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+ Equity market levels and valuations are little changed
over the last month, with the exception of China. The
Chinese stock market is down over 4% reflecting mar-
ket concerns about the rising trade tensions between ¢
the USA and China. This was in response to the latest
tariff announcements by the Trump administration.

+ The sell off in China seems like an overreaction, given
that exports make up a relatively small proportion of
Chinese GDP. The level of fixed investment, mainly
infrastructure and construction, is far more important.

+ Fixed investment in China has been constrained by
lending conditions over the last two years as Chinese
authorities sought to limit the growth of debt to GDP,
which has now effectively plateaued.

+ The tighter stance has now been eased, following
statements by President Xi at the Politburo level fol-
lowed up by action at the provincial government level ¢
across the country. This is no doubt a precautionary
move in case the effects of a trade war with the USA
get worse.

+ The IMF has recently sounded warnings of the pos-

sible impact of trade disruptions on world economic

growth but it has not as yet reflected this in its fore-

casts.

Meanwhile, US corporate earnings are expected to

grow strongly this year and next. This continued earn-

ings per share growth together with historically low
interest rates and bond yields are still underpinning
share price growth across a number of major equity
markets. As we have said previously, for the time be-
ing, the Trumpian trade threat to world economic well
being is offset by two major factors:

> Major budget deficits in most places are providing
ongoing support for global economic growth.

o All of the major central banks, including the US
Fed, are running monetary policy that is very sup-
portive of the economy and equity prices.

While the Trump administration has a disruptive

approach to implementing policies that are themselves

designed to disrupt the status quo, Trump may yet dis-
rupt his own administration and cause an unplanned

US recession before the 2020 presidential election.



N TITEE
T

LT L

+  Outcomes expected over next two years to five years
include:

o Short term interest rates in the US rising to 2.5%
p.a. over the next year and above 4.0% p.a.
within five years, unless a US recession occurs, in
which case bond yields would be lower along with
reduced inflation prospects and reduced earnings
per share for many companies .

o Short-term interest rates in Australia stay at 1.5%
p.a. for the next year or so before rising to 3.5%
p.a. (the RBA neutral rate) by 2022.

o The AUD weakens towards USD 0.65, assisting
international equity returns for Australian inves-
tors.

o Expansion in PE multiples is limited as bond
yields rise, so equity prices driven mainly by EPS
growth, which continues for the next year or two.

*+ Risks to this mainstream scenario include:

o The US ten-year Treasury bond yield rises more
quickly, and equity market valuations quickly
become much more expensive leading to a major
shift from equities to bonds. A fall of 15% or more
in equity markets could easily occur within the
next two years.

The US goes into a trade war induced recession

and bond yields stall or fall, but so do earnings. Ei-
ther way it gets tougher for returns on US equities.
A protracted or worsening trade dispute could also
slow China markedly and have more direct effects
on Australian exports. China’s central bank is wor-
ried about this and is loosening monetary policy to
support its banks and their corporate customers.

Based on the mainstream scenario of continued
growth in earnings and low but rising short term inter-
est rates and bond yields, a neutral weight to Austra-
lian and International equities is warranted.

Allowing for the risks to the mainstream scenario:

]

Holdings in the equity asset classes should be
well diversified, with a significant weighting to
more defensive funds or stocks. This will include
equity funds that may from time to time hold
enlarged cash balances for defensive or opportu-
nistic purposes.

Be prepared to reduce equities if the US ten-year
bond yield moves significantly above 3.5% p.a. or
if trade dispute concerns continue to worsen.

Table 1: Recommended asset allocation positioning for portfolios

RECOMMENDED ASSET MAJOR MINOR NEUTRALOR MINOR MAIJOR
ALLOCATION RELATIVETO ZERO UNDER UNDER BENCHMARK OVER OVER
BENCHMARK OR NEUTRAL: WEIGHT WEIGHT  WEIGHT  WEIGHT WEIGHT
ASSET CLASS
Cash X
Fixed interest X
Property X
Australian equities X
International equities X

Alternative equities
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Where are we now?

Table 2: Financial market movements -

financial year to date

Market indicator Level at Level at Levelat Change FY 2017/2018 to Change since 31/12/17
30/06/2017 31/12/2017 18/07/2018 31/12/17
In local In AUD In local In AUD
currency currency

Equity Markets
S&P ASX 200 5721 6065 6203 6.0% 6.0% 2.3% 2.3%
USA: S&P 500 2423 2673 2809 10.3% 8.7% 5.1% 11.1%
UK: FTSE 100 7312 7687 7865 5.1% 8.2% 2.3% 4.1%
Germany: DAX 12325 12917 12661 4.8% 8.4% -2.0% -3.3%
France: CAC 5120 5312 5422 3.8% 7.4% 2.1% 4.7%
Japan: Nikkei 225 20033 22764 22697 13.6% 11.7% -0.3% -0.3%
China: Hang Seng 25764 29919 28181 16.1% 14.4% -5.8% -5.8%
Currencies
USD/AUD 0.7689 0.7805 0.7381 -1.5% 5.7%
GBP/AUD 0.5901 0.5731 0.5633 3.0% 1.7%
YEN/AUD 86.42 87.92 83.43 -1.7% 5.4%
EUR/AUD 0.6727 0.6501 0.6336 3.5% 2.6%
Interest rates (% p.a.)
Aus: 90 day bank bill 1.76 1.78 2.02 2.0% 24.0%
Aus: 10 year govt bond 2.59 2.67 2.63 8.0% -4.0%
US: Fed funds rate 1.16 1.42 191 26.0% 49.0%
US: 10 year govt bond 2.30 241 2.86 11.0% 45.0%
Commodities
Copper US S per tonne 5927 7247 6152 22.3% 20.5% -15.1% -10.2%
Gold USD/ounce 1241 1302 1227 4.9% 3.4% -5.8% -0.3%
Qil USD/barrel (WTI) 46 60 68 30.8% 28.8% 12.1% 18.5%

+  Equity market levels and valuations are little changed
over the last month with the exception of China. The
Chinese stock market is down by over 4% reflect-
ing market concerns about the rising trade tensions
between the USA and China. This was in response to
the latest tariff announcements by the Trump adminis-
tration. .

+  Since the beginning of 2018 US equities are up by
11.11% in AUD terms, with about half of the gain com-  «
ing from the strengthening USD. The ASX 200 is up
by 2.3% over the same period, so the diversification
into international equities has helped overall portfolio
returns.

Investment Market Conditions UPDATE

Interest rates and the shape of the yield curve are
largely unchanged over the last month, but the US
ten-year Treasury bond yield is up by 0.45% p.a.

over the course of this year. While this key yield has
stabilised lately, it may yet resume its upward trend to
a level that eventually threatens equity prices.

Over the latest month, the Australian dollar was down
slightly against the USD but stronger against the Yen.
QOil was up modestly over the month, reflecting the risk
of supply shortfalls due to reimposed sanctions on
Iran. Copper, a key indicator of economic growth, was
down sharply by 10% over the month, on concerns
about the impact of trade disputes spilling over into
slower economic growth.
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Current assessment of equity asset markets

The assessment of equity markets is central to deciding how much of the portfolio to allocate to growth assets. Our

current assessment of equity markets, which is summarised in Table 3, takes into account:

+ The Valuation of equities comparing current prices to long term Fair Prices;

+  The Momentum of equity market price movements; and

+ Qualitative indicators that take into account the impact of fiscal and monetary policy as well as economic and politi-
cal factors.

Table 3: Summary of equity markets assessments
Equity Markets Assessment - 18 July 2018

Asset class Australian equities International equities
Valuation indicator (scenario weighted, lower is better) 103% 99%
Momentum indicator POSITIVE BUT WEAKENING POSITIVE BUT WEAKENING
Qualititative indicator POSITIVE POSITIVE BUT WEAKENING

Based on our analysis, valuation indicators have become slightly more expensive over the course of the latest month
(by around 3% for Australian equities and 1% for international equities) as a result of market price movements. All major
markets are still in the Fair Price range.

Momentum remains positive but is weakening in some major equity markets although not in Australia or in the USA.

The Qualitative factors remain positive and these are summarised in Table 6. In particular, monetary and fiscal policy

in most major countries, are still both very supportive of earnings growth for equities and of equity prices in general,

but political and economic risks are growing. Much of the increase in such risks is emanating from the US as Trump
tramples on long established arrangements, as he clearly indicated he would do so before being elected in 2016. Both
the Trump administration and its disruptive influence are likely to continue for another six years. The main threats to a
Trump re-election in 2020 come from either:

(a) a renewed Democratic majority in the House after the 2018 mid term elections in November that provides a platform
for impeachment proceedings and/or,

(b) an earlier than expected US recession that causes disaffection amongst the very strong Republican base that Trump
has built.

Neither an early recession nor a successful impeachment seems more likely at this stage.
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More on valuation of equity markets

Valuation is the most important part of our assessment (although it can be misleading in the short term out to three
years). Essentially, we compare the current pricing of equities in world share markets with an estimate of the Fair Price
of each market. The lower the ratio of Current Market Price to the assessed Long Term Fair Price, the more attractive
investment in a particular share market appears. The Fair Price of an individual stock or of a whole equity market is the
price at which the stock or the share market should trade in order to achieve the long term Fair Value Return. The Fair
Value Return is the required return that fairly compensates for risk. It equates to the current long-term government bond
yield in the investor’s home country plus a margin or Equity Risk Premium. We have assumed a required equity risk pre-
mium of 5% p.a. for developed equity markets and 8% p.a. for emerging markets. This implies a required rate of return
on developed market equities significantly in excess of 8% p.a. over the next ten years, to justify an overweight position
in equities.

A key assumption in the assessment of the long-term Fair Price is the long-term rate of growth in earnings per share. In
turn, this depends on assumptions about the long-term rates of inflation and real economic growth as well as the rate of
issuance of new equity or buy backs of equity.

We monitor and adjust where necessary our long-term assumptions about inflation and real economic growth in the ma-

jor developed countries as well as in the major developing economies. Table 4 below sets out our current assessment of
this critical factor for the Australian equity market and its major sectors as well as the major international equity markets.

Table 4: Earnings per share growth rates for equity markets

Real GDP growth Inflation EPS growth

% p.a. % p.a. % p.a.
USA S&P 500 2.50% 2.00% 3.50%
China Hang Seng 5.00% 2.50% 3.50%
Japan Nikkei 225 2.00% 1.50% 3.50%
Britain FTSE ALL SHARE 2.00% 2.50% 2.50%
Germany DAX 2.00% 2.00% 2.00%
France CAC 2.00% 2.00% 2.00%
Australia ASX S&P 200 2.75% 2.00% 2.75%
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More on valuation of equity markets con.

These assessments of long-term earnings per share
growth are unchanged since last month. It is worth noting
that the assumed EPS growth for the USA is lower than
that implied in current US equity prices as measured by
the S&P 500 index.

Together with the bond yield, they are used to derive the
long run Fair Price estimates in the analysis set out below
in Table 5. We do so for a number of scenarios of what
may happen over the next ten years, which imply different
financial market regimes and different relative returns for
the various asset classes. While there are many possi-
bilities, the three main ones in our assessment are as
follows. These scenarios are essentially unchanged since
our last update and we have not changed our assessment
of the likelihood of each of them:

In this scenario, we are assuming th

at the ten-year

Australian bond yield will rise from the current 2.6%
p.a. to around 3.4% p.a. This provides a buffer of

safety in our valuation analysis.

+ Faster earnings growth where inflation and interest
rates rise to around 4% p.a. This higher rate of infla-
tion is generally bad for fixed interest and to some ex-
tent is also bad for equity prices. This higher inflation
prospect is reflected in the higher assumed long-term
bond yield. This effect is offset to some extent by the
faster rate of earnings per share growth. We continue
to rate this scenario as 20% likelihood of occurring.

+ Recession and possible deflation where inflation and
real interest rates fall significantly and may even turn
negative and there is a risk of the economy being
trapped in a zero or negative growth pattern. We

« Modest earnings growth where inflation and interest
rates do not rise by much. This is good for equity
prices. We rate this as the most likely scenario for the

next 3 to 5 years with a likelihood of 50% of occurring.

rate this scenario with a 30% likelihood of occurring,
although a recession is more likely to occur after 2019
than before.

Table 5: Fair Price assessments for the Australian and International

equity markets -

Economic Scenario:

18 July 2018

One: Continued

Two: Faster growth

Three: Relapse into

SCENARIO WEIGHTED

Probability of scenario

moderate growth
50%

20%

recession
30%

PRICE TO FAIR VALUE

Ratio of current market Ratio of current market Ratio of current market Ratio of current market

value to long term fair

value to long term fair

value to long term fair

value to long term fair

value value value value
USA 105% 100% 100% 102%
China 89% 85% 92% 89%
Japan 102% 98% 101% 101%
Britain 84% 81% 83% 83%
Germany 91% 87% 91% 90%
France 110% 105% 110% 109%
Australia 104% 100% 102% 103%
Global 101% 97% 98% 99%

Red is expensive (above 120%)

Purple is more or less fair value (80% to 120%)

Green is cheap (below 80%)

All major equity markets are in the Fair Price range. The European equity markets are slightly cheaper than the interna-
tional markets in general. The US equity market is also close to fairly priced but is slightly expensive compared to the

average of world markets. The Australian equity market is now more or less in line with world equity valuations. Overall,
the valuation factors are supportive without being overly compelling.
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Qualitative factors used in the overall assessment

Overall, our current assessment is that the positive qualitative factors (supportive monetary and fiscal policy) outweigh
the negative factors (mainly the risk of mistakes by policy makers). Our summary of the qualitative factors and their
effects on equity market returns for each major region is set out in Table 6.

Table 6: Qualitative factors affecting equity markets over the next 3 years

Region

Monetary Policy

Fiscal Policy

Economy
(GDP growth)

Politics and
Public Policy

Overall

USA

Positive but weakening
gradually over the next
five years as the Fed
gradually reduces its
holdings of bonds and
raises short-termrates.
The normalisation of US
monetary policy may
take 8 to 10 years but
may occur surprisingly
faster.

Positive and increasing
with fiscal deficit
heading towards 6% of
GDP, which is high by
historical standards.
This will push US ten
year Treasury bond
yields up towards 4.0%
p.a., a critical level
affecting equity market
pricing adversely.

Has been positive and
increasing and has been
reflected in earnings per

share growth of
companies. This may
now stall if trade
tensions with China, the
EU and Canada and
Mexico continue to
increase.

Positive but volatile.
The Trump
administration has a
disruptive approach
to implementing
policies that are
themselves designed
to disrupt the status
quo.

Positive but
weakening

China

Positive. The PBOC, the
central bank, has
started to loosen policy
againinresponseto
concerns about the
looming trade war with
the USA.

Positive as thereis a
need for continued
spending on health care
and education as well
as infrastructure. Fiscal
deficitis 3.5% of GDP.

Positive with a strong
prospect of a declinein
the rate of growth from

6.9%p.a. towards 5%
p.a. over the next three

years.

Positive, but the main
risk is if the policy
makers make a
mistake. The
responses to US tariff
moves will be critical.

Positive but
now more
fragile

Japan

Positive with the BOJ
confirming (yet again)
thatit will keep near
zero bond yields in
place.

Positive with fiscal
deficit of 4.9% of GDP
adding to demand.

Positive but stalling
slightly with real GDP
growth easing back to
1.4%p.a.from2.1% p.a.

Has been positive but
this may reverse with
possible resignation
of the PM due to
scandal.

Positive

Europe

Positive but weakening
in 2019 as the ECB
eventually reduces its
rate of stimulus

Slightly positive with
Euro area fiscal deficit
atjust 0.9% of GDP.

Positive but modest
growth.

Positive but with
some growing
political constraints
on policy.

Positive

Great
Britain

Positive, with Bank of
England backing away
from interest rate
increases due to Brexit
risk

Positive and increasing Weakening due to Brexit

Negative and divided

Positive but
weakening
as Brexit
approaches

Australia

Positive with the RBA
rate likely to be
unchanged till mid
2019

Positive. Recent budget
forecasts look over
optimistic implying

higher deficit for longer.

Positive due to
infrastructure spending
by the states.

Negative to neutral,
with policy having to
pass the Senate.

Positive
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What to do next with Investment Portfolio Strategy:

«  Keep a neutral or benchmark weight to Australian
equities and International equities but be prepared to
take profits on International equities at some stage
in the next three to six months (previously twelve
months) and increase holdings in alternative equi-
ties that are uncorrelated and offer some downside
protection.

«  Stay short in interest rate duration in fixed interest to
avoid capital losses as bond yields increase.

« Avoid traded securities with credit risk, as credit
spreads are too tight to offer adequate return for risk.

« Hold a major underweight to AREITs (Listed Prop-
erty Trusts) and be selective about unlisted property
assets — minimum yield of 6% p.a., maximum debt of
45% of gross assets, good tenants, and great manag-
ers with a proven track record.

* Inthe longer run, beyond the next year or so, the
prospects are for greater increases in short-term
interest rates in the USA relative to interest rates in
Australia. This means that eventually the AUD is more
likely to fall than rise against the USD, so international
investment on a three to five-year horizon should be
unhedged.

+ A more overweight allocation to well managed alter-
native equities that offer premium returns above cash
rates and lower volatility investment in growth assets
should be established. Consider an even higher allo-
cation, if moving money out of international equities to
take profits.

Table 7: Recommended asset allocation positioning for portfolios man-

aged with a three-year horizon

RECOMMENDED ASSET MAJOR MINOR NEUTRALOR MINOR MAIOR
ALLOCATION RELATIVETO ZERO UNDER UNDER BENCHMARK OVER OVER
BENCHMARK OR NEUTRAL: WEIGHT WEIGHT  WEIGHT  WEIGHT WEIGHT
ASSET CLASS
Cash X
Fixed interest X
Property X
Australian equities X
International equities X

Alternative equities

This document and its contents are general in nature and do not constitute or convey personal advice. It has been prepared without consideration of anyone’s financial situation,
needs or financial objectives. Formal advice should be sought before acting on the areas discussed. This document is a private communication and is not intended for public circula-
tion other than to authorised representatives of the Madison Financial Group and their clients. The authors and distributors of this document accept no liability for any loss or damage
suffered by any person as a result of that person, or any other person, placing any reliance on the contents of this document.
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