falls-to-the-occasion-

116104381

Printed: Wednesday, 2 May 2018 3:10pm
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Sydney and Melbourne house
prices could fall as much as 4
per cent, says SQM
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5 to dweling prices maasure,
the Sydney markel is approximately 45 per cent overvalusd " SGM said. Arsineh
Houspian

The days of double digit growth in house prices for Sydney and Melbourne are
over as the two big cities head for a house price tamble, new forecast from SQM
Research confirms.

Property research group SQM Research, led by Louis Christopher who has

Lin T : e - .
by Su-Lin Tan successfully forecast house prices, has revised its prediction that Sydney prices

will fall as much as 4 per cent in 2018, The best case scenario is a flat zero growth in prices

for Sydney home owners.

The group's previous prediction for Sydney made in its Housing Boom and Bust report last October
was a 4 to 8 per cent rise in prices for the full year.

SQM also says Melbourne's house prices are expected to fall as much as 3 per cent for the year, with
a 1 per cent growth in prices at best. This was revised from an earlier forecast of a 7 to 12 per cent
growth.



Revised dwelling price movements for 2018

Efﬁmqtnd _
pricechanges | Oct 2017 | foracast, | evised
Janl to Apr30, (") 2018 (")
2018 (%)
| Perth -0.3 +1to+4 +1to+4 Unchanged
Brisbane +0.1 +3to+7 Oto+3 Downgrade
| Darwin -3.0 +1to+4 -5t00 Downgrade
Melbourne 0.5 +7to+12 -3te+} Oowngrade
| Sydney -1.8 +4t0+8  -4to0 Downgrade
Adelaide Unchanged  Oto+4 Oto+4 Unchanged
| Hobart +3.0 +8t0+13 +8to+13 Unchanged
Canberra +1.0 +5t0+9 +1to+4 Uowngrade
Capital 0.7 +4to+8 -2to+2 Downgrade
city avg”*
* Weighted SOURCE: SOM RESEARCH

Brisbane and Canberra also had expectations of prices rises downgraded.

Canberra price movements will land somewhere between 1 and 4 per cent, from previous

predictions of 5 to 9 per cent, and Brisbane has been downgraded to o to 3 per cent from 3 to 7 per
cent.

The culmination of deteriorating auction clearance rates in recent weeks, more listings with falling
asking prices and worsening numbers of the days on market for properties trading outside of
auctions, suggest Australia's overvalued markets are headed for an "unwinding".

"Leading indicators such as auction clearance rates, total aggreggated property listings and asking
prices suggest further deterioration in market conditions in recent weeks," SQM said.

'Markets are 45 per cent overvalued'

"It should be noted that on a nominal aggregate incomes to dwelling prices measure, the Sydney
market is approximately 45 per cent overvalued. SQM Research expects this over valuation to wind
down somewhat over an extended period of time."

SQM is of the view that APRA's move to lift the brakes on investment lending growth will not rouse
up new investor interest, given the softening conditions.



Macroprudential policies to curb house price inflation had worked on the national housing market,
but a crash was not imminent, SQM said.

"The evidence now suggests that action to reduce borrowing risks is now affecting the national
housing market as a whole,” SQM said. "This action, predominantly targeted at property investors,
has triggered a decline in demand for residential property.

"However it is stressed that SQM Research does not expect a general housing price crash to occur
this year. The conditions required to create such a downturn are not in the housing market at
present.

"If there is a more pronounced downturn, SQM Research believes that monetary authorities as well
as federal and state governments may intervene to stabilise the market.”

Low unemployment and population growth will put a floor on prices "crashing”, SQM added.
SQM's forecasts assumes APRA does act further in 2018 and the cash rate remains unchanged.

But the impending fall in prices may not strip the "45 per cent” overvaluation at the same pace as it
has risen, other experts say.

Capital Economics' Paul Dales says by late 2021, prices for the combined capital cities will only be
about 10 per cent below their peak.

In a note two weeks ago, using a new ratio, "sales to new listings", Mr Dales said house prices were
likely to fall in the next 6 months Sydney and Melbourne bearing the brunt of the fall.

"While prices may only edge lower this year and next, higher interest rates will probably mean they
fall more sharply in 2020 and 2021. Units look much more vulnerable than single-dwellings, while

Melbourne appears to be the most exposed of the eight capital cities,” Mr Dales said in his last note
two weeks ago," he said.

In 2018, he predicts apartment prices will fall faster than detached houses, as much as 4 per cent in
Sydney, 7 per cent in Brisbane and 8 per cent in Melbourne.

The fallout from the banking Royal Commission could also lead to tighter credit conditions and

along with impending interest rate rises, put more downward pressure on house prices.



"The risk is that the resulting weakening in demand relative to supply causes prices to fall faster in
2020 and 2021," Mr Dales said.

These forecasts may come as relief to potential home owners but not enough to solve housing
affordability quickly.

Ahead of the Federal Budget release on Tuesday, community groups such as "Everybody's Home" are
calling for more changes to ease high house prices including winding back capital gains tax and

increasing the Commonwealth Rent Assistance to struggling renters.



Fidelity's Paul Taylor is
watching for two triggers to
spark house price falls
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by S8arah Turner
Fidelity International says the Australian housing market appears overvalued on three key measures

and is a risk for investors, with unemployment and rising interest rates the potential triggers for a

correction.

Paul Taylor, the highly rated manager of Fidelity's Australian Equities Fund, said there were two
questions investors needed to ask about the housing market — is it fundamentally overvalued and
what catalyst would shine a spotlight on that overvaluation and create a market reaction?

He pointed to the global financial crisis in 2007-08 when a liquidity crunch provided the trigger for
sharp house price falls in the US and elsewhere. "It was the catalyst," he said.

Mr Taylor evaluated the market on the basis of median house prices compared to gross domestic

product per capita — or house prices within a broader economic context.



Median house price/nominal GDP per capita ratio
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He noted that from 1900 to 2000, the multiplier was broadly stable but it kicked up from 2000. "So
just looking at the long-term chart you can say 'well maybe there's a bit of an issue at the absolute
level in Australia',” he said.

High prices at every level
Other measures appear just as disturbing,.

When Mr Taylor examined house prices divided by per capita income relative to the rest of the
world, he found Australian house prices had shot up dramatically while the rest of the world hadn't
really changed.

"So not only can you say house prices look high in an absolute sense, in a relative sense against the
rest of the world they also look high,” he says.



House price/per capita income* (% change)
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Minark Advisors

The final chart Mr Taylor used to illustrate his point at a Fidelity conference on risk in Sydney
showed small and large towns and cities around the globe, and indicated "even the smaller towns in

Australia look very expensive.”

Still, while house prices look stretched in terms of valuations, a catalyst to send them lower was not
looming, he said.

"While the market does look overvalued, it's hard to see a trigger that's going to cause significant
changes. In Australia we typically see prices rises, then the market goes nowhere for 7 years," he
said. "That's how we adjust."

Potential catalysts



gk high'in an absoiute
alsa look high," Fidelity

Two potential catalysts, however, could be rising unemployment and rising interest rates, with rising
unemployment the more likely catalyst, he said.

"There's more likely to be something around jobs," he says. "If unemployment rises, we lose our jobs
and people have to sell their homes because they are now a forced seller, then that forces
fundamental values down," Mr Taylor said.

However, with good jobs growth last year and unemployment still quite low, he said "I don't think
unemployment is an issue in the short term."”

Another catalyst could be interest rates. "In the short term, maybe that's not going to be a huge issue
but in the longer term that could potentially be a trigger," he said.



House pricefincome ratio v city size, 3Q17
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Mr Taylor made the comments on the housing market and interest rates as part of an evaluation on
the key risks facing investors.

He took a Jook at US government interest rates from 1946 to the present, noting there had been two
very different cycles, with interest rates advancing from 1946 to 1981 in the "last great bond bear
market".

Low point for interest rates

Since 1981, those interest rates have declined, he said, but there was an argument that the long-term
declining interest rate cycle that started in 1981 bottomed in 2016.

He said interest rates had hit a low.

"I'm of the view that we will see a long cycle of interest rate rises but at a much slower increase than
we have previously seen," he said. "I think we are in for longer-term higher interest rates but maybe
not for the next five to 10 years.

"Maybe it's not really a short-term risk but we think it's one of the key long-term risks."

A 30-year interest rate increase cycle is extremely bad for bonds, he said, but "I think it's a bit more
nuanced for equity markets”.



"Our own internal research shows that key trigger points are around 5 to 6 per cent interest rates.

For the equity market, as interest rates rise to 5-6 per cent, that's still quite a sweet spot,” he said.

"Typically as you get rising interest rates, it means that economies are moving ahead and we're
getting a little bit of inflation."

Along with interest rates and the housing market, other risks facing investors in Australia include
iron-ore prices driving the Australian dollar higher and making the country more unattractive for
tourists, government intervention, the removal of franking credits and a drop-off in population

growth. Trade war and China risks are also present, Mr Taylor said.

But for portfolio managers, risk is not inherently bad. "I think it's not really about eliminating risk,
it's about controlling risk," he said.
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Royal commission spreads housing fears

As the royal commission ground through another day of worthy
but unspectacular revelations about smail business iending, the
broader impacts of the commission's work are setting off some

rather shrill - and perhaps overly pessimistic — alarms in federal

politics, the property industry and the consumer sector.
by Chanticleer

In Canberra, Treasury secretary John Fraser amplified a
warning from ratings agency Moody's, which argued that the roya! cemmission
coulg threaten economic growth if tighter lending standards start to hit the
availabiiity of credit.

"There is also the risk that there is an unanticipated tightening in financial
conditions through reactions to the royal commission into the financial services

industry,” Mr Fraser told a Senate estimates hearing on Tuesday.

While this is not necessarily a new idea — RBA governor Philip Lowe has delivered
similar warnings — the potential flow-on effects were demonstrated on Tuesday with
two pieces of research from UBS.

A downgrade tc the bank's recommendation on property group Stockland, from
"neutral” to "sell”, saw the company's shares fall 2.3 per cent on Tuesday. UBS cuts it
earnings forecast for Stockland by 3.4 per cent for 2020 and by more than 8 per cent
for 2021.

Central to the downgrade was the UBS house view that residential property prices
will fall more than 5 per cent in 2019, as stricter lending criteria (mainly through the
use of higher living expenses and debt-to-income limits) are introduced following

https://www.afr.com/brand/chanticleer/roval-commission-spreads-housing-fears-2018... 30/05/2018
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The UBS team's decidedly pessimistic view of the housing market — and the impact
of the royal commission on the lending standards that banks will be forced to
accept, which has been documented in detail by UBS bank analyst Jonathan Mott -
is flowing through to its view of segments of the consumer market.

Also on Tuesday, UBS warned on the outlook for ASX-listed car dealers, arguing that
over the past 20 years, every 10 per cent fall in house prices will be followed by a 10
per cent fall in new vehicle sales (and an 8 per cent fall for luxury cars).

The confluence of these events — Fraser's warning, the Stockland downgrade, the car
sales warning and the FIRB numbers — may make it appear that the economy will be
damaged by a major tightening of lending standards that will dry up both the
capacity of mortgagees and the banks' willingness to lend.

https://www.afr.com/brand/chanticleer/royal-commission-spreads-housing-fears-2018... 30/05/2018
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Certainly anecdotal evidence suggests the royal commission is adding to existing
regulatory pressure on banks to increase the amount and quality of information
they seek from borrowers,

But a reduction in borrowers' capacity of the magnitude that UBS has imagined
would be dramatic, particularly given the final recommendations of the royal
commission are not due until next February, and would then need to be
implemented.

But accepting that some sort of tightening of credit supply feels likely, and will put
further downwards pressure on house prices that are already drifting lower,
investors need to be realistic as they wrestle with how hard these forces hit various
sectors.

Take banks, which will be one of the first sectors to consider, given it accounts for 25
per cent of the ASX. While bank stocks had a good day on Tuesday —and veteran
broker Richard Coppleson is tipping a rally in the coming months - they are down
7.7 per cent since the first royal commission hearing on March 13.

Investors will need to continue to think carefully about the trade-off between very
attractive yields and a growth outlook that will likely not be clear until at least next
February, when the royal commission's final report is due.

But even with the banking sector’s direct exposure to falling house prices, some
historical context is important.

House prices dipped in 2005, in 2009 and again in 2012. While there were no royal
commissions running during any of these periods, the point is that the housing
sector has slowed from time to time in the past two decades — and the consequences
certainly haven't been calamitous.

Indeed, house prices dipped sharply in Western Australian and parts of Queensland
earlier this decade in the wake of the mining bust; the lasting economic damage
might be rated somewhere between minimal and limited.

Flat to falling house prices look highly likely. But even in an environment of
heightened scrutiny from the royal commission, investors should be cautious rather

https://www.afr.com/brand/chanticleer/royal-commission-spreads-housing-fears-2018...  30/05/2018
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than fearful about suggestions that banks will tighten the screws on borrowers (or
be forced to tighten them) in a way that damages the economy.

James Thomson

j.thomson@fairfaxmedia.coma.au

SGP
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April was a month of streaks. The Prime Minister's 30th
straight loss in the polls dominated headlines, the Reserve
Bank’s 88th consecutive month without a rate increase less
s0. But we're now into the beginning of May and the RBA's
streak without a change in policy rate has stretched to 90.

This shouldrn’t be a surprise. The cash rate remains at
arecord low 1.5% and the last change was down, 21
moenths ago. But, as RBA governor Philip Lowe has said,
the next change is likely to be up.

The market appears o be pricing in the prospect of future
rate increases. Year-to-date total returns of the S&P/ASX
200 AREIT index have been -1.2%, wiping out last calendar
year's modest gains and confirming what many dividend-
focussed investors already suspect - that interest rate rises,
or even the prospect of them, are bad news for AREIT
investors.

We beg to differ.

it's true that as interest rates rise, all else being squal, the
value of an asset’s future income stream falls. But it's a little
mors complicated than that.

Interest rates are more than numbers on an analyst's
spreadsheet. When rising, they're usually an indicator of
buoyant economic conditions, a mark of low unemployment
and inflation and high business and consumer confidence.

In such environments businesses expand, leading to
increasing demand for office and retall space and logistics
facilities. Low unemployment also results in improving
consumer confidence, pushing up wages growth.

This subsequently increases an individual’s ability and
wilingness to spend.

Higher demand for commercial office, industrial and retail
space is a by-product of elevated economic activity.
Eventually, rental receipts rise — driving long-term value for
commercial real estate investors.

It may challenge cenventional wisdom but this explains the
mechanisms by which rate rises can be good for AREIT
returns.

And the data supporis the argument. This chart shows
AREIT returns since 1992, highlighting periods when the
RBA has progressively increased the cash rate:

APN | Property Group

S&P/ASX 200 AREIT Index Performance vs. RBA
Tightening Cycles*
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*Tightening cycle defined as a period of consecutive rate increases or
where multiple rate increases have been punctuated by a period of no
change.

In the last five interest rate tightening cycies highlighted
above —- an aggregate 100 menths — the S&P/ASX 200
AREIT Accumulation Index achieved an average annualised
total return of 7.5%. Even after excluding the longest

RBA tightening cycle from 2002 to 2008 (preceding and
including the GFC} the AREIT sector returned 7.0%.

Of course, property trusts use debt to finance the
ownership of their assets, thus exposing them to rising
interest rates. Whilst higher debt servicing costs can be
more than offset by rent increases, it's also important to
acknowledge that today’s environment is very different to
that in the period prior to the Giobal Financial Crisis (see
Lessons from the crash: Property trusts 10 years on).

AREITs generally are now managing debt with more
prudence. Gearing leveis are lower and a greater
percentage of debt is fixed-cost. Gearing across our AREIT
coverage universe is now a low 29,6% and over 60% of
that is fixed cost debt. if and when rates were to increase,
they won't hit a property trust’s cost base in the way they
did a decade ago.

Moreover, further rate increases still seem a way off. GDP
growth remains at below-trend levels, there’s little evidence
of wages growth and inflation remains below the 2-3%
range targeted by the RBA. The concern over an imminent
rate rise seems misplaced and overdone.

But even if that changes and the RBA does raise rates
there's a strong historical precedent for it being a good
thing for property trust investors. Because behind the
case for higher rates are economic conditions that deliver
increases in commercial property rents.

MAY 2018 | 1



In our view there is no cloud hanging over the sector.,
There is however a silver lining, courtesy of those investors
unduly worried by the prospect of higher rates. Investors in
APN's AREIT Fund can now get a running vieid of 6.32%7,
the highest figure in quite some time.

For investors seeking sustainable, low risk income returns,
with the prospect of higher rents if and when rates do rise,
that seems pretty attractive,

1 As at 2 May 2018, Current running yield is calculated daily by
dividing the annualised distribution rate by the latest entry unit
price. Distributions may include a capitat gains component. Past
performance is not an indicator of future returns.

This article contains *forward-looking” statements. Forward looking
words such as, “expect”, “anticipate”, “should”, “could”, “may”,
“predict”, “plan”, “will", “believe”, “forecast”, “estimate”, "target” and
other similar expressicons are intended to identify forward-looking
statements. Forward-looking statements, opinions and estimates
provided in this article are based on estimates and assumptions

related to future business, economic, market, political, social and other
conditions that, while considered reasonable by APN, are inherently
subject to significant uncertainties and contingencies. Mary known and
unknown factors could cause actual events or results to differ materially
from estimated or anticipated events or results reflected in such
forward-looking statements, Such factors include, but are not limited
to: operating and development risks, economic risks and a number of
other risks and also include unanticipated and unusual events, many of
which are beyond APN's ability to control or predict, Past performance
is not necessarily an indication of future performance. The forward-
looking statements only speak as at the date of this article and, other
than as required by law, APN and its Related Paries disclairm any duty
to update forward looking statements to reflect new developments. To
the fullest extent permitted by law, APN and its Related Parties make no
representation and give no assurance, guarantee or warranty, express
or implied, as to, and take no respensibility and assume no liability for,
the autherticity, validity, accuracy, suitability or completeness of, or

any errors in or omission, from any information, statement or opinion
contained in this article.

This article has been prepared by APN Funds Management
Limited (ACN 080 674 478, AFSL No. 237500) for

general information purposes only and without taking

your objectives, financial situaticn or needs into account.
You should consider these matters and read the product
disclosure statement (PDS) for each of the funds described
in this ariicle in its entirely before you make an investment
decision. The PDS contains important information about
risks, costs and fees associated with an investment in

the relevant fund. For a copy of the PDS and more detalls
about a fund and its performance, visit our website af
WWW.8pNgroup.com.ad.
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APN Property Group

A specialist real estate investment manager
We actively invest in, develop and manage real estate
and real estate securities on behalf of institutional
and retail investors. APN's approach to real estate
investment is based on a 'property for income'
philosophy.

Established in 1996, APN's listed on the ASX and
manages $2.8 billion (as at 31 December 2G18) of
real estate and real estate securities. APN trades on
the ASX under the code 'APD!

Contactus

APN Property Group Limited
Level 30, 101 Gollins Street,
Melbourne, Victoria 3000

nvestor Services Hotline 1800 996 456
Adviser Services Hotline 1300 027 636

Email apnpg@apngroup.com.au
Website apngroup.com.au
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Italy's rattled bond market finds measure
of calm

Italy's government bond yields fell from multi-year highs, as a renewed attempt to
form a government in Rome and a smooth bond auction brought a degree of calm to
a market battered by a political crisis.

The two anti-establishment parties, the 5-Star Movement and the League,
abandoned plans to jointly take power at the weekend after the president blocked
their proposed cabinet lineup. They are now trying to find a compromise, a source
said on Wednesday.

Late on Wednesday, 5-Star called for eurosceptic economist Pacla Savona to
withdraw his candidacy as economy minister, the stumbling block in the previous
effort to form a government, to help in the latest attempt.

Italy's short-dated borrowing costs fell back below 2 per cent, after surging more
than 150 basis points at one point on Tuesday on fears that fresh Italian elections
could strengthen the hand of anti-establishment parties.

A sale of five and 10-year government bonds also eased concerns about Italy's ability
to finance itself.

Italy sold €5.57 billion ($US6.5 billion) in bonds, narrowly missing the top of its
targeted issuance range of €3.75 billion to €6.0 billion.

"We are not yet at the point where investors refuse to lend money to Italy,” said
Roberto Coronado, senior portfolio manager investment grade credit at PineBridge
Investments. "If they had tried to borrow yesterday, it might have been harder.
Today things were more stable and people were happy to lend.”

hitne Hfaranw afr eom/markets/debt-marketefitalva-rattled-hond-market-finds-measure-... 31/05/2018
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Italy's two-year government bond tumbled 45 bps at 1.98 per cent, below a five-year
high touched in early European trade. A week ago it traded at just 0.20 per cent.

Italian 10-year bond yields fell 7 bps to 3.03 per cent, off four-year highs of 3.38 per
cent.

The Italy/Germany 10-year bond yield spread tightened to 269 bps having blown out
to more than 300 bps briefly on Tuesday .

A political crisis has increased speculation around Italy's continued membership of
the single currency and pushed its borrowing costs up sharply.

Some analysts said that they were sceptical of the possibility of Italy leaving the
euro, a fear that contributed to the Italian two-year yield recording its biggest one-
day rise since 1992 on Tuesday.

"It's questionable how credible Italy's threat of leaving the EU actually is, if push
comes to shove,” said Barclays investment strategist Hac Ran Wee, citing blocks in
the country's constitution as the main hurdle.

"No investor would lend to the Italian government if they deem it as being unable to
pay back its debt,” he said.

The European Central Bank is keeping a watchful eye on the market rout and
political crisis engulfing Italy, but it sees no reason to intervene at this time, sources
close to the matter told Reuters on Wednesday.

As Italy's bond market recovered, yields on safer, high-grade euro zone bonds, rose 4
to 6 bps.

Germany's 10-year bond yields rose 6 bps to 0.34 per cent, above a more than one-
year low of 0.19 per cent on Tuesday.

They also faced some upward pressure from inflation numbers.

German consumer prices rose by a higher-than-expected 2.2 per cent year-on-year
in May after an increase of 1.4 per cent the month before, overshooting the ECB's
inflation target of just below 2 per cent.

https://www.afr.com/markets/debt-markets/italys-rattled-bond-market-finds-measure-... 31/05/2018
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Will the ECB really do 'whatever it takes'
to prevent Quitaly?

by Jamie McGeever

Euro zone markets are gyrating like it's 2012, with political crisis in Italy blowing out
peripheral vield spreads and triggering the strongest demand for safe-haven
German bonds since the depths of the euro crisis six years ago.

But at the risk of uttering the dreaded words, this time it's differen, it's almost
impossible to believe that the ECB will stand by and allow domestic political crisis in
Italy to descend into an existential crisis for the euro zone.

"Whatever it takes", to quote ECB chief Mario Draghi's famous commitment from
2012, will avert "Quitaly”, if push comes to the shove.

Still, the rise in Italian yields and spreads under way now is astonishing. The 10-year
itaiian/Cerman yield spread rose above 300 basis points on Tuesday, meaning it has
more than doubled in just two weeks.

Italy's two-year yield rose above 2 per cent on Tuesday, significantly higher than the
two-year Greek yield, and well on track for its biggest one-day rise since 1992.

This is causing serious pain for Italian banks, which are among the biggest holders
of these bonds. Their balance sheets and ability to raise financing on money and
bond markets are getting hammered, which will be ringing alarm bells at the ECB.

The wave of selling on Tuesday also strongly suggests financial markets are now
pricing a euro break-up premium into Italian bonds and bank stocks, and even the
euro. This is anathema to the European Central Bank and will prompt it to act.

httme: faranw afr com/mminian/calimniste/will-the-ech-reallv-da-whatever-it-takes-ta-n...  30/05/2018
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New measures

The risk of a euro break-up forced the ECB's hand six years ago. The difference today
is not that investors doubt the ECB stands ready to help Italy, but that Italy wants
that help at all. Italy itself may choose "Quitaly”, which is a different proposition for
the ECB and euro pelicymakers entirely.

If the ECB is forced to act it could expand and tweak its current bond-buying
programme, provide emergency funding for Italian banks, or dust off and deploy the
Outright Monetary Transactions programme if Italy is forced to take financial
support from the euro zone bailout fund.

It could employ a mix of all of the above or come up with entirely new measures.

The 2011-12 debt crisis showed that the ECB is flexible, creative and willing to bend
or suspend its rules. The list of acronyms for its unconventional policy measures and
programmes is lengthy, including: OMT, LTRO, SMP, APP, CSPP and CBPP.

This was a hill on which two high-profile German policymakers at the ECB were
willing to sacrifice themselves. Successive Bundesbank chiefs Axel Weber and
Jurgen Stark argued in protest at the direction the ECB was headed but ultimately
lost those arguments and quit instead.

The euro zone's last existential crisis prompted Draghi to deliver his now famous
remarks in London on July 26, 2012, that the ECB would do "whatever it takes to
preserve the euro. And believe me, it will be enough.”

Back then Italy's 10-year bonds yielded 540 basis points more than German bonds,
Spain's more than 600, Portugal's almost 1000 and Greece's almost 3000.
Speculation was rife that any one of these countries was about to crash out of the
euro, bringing the whole currency union down with it.

Then Draghi stepped in. And whatever else has happened since — in terms of euro
zone politics, banks, financial markets, the economy, and monetary and fiscal policy
—it's unarguable that the euro was saved.

The ECB went all in with unconventional policy which included negative interest
rates, a sovereign bond-buying programme running into the trillions, and cheap

https://www.aff.com/opinion/columnists/will-the-ecb-reallv-do-whatever-it-takes-to-p... 30/05/2018
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loans worth hundreds of billions to the 19-nation bloc's banks. Italian banks were
among the main beneficiaries.

Fresh elections

Six years on, the ECB is looking at exiting these crisis-era policies as smoothly as
possible with minimum market disruption. It's a process that isn't scheduled to start
until later this year at the earliest, and would take years to complete anyway.

But the current standoff in Italy will almost certainly put that on hold, maybe for a
very long time. It could also push the ECB to take more, yet to be determined
emergency measures.

Italy is set for fresh elections after the President appointed a former IMF official as
interim Prime Minister once anti-establishment forces had abandoned their efforts
to form a coalition government at the weekend.

These elections are likely to be fought over Italy's role and very place in Europe and
the euro zone. Investors are dumping Italian assets and the euro on fears that the
third largest euro zone economy and third largest bond market in the world could
crash out of the euro.

Visibility on what happens next, in terms of the makeup of Italy's next government,
elections and what credit ratings agencies, the ECB and euro zone leaders do, is low.
Investors are choosing to dump Italian assets now and ask questions later.

Ultimately, however, it will boil down to whether they believe Italy is bankrupt, will
default, leave the euro, or that the ECB will allow the euro project to fall apart. Of
course, anything can happen. But the answer to those questions, right now at least,
has to be "no".

Reuiers
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Why investors are so worried about
Italy's latest political crisis

by Karen Maley
It's the nightmare scenario that has worried financial markets for close to a decade

—the prospect ¢f a debt crisis in {aly, the eurozone's third largest economy.

Soit's scarcely surprising that financial markets are panicking as Italy sinks deeper
into a political and institutional crisis.

Investors were initially cheered when Italian President Sergio Mattarella vetoed the
appointment of a eurosceptic minister for finance, Paolo Savona, who had been
proposed by the anti-establishment Five Star Movement, and the far-right League.

It appeared as though that by blocking Savona’s appointment, the Italian president
had averted the risk of an "Italexit” — the risk of an Italian exit from the eurozone.

But the calm was short lived. Investors now worry that the administration of Carlo
Cottarelli, the former IMF official who has been named caretaker prime minister,
will be short lived, and that Italian voters could be again headed for the polls,
possibly as soon as late July.

Even worse, they fear Cottarelli, who epitomises budgetary orthodoxy, could stir up
even more euroscepticism among Italian voters, many of whom already blame
Berlin, Paris and Brussels for their fate.

The fear is that the next election will further entrench the League and the Five Star
Movement, who consistently denounce what they describe as a conspiracy by the
elites to stop them taking power.

hitme s Manamar afe cnmm laninian fealimmedote Aerhwv_invactaroare.onaurneriadoohon o itelvella ANMNK/INT L
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The market's worst nightmare is that the next election will essentially be a
referendum on whether Italy should remain in the euro.

Anxious investors have responded by dumping Italian bonds, which has sent the
yield on two-year Italian bonds — which a fortnight ago carried a negative yield
— soaring to close to 2.7 per cent.

At the same time, the yield on Italian 10-year bonds has climbed to 3.44 per cent, the
highest level in more than four years.(Yields rise as bond prices fall).

Investors have also been selling bonds of other debt-heavy southern eurozone
countries, such as Spain and Portugal.

\
The gée in bond prices has sparked a sell-off in European bank stocks, because
investors are worried that the banks will suffer hefty losses on their large bond
portfolios if bond prices continued to tumble.

The share price of Italy's largest financial institution, UniCredit, fell 5.6 per cent,
Spain's Santander was down 5.4 per cent, France's BNP Paribas fell 4.5 per cent
lower, and Germany's Commerzbank lost 4 per cent in trading on Tuesday night.

The head of the Bank of Italy, Ignazio Visco, tried to allay investor anxiety on
Tuesday by saying there was "no justification" for the market sell off.

But he also warned "we must never forget that we are only ever a few short steps
away from the very serious risk of losing the irreplaceable asset of trust”.

Despite Visco's reassurances, the selling spread well beyond Europe, as memories of
the eurozone debt crisis again roiled financial markets.

The US financial sector lost 4 per cent in trading on Tuesday (even though US banks
have little or no exposure to Italian bonds) because of fears that an Italian debt crisis
will inevitably dry up liquidity in global markets.

The huge issue for investors is whether the eurozone is heading for a replay of the
debt crisis that plagued the region between 2010 and 2012. Back then, yields on
Greek, Portuguese and Italian bonds soared on "Grexit" fears.

httos:/fwarw_afr.com/oninion/colummniste/whv-investars-sre-eo-worried-ahout=italve-la_ 30/05/72018
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The turmoil in financial markets was soothed after Mario Draghi, the head of the
European Central Bank, pledged to do "whatever it takes to preserve the euro" back
in July 2012. The ECB then launched two two bond buying programs to reduce bond
yields.

The first, known as Outright Monetary Transactions, was never activated. But the
ECB has also spent a massive €2.6 trillion ($4 trillion) under its bond buying
program known as quantitative easing (QE) in order to increase liquidity and drive
down bond yields across the curozone.

But the ECB is now winding back its bond purchases, and is expected to end new QE
buying by the end of the year. And this has focused investors attention on the
inadequate bulwarks European politicians have erected to guard against a fresh
debt crisis.

In particular, they fear that the European Stability Mechanism — which has a lending
capacity of €700 billion and which is designed to help countries that are struggling
to raise funding in financial markets - is far too small to deal with Rome's potential
problems.

Italy's debt — 36 per cent of which is held by foreigners — stands at a massive €2.3
trillion, or close to 135 per cent of Italy's GDP. This is the second-highest debt-to-GDP
ratio in the eurozone after Greece.

https://www.afr.com/opinion/columnists/why-investors-are-so-worried-about-italvs-la... 30/05/2018
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Move over China and North Korea, you too Iran and Israel, a new old crisis has come back to
town...and it could be bigger.

While the financial market world still haven't seen the end game of US President Donald Trump's
protectionist trade policies and diplomatic ones (an oxymoron?), along comes Europe adding to the
uncertainty that'll beat the optimism out of every true blue investor.

Suddenly the jokes that sprout following Brexit and Grexit is becoming real. This time, it could be

"Quitaly". There’s also an emerging problem in Spain but, at this point, it's still early to call for a
"Madriddance”.

The reason, as Factset put it succinctly; "ltalian president Matterella rejected popuilist finance minister
choice and called on former IMF official Cottarelli to lead a technocrat government. However, unlikely to
win vote of confidence, setting stage for snap election seen as referendum on the euro. In Spain, prime
minister Rajoy to face no-confidence vote on Friday (though likely to survive)."

Recall the financial market mayhem the Greek crisis caused way back when, Italy's would be greater
should the anti-establishment Five Star Movement party win the snap elections many expects Italian

President Sergio Mattarella to announce today to be held as early as July. The Five Star Movement
campaigned on a proposed referendum on Italy's membership in the Eurozone (they were against it).

Fhird
Eurostat stats show that Greece accounts for only 1.2% of total EU GDP (as at 2016). ltaly - the M
biggest economy in Europe - accounts for 11.3% and Spain (the fourth biggest), for 7.5%.

The extent of financial market fears over Italy is best captured in the following two charts:
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European Central Bank (ECB) president Mario Draghi succeeded in calming nerves over Grexit with his
"whatever it takes" policy.

Draghi might have to throw in more than the kitchen sink if current speculations about "Quitaly” become
real.

Ben Ong is the Director of Economics and Investments at Rainmaker Group. He previously worked as a
fund manager, economist, asset alfocation strategist, portfolio analyst and stock market analyst. Check
out his economics analysis here.
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Ethiopia is already the ‘China of Africa’ as
growth rate approaches 8.5 per cent

by Tyler Cowen
Will Ethiopia become "the China of Africa"? The question often comes up in an

economic context: Ethiopia's growth rate is expected to be 8.5 per cent this year,
topping China's projected 6.5 percent. Over the past decade, Ethiopia has averaged
about 10 per cent growth.

Behind those flashy numbers, however, is an undervalued common feature: Both
countries feel secure about their pasts and have a definite vision for their futures.
Both countries believe that they are destined to be great.

Consider China first. The nation-state, as we know it today, has existed for several
thousand years with some form of basic continuity. Most Chinese identify with the
historical kingdoms and dynasties they study in school, and the tomb

of Confucius in Qufu is a leading tourist attraction. Visitors go there to pay’homage
to a founder of the China they know.

This early history meant China was well-positioned to quickly build a modern and
effective nation-state, once the introduction of post-Mao reforms boosted gross
domestic product. That led to rapid gains in infrastructure and education, and paved
the way for China to become one of the world's two biggest economies. Along the
way, the Chinese held to a strong vision that it deserved to be a great nation once
again.

My visit to Ethiopia keeps reminding me of this basic picture. Ethiopia also had a
relatively mature nation-state quite early, with the Aksumite Kingdom dating from
the first century AD. Subsequent regimes, through medieval times and beyond,
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exercised a fair amount of power. Most important, today's Ethiopians see their
country as a direct extension of these earlier political units. Some influential
Ethiopians will ciaim to trace their lineage all the way to King Solomon of biblical
times.

In other words, the process of organised, national-level governance has been under
way for a long time. It was this relative strength of Ethiopian governance that
allowed the territory to fend off colonialism, a rare achievement. It is also why, when
you travel around the country, a lot of the basic cuisine doesn't change much: Dishes
are seen as national and not regional.

It is thus no surprise that once Ethiopia abandoned its 1970s communist ideology
and put some basic reforms into place, its government was able to rise to the
occasion. The infrastructure is remarkably good by regional standards, and

the Ethiopian government is known for conducting a relatively successful industrial
policy. The state-owned Ethiopian Airlines is run as a responsible business, it is
becoming a major air power, and standards of service are high.

Chinese are helping build the place up

The Ethiopians I have interacted with express a remarkable degree of enthusiasm
for their country and culture. Maybe that isn't unusual in a rapidly growing nation,
but I've been struck by how historically rooted these sentiments have been.
Ethiopians are acutely aware of their past successes, including their role in biblical
history. Like many Iranians, they think of themselves as a civilisation and not just a
country. They very self-consciously separate themselves from the broader strands of
African history and culture. And, as in China, they hold an ideological belief that
their country is destined to be great again.

China and Ethiopia intersect in yet another way, with the Chinese helping to build
the place up. There are new and modern apartment buildings scattered around
Addis Ababa, built by the Chinese, a light rail system in Addis that would look nice
in any country, impressive dams for hydroelectric power, and a high-speed rail
connection to Djibouti and the coast.

The pride of Ethiopians in their history and freedom from colonialism may help
explain why the nation has accepted so much Chinese infrastructure involvement

Thttenas FAanrmamar afe moav fmowra fsraml Ao fet ao fathiasio_io_nlvandsr tho ~ahlhisne A ofstan oo oee ANMNE N0



Ethiopia is already the ‘China of Aftica’ as growth rate approaches 8.5 per cent | afr.c... Page 3 of 5

with little evidence of the angst that has plagued some other parts of Africa. The
intuitive background assumption in Ethiopia is that foreigners may try to interfere,
but the government won't lose control. There are prominent statues in

Addis Ababa celebrating how the Ethiopians drove out both the Italians and the
British.

Just to be clear, Ethiopia is hardly a finished nation-state. There are festering
disputes with Eritrea to the north, a place many Ethiopians strongly feel belongs to
them, The southern and more tribal parts of the country are not always well
integrated into the major commercial centres ruled by the highlanders, and there
are clashes with the Oromia and Somali regions to the east. For those reasons, the
national optimisms found in the better developed parts of the country are not found
everywhere.

That said, if you are looking for a special place in Africa, Ethiopia may be your best
bet. But to understand its recent success, you have to go beyond policy - itis also a
matter of their history, their confidence and, above all, their ideas.

2lcomberg
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