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Economic View

The Australian economy is continuing to rebalance, with improvements in labour market conditions reflective of
moderate economic growth, despite the contraction in mining investment. The labour market remains robust, with
a fall in the unemployment rate to 5.8% in March (from 6.0% in January). However, this relatively healthy jobs
market is yet to translate into wage growth with inflation remaining below the Reserve Bank’s target range.
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The Australian dollar remains a key focus of the RBA as its recent strength acts as a constraint on exports —
Australia’s trade deficit widened slightly to $3.41 billion in February, a $0.25 billion increase on January’s deficit.

China is still Australia’s largest export customer by a sizeable margin so, as has been the case for the past two
years, China represents a key risk to the Australian economy. While the economy can most likely cope with a
gradual structural slowdown in Chinese growth a disorderly downturn, possibly in response to a renewed downturn
in house prices or an inability to curtail capital outflows, would have severe repercussions for Australian growth.
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Exports by destination
% of total exports, 12-month rolling sum
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Nevertheless, Australia has ample room to ease interest rates and, given the relatively low level
of government debt and a typically responsive currency, it has the policy levers to support the
economy.

For the past two years the strong USD theme was pervasive, however it has had some unwanted side-effects. It
has steadily undermined US economic growth and earnings, it has added to commodity prices weakness and, via
the “soft—peg”, it lifted the Chinese currency to new highs. In the meantime, the downturn in China and excess
supply in many commodity markets continues to be reflected in declining global capital expenditure and corporate
earnings. The International Monetary Fund (IMF) has yet again trimmed its forecast of global growth for 2016 to
3.2% which is broadly unchanged from 2015.

In China, a series of slowing manufacturing PMI numbers — which show activity in the manufacturing part of the
economy, although we would argue this number is becoming less important as the services sector takes over as
the larger influence on economic activity — and weaker than forecast inflation has raised concern that the Chinese
economy is heading for a “hard-landing” rather than the more orchestrated easing in economic growth. The
Chinese yuan devaluation in August and the somewhat confusing adjustment to the Chinese currency policy since
then has highlighted the downside risks to Chinese growth and raised concerns over a further possible devaluation.
The authorities are in a difficult situation as an open capital account does not allow the authorities to have control
over both currency and monetary policy. The economy requires easier policy but lower interest rates would further
undermine the currency, hence the move to restrain capital flows by tightening capital controls.

The US economy has not been immune to China’s slowdown, with the downturn in manufacturing and energy
investment threatening to spread across the whole economy. There are now forecasts of a US recession and this
has triggered a decisive switch in Federal Reserve (Fed) tightening expectations. Markets are now effectively
pricing in no rate hikes in 2016, in contrast to the December 2015 Federal Reserve projections which implied four
such moves. The labour market still looks solid and service sector indicators, although softer over recent months,
are not consistent with recession — the unemployment rate is in fact at the lowest it has been in in nearly a decade,
well below its average and indicates a labour market near full employment.
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Unemployment rate and wage growth
Wages of production and non-supervisory workers, sa
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Despite the downgraded expectations of the Federal Reserve, we see there being upside risk to
US inflation from here.

Although the Fed’s preferred reading on inflation (PCE Core in the chart following) remains below its 2% target,
recent readings on inflation point to a distinctive turning of the cycle.

CHART 6: CORE INFLATION (%)
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Sources — Thomson Datastream
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As has been the case for many quarters, inflation remains at historical lows in the Eurozone economies and
continues to pose a challenge to monetary policy. Year-on-year CPI throughout the Eurozone hit negative territory
in February, recording -0.2%. In an attempt to combat this weak inflation and growth, the European Central Bank
(ECB) announced a further cut to interest rates and an expansion to its quantitative easing program in March. In
Europe the focus has also been on the banking sector. At the centre has been Deutsche Bank where concerns

about capital levels have undermined investor confidence.

As it is becoming clear that the ECB’s policy tools are becoming limited in their effectiveness, the key to Europe’s
outlook is whether the extremely large amount of monetary stimulus thrown at the economy can take hold and
start to feed through to the real economy via lower unemployment and higher inflation. At the moment this remains

to be seen.
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Australian Equities

It was a tough start to the first quarter of 2016. Despite the Australian equity market performing well during March
it was not enough to offset the sharp losses recorded in January & February. A stronger Aussie dollar, dovish US
Fed comments and a jump in commodity prices on the back of an improving Chinese growth outlook were the key
drivers for the March rebound. Overall the domestic market posted a decline of 2.6% for the quarter (as measured
by the S&P/ASX300 Accumulation Index).

Rolling Three-Year Returns (p.a.) to 31 March 2016
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As can be seen from the chart following, returns at the sector level were mostly down across the board, bar the
A-REITs (i.e. Australian listed property), Materials and Utilities sectors. Once again, ‘rate sensitive’ sectors,
notably Utilities and A-REITs demonstrated further resilience over the quarter, by delivering positive returns over
Q1. In particular, the A-REITs sector rallied on the back of lower bond yields, improving office market and sound
retail sales. Continued volatility in the domestic market as a result of shifting sentiment and ongoing concerns over
global growth and low interest rates, have led to an increase in investor demand for the safety and stability of
‘defensive’, high yielding stocks.
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Sector Performance Quarter to 31 March 2016
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Materials

Elsewhere, the Materials sector managed to reverse some of its losses over the fourth quarter of 2015 as a result
of receding fears over the health of China’s economy. Materials ended Q1 as the second best performing sector
in the Australian market, further aided by the weaker US Dollar (USD) and improving outlook for commodity prices,
particularly gold. Most commodities recorded gains in the March quarter with zinc (+20%) and gold (+15.9%) the
notable standouts. Notably, iron ore has also resumed its recovery following multi-year lows in March 2016, with
the recent rally somewhat attributed to traders covering short positions and buying back into the commodity after
its steep declines in 2015. However, given the continued oversupplied state of the iron ore market, the continued
increase in production from miners is likely to remain as a headwind to the future recovery of iron ore prices.

Financials

The worst sectoral detractor over the last quarter was the Financials sector, with bank shares being driven lower
amidst allegations of market misconduct, potential rigging of the bank bill swap rate (the reference rate for many
interest rate securities) and fears that current dividend policies may be unsustainable. In addition, media coverage
concerning the increase in bad debt charges and exposures (namely exposure to the struggling resources sector)
helped drive bank share prices lower. There seems no doubt that bad debts and provisions for such will increase
in coming years, however the recent moves seem well ahead of any real evidence of bad debt exposure.

Whilst market prices for banks will always be pre-emptive, we believe that the recent declines
are excessive and even in the event of a dividend cut the banks still offer value for long term
investors seeking high yield and franking credits.

Elsewhere, the energy sector also underperformed over Q1, weighed lower by notable losses in natural gas (-
17%), uranium (-16%) and WTI oil (-3.2%). In summary, the top performers were A-REITs (+5.4%), Materials
(+3.9%) and Utilities (+2.3%). Whereas Financials (-8.2%) and Information Technology (-6.4%) emerged as the
worst detractors over the period.
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Outlook

We expect market volatility to continue in the short to medium term as aresult of macroeconomic
concerns and the Earnings growth outlook remaining subdued, especially for the largest 20
stocks on the ASX.

However with the current official cash rate sitting at 2% and the expectation rates will remain lower for longer, high
yielding equities with secure cash flows should continue to be well supported.
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International Equities

The quarter was one of two halves with substantial falls in markets over the first six weeks of the year, followed
by a rapid recovery over the last six weeks of the quarter. The Australian dollar (AUD) strengthened over 5%
during the quarter due to the substantial rally in iron ore. As an Australian investor, this detracted from international
equity returns, in particular negating the rally experienced by global stocks in March. We would suggest the AUD
is closer to the upper end of its trading range and hence would expect the risk to be to the downside for the AUD.

Overall, a 5.8% decline (in AUD terms) was posted for the quarter. As it has been the case for some time now,
markets continued to be consumed by macro fears with oil, China and negative rates being the main drivers.

Risks to the global economy remain balanced between an uncertain slowdown trajectory for China and Emerging
Markets, stabilising Europe and a growing U.S. Macroeconomic developments are likely to remain at the
forefront of concerns for global equity markets as well, suggesting that the future influence of central
bank policy actions will periodically dominate sentiment.

US equities returned a modest 0.8% in the first quarter of 2016. While solid consumer sentiment and
manufacturing data in the US paints the picture of a resilient expansion, weak business investment and
unfavourable corporate outlooks continue to drive market uncertainties. US Fed chair Janet Yellen signalled the
Fed’s caution on future interest rate rises given negative development overseas. The persistence of low interest
rates has been viewed as a significant drag on bank profits, leading to poor performance in the Financial sector.

The S&P500 index remains at elevated levels, and as you can see by the following chart, has experienced large
amounts of volatility. We do not believe the underlying fundamentals of businesses have changed over the quarter,
but stock prices continue to be substantially more volatile than the underlying businesses that they represent.

A catalyst that should send US stock prices higher from herelies in company reporting season,
healthy earnings and solid revenue with associated positive outlooks by management should
give investors reason to send share prices higher.

However, as has been the case for some time, a theme of companies downgrading earnings expectations then
beating these lowered expectations, has been unable to give investor’s the confidence needed.
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European markets were led lower over the quarter by the offshore developments and on speculation over whether
the European Central Bank (ECB) will take action to ease monetary settings — moves that had been flagged in
the preceding months. Equity markets consequently responded favourably to the ECB’s announcements of extra
monetary stimulus, while the UK's stock market received a boost following a strong rebound in key commodity
prices. Brexit was a significant talking point throughout the quarter, but has had limited impact on markets outside
of the currency.

Over the quarter the global bank sector came under intense pressure, and European banks were a key player in
this issue. The European banking sector underwent a significant sell-off as investors remain concerned with
negative interest rates from central bankers impacting the bottom lines of banks. Furthermore, concerns about
Deutsche Bank’s capital levels as well as regulatory and legal problems, and Italian banks being targeted by ECB
officials to address non-performing loans, didn’t aid the situation.

Emerging Markets (EM) had the biggest bounce over the quarter (Brazil up 50% in US dollar terms, Russia also
up 35% in US dollar terms), but, interestingly China lagged the EM bounce substantially. The focus for China
remains on its ability to transition smoothly from decades-long investment-led growth towards one of consumption,
policy makers in China face a steep learning curve in deregulating the economy, with a few recent policy missteps
translating into volatile market conditions. China’s slowing demand for commodities continues to drive soft market
conditions across the Asian region as well.

In January, the Bank of Japan stunned markets by following her EU counterpart in adopting negative interest rates.
Markets have interpreted this move as a failure in the policy maker’s previous efforts to reinvigorate the economy.
Meanwhile, the yen strengthened as a currency safe haven which negated the desired effects of the central bank’s
policy move.

Global markets remain jittery and sensitive to any shift in positions on policy stimulus, and this
is likely to remain the case for the near future. Negative interest rate policies in Europe and
Japan have yet to prove successful in turning around consumption and demand.
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“To be in the business of “investment” is to have a mindset that when purchasing shares on stock markets, you
are buying an entitlement to a share of the cash flows that a business will produce over time...... Conversely,
speculation involves trading in anticipation that a share price will move upwards or downwards over a short time
horizon, typically less than 12 months.”

-Hamish Douglass, CEO, CIO and Lead Portfolio Manager of Magellan Financial Group

The fund manager aims to invest in high-quality businesses to achieve the twin goals of capital preservation and
absolute wealth accumulation through the business cycle. Targeting quality and focusing on long-term returns
whilst minimising the risk of a permanent capital loss is an excellent approach to investing in global stock markets,
and compliments our investment approach.

At this time, Magellan retains a cautious approach, as they see short-term market movements being dominated
by central bank policy actions and their perceived efficacy. With the fund holding about 15% cash (as at 315t March
2016) Magellan currently has a slight tilt towards its capital preservation objective, they are well placed to
undertake purchases when they see value returning to the global sharemarket in their view.

The manager has several long-term investment themes including technology/software, US housing and emerging

market consumption growth, and it achieves exposure to these by holding a diverse range of largely multi-national
businesses that represent revenue sources from a variety of industries and geographical locations.

Top 10 Holdings

GICS Sector

Microsoft Corp Information Technology 6.2
Visa Inc Information Technology 4.8
Lowe's Co Inc Consumer Discretionary 4.6
Yum! Brands Inc Consumer Discretionary 4.5
PayPal Holdings Inc Information Technology 4.5
Intel Corp Information Technology 4.4
Oracle Corp Information Technology 4.4
Apple Inc Information Technology 4.2
CVS Health Corp Consumer Staples 4.1
Target Corp Consumer Discretionary 3.9

TOTAL: 456
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PM Capital Global Opportunities Fund (PGF) — Update

“From crisis comes opportunity”
“Never let the market force you into something that you really do not want to do”

-Paul Moore, Chief Investment Officer (CIO)

Paul Moore, founder and CIO of PM Capital, has a simple approach to investing — he and the PM Capital team
are old fashioned stock-pickers that focus on mispriced and under-researched businesses and look to buy good
business at a good price. They are long-term investors that invest based on conviction, and are large co-investors
with clients in their fund.

Simple ideas are key for them. This lends itself to a focused portfolio of stocks as they believe that the equity
market is entering a new stage, best suited to selective stock picking instead of broader market exposure.

The performance this quarter was negatively impacted by positions in European and UK banks along with the
appreciation of the Australian Dollar. However, performance was supported by holdings in Macau gaming
companies (on the back of signs that gaming revenue in Macau is starting to stabilise). Deutsche Bourse (German
futures exchange) entered into a merger process with London Stock Exchange (LSE) in March, which the manager
sees as attractive for the Fund given, should the merger proceed, should result in multiple synergies and
strengthens Deutsche Bourse’s market position.

PGF continues to look for opportunities based around, but not limited to, seven major themes:

e Domestic banking — Economic recovery and increased payout ratios

e US housing — Recovery from a severe cyclical correction

e European property — Recovery from a severe correction in Europe

e Monopolistic type service providers — Earnings growth; a toll on activity
e Global beverage companies — Industry consolidation

e Alternative Investment Managers — Above normal yield + growth

e Macau — Evolution of 4 billion consumers — severe cyclical correction

Long Equity Composition (sector and stock examples)

Diversified Financials - Bank of America, ING Groep 359%
Banks - Llcyds Banking Group,Wells Fargo & Co 235%
Software & Services - MasterCard Inc,Visa Inc | 4.7%
Real Estate - Countrywide PLC, Howard Hughes Corp 12.1%
Food, Beverage & Tobacco - Anhesuer-Busch Inbey 10.4%
Consumer Durables & Apparel - Tri Point Homes T2%
Pharmaceuticals, Biotech & Life Sciences - Pfizer Inc 58%
Consumer Services - MGM China Holdings Ltd 52%
Other - PM CAPITAL Asian Opportunities Fund Ltd? 19%
Total Long Equity Exposure 117.7%
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Cash, Fixed Interest and Hybrids

We expect the RBA will look hard at the current cash rate at 2% with an increasing probability of a cut
due to softer inflation and GDP outlooks. With the majority of Central Banks still dovish creating easier
monetary conditions, installing negative yield structures, we expect term interest rates to remain
artificially supressed. In a “low and slow” world clients seeking certainty of income will need to take on
a level of credit risk through corporate bonds or bank hybrids to achieve this.

We remain Overweight Cash, Underweight Fixed Interest (local and global) and overweight
domestic hybrids.

Cash and Term Deposits

Term deposit (TD) rates rose over the quarter as bank Wholesale funding costs rose through the January bout of
nervousness around Bank credit quality, this forced shorter dated TD rates up. The 90 day bank bill swap rate
(BBSW) — which is the rate at which Australia’s major financial institutions lend money to each over 180 day
periods. BBSW has settled to a 25bps premium to the RBA cash rate with the 90 day TD rate converging to the
same level (2.25% to 2.30% range). This will now be tested on the downside by softer inflationary conditions

BondAdviser

Zoom [1m | 3m [6m [YTD[ Ty | Al | From | Apr 22, 2015 | To | Apr 22, 2016
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Fixed Interest

Most of the quarter has seen market participants trying to predict the trajectory of US Interest Rates. In a world of
low and slow growth, will it be a 1, 2 or more increase in the Fed rate before year end, or indeed none, or perhaps
a cut? The longer dated Australian Government Market has maintained its relative spread of 0.55% to 0.75% over
the US market. Whilst we sit we do not envisage that Australia will head down the path of negative interest rates
the curve could move quite a bit lower but there will be a continued premium to the US . An AUD above 75c, a
deteriorating fiscal position and softer commodity prices will see the AAA debt rating status of Australian Bonds
under threat. This would remove one of the stronger buying supports for the longer-term bond market.

US and Australian 10 year Bond Rates to date in 2016
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Hybrids

In analysing the hybrid market we will focus on the Bank sector as it forms the largest component of the sector.
The quarter past has seen bank hybrids weaken in price and then rally as credit fears on Banks globally abated.

BondAdviser

Bank Hybrid
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The Commonwealth Bank successfully issued a hybrid with a 5 year first call date (CBAPEs first call of Oct 2021)
and is now trading at a 2.5% premium to issue price. This is the first time in over twelve months that an issue has
been launched and not trade below par. A couple of factors have coincided to put a floor under the market.

Outright yields becoming attractive (the CBAPE was sold on a headline rate of 7.41% gross)
Compression in yields in equity markets (excluding banks)

Bank dividend policies spotlighted as being vulnerable to future reductions

Fears of a global bank credit meltdown abating

Investors looking to diversify and certainty of return/income for a known risk.

[t R A A N

We remain attracted to hybrids out to 5 years for investors looking to extend some risk into the hybrid space, for
an increase in return on term deposits but less risky than ordinary shares.
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Insight: Beyond the Top 20

The Australian sharemarket, as depicted by the S&P/ASX 300 Index, is heavily concentrated in a handful of
sectors, most particularly the banks. The big four banks (CBA, WBC, NAB and ANZ) represent approximately
28% of the value of the ASX 300. In fact, CBA is larger in value than almost all other sectors of the market.

Weighting in the S&PJASX 300

Weighting as at  Weighting as at

Sector
31 March 2016~ March 2011

Banks 27.7% 23.4%
REITs 9.1% 65.3%

Resources 9.0% 25.6%
Consumer 7 79, 7 9%

Staples

Health Care B.8% 3.3%

Telecoms 55% 2.8%

Insurance 5.3% 4 5%

Energy 4.1% 8.1%

Other sectors 25.3% 16.1%

As the table above illustrates, the banks have a noticeably outsized representation in the ASX 300. In addition to
this however, almost half of the ASX 300 is represented by merely three sectors: banks, REITs and resources.

The banks in particular, given their size, have a significant influence over the sharemarket’s direction. In the 12
months to 31st March, the bank sector returned -20%. The market was weighed down by this result, and so the
ASX 300 Index returned -9.3%.

In fairness, the banks have not been the only culprits. Major commodity companies such as BHP, RIO and
Woodside Petroleum have fared worse in performance terms for reasons now obvious to all. And let’s not forget
Woolworths, the long time reliable staple of all portfolios finally having succumb to poor decision making and
competitive pressures.

Overall, while the ASX Top 20 has had some worthy constituents in recent times (think CSL and TCL), by and
large it has been a disappointing segment of the market for the last 12 months or so. Plagued by lacklustre revenue
and earnings growth, the headwinds will take time to dissipate.

That is not to say the behemoth companies that dominate our sharemarket should be castaway, but certainly the
evidence is in that simply owning the “blue chips” is not going to meet most investors’ objectives anymore.
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ASX Top 20 Companies (alphabetical)

| security | _Last Price $ Market Cap $

l AMP 5.79 16,829,529,015.16 AMP Limited

l ANZ 23.85 69,350,403,529.46 ANZ Banking Grp Ltd
l BHP 19.28 60,604,611,151.35 BHPBIlliton Limited
l BXB 12.07 18,986,952,743.46 Brambles Limited
l CBA 75.00 128,138,272,043.67 Commonwealth Bank.
Bcse 101.58 46,020,082,476.63 CSLLimited

l IAG 5.59 13,372,615,602.5 Insurance Australia
l MQG 65.54 22,293,209,503.39 Macquarie Group Ltd
B naB 26.76 70,699,339,354.05 National Aust. Bank
l QBE 11.49 15,618,769,161.21 QBEInsurance Group
Bl ro 48.20 20,615,751,223.2 Rio Tinto Limited
B scc 4.55 24,385,278,785.24 Scentre Grp

l SUN 12.39 15,657,933,926.6 Suncorp Group Ltd
B c 11.29 22,696,189,839.15 Transurban Group
l TLS 5.24 63,084,384,113.76 Telstra Corporation.
l WBC 30.90 102,508,364,121.31 Westpac Banking Corp
l WES 41.62 45,878,580,525.12 Wesfarmers Limited
l WFD 10.07 20,864,020,447.44 Westfield Corp

B wow 22.19 27,966,453,315.75 Woolworths Limited
l WPL 26.14 21,591,862,863.89 Woodside Petroleum

Many investors, and especially large cap fund managers, position portfolios in a way that quite closely mirrors the
market itself. This provides a degree of “safety” for them as it ensures their investment returns do not fall too far
behind the benchmark against which they are measured (e.g. the ASX 300).

Subsequently, most large cap fund managers will have a significant exposure to the banks —and to a lesser extent
REITs and resources —even if they genuinely see other investments as particularly more attractive.

Being invested in the same manner as a large cap fund will invariably expose you to the same concentration risk
that arises in respect of the overall market. Worse yet, concentrating your investment in the banks and other top
20 stocks will mean that you have little exposure to the better opportunities that are often found in the broader
market.

The ex-20 segment of the market is a lot more diversified, with no sector representing more than 15% of the
market. The ex-20 market’s return for the last 12 months was +3.65%, which, while unexciting, was well ahead of
the broader market’s return of -9.27%. Given stocks and sectors are more evenly weighted in the ex-20 index, its
performance is in many respects a better indication of the breadth of the overall market’s performance.

Notwithstanding the enormous diversification benefits of investing outside the Top 20, caution is warranted as
there has been significant divergence in the returns of the various sectors and stocks in this ex-20 segment.

The Case for Small Cap and Mid Cap Investing

Whilst at various times both small and large caps have had their times in the sun, finally, after five years, the small
cap index outperformed its large cap peer in 2015. The dominant factor in relative performance between small
and large caps tends to be the market’s appetite for risk. In the mid 2000’s bull market, appetite for risk saw small
caps surge and outperform large cap stocks sharply until 2008. However, since the Global Financial Crisis, the
strong investor appetite for defensive yield has seen larger companies outperform.
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Despite a volatile market and general slide in equity prices in the second half of the year, small cap stocks were
the surprise outperformers in 2015. Following a negative return in 2014, the S&P/ASX Small Ordinaries
Accumulation Index generated a significant positive return of 10.2% in 2015, outperforming the S&P/ASX 200
Index by 7.6%. This represents a shift in the relative performance of small and large shares in Australia in recent
years, as large caps have provided consistently higher returns. The question is whether this resurgence in the
relative performance of small caps is temporary, or whether it represents a more permanent trend.

Large v Small, annual returns 2011-2015
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Traditional small cap investing is primarily represented by the S&P/ASX Small Ordinaries Index with some

holdings in ex-index stocks.

Mid cap investing refers primarily to stocks in the ASX51-ASX150 segment of the market. In practice, many mid
cap companies are more mature businesses than those in the small cap universe and mid cap stocks generally
enjoy greater market liquidity.

While the Small Ordinaries Index outperformed in 2015, average annual returns over longer time periods remain
well below the ASX 200. But there is a simple explanation for this; returns have been dragged down by large
negative performances from resources. As such, a look at the Small Industrials tells a very different picture over
1, 3 and 5 years. For the large part, Industrials exclude resources companies.

Index Returns to 31 December 2015

1YR 3YR %PA. 5YR %P.A.  7YR %PA
S&P/ASX 200 ACCUMULATION INDEX 26% 9.2% 7.0% 10.0%
S&P/ASX SMALL ORDINARIES ACCUMULATION INDEX 10.2% 1.7% -2.5% 0.5%
S&P/ASX SMALL INDUSTRIAL ACCUMULATION INDEX 15.0% 11.9% 8.5% 0.5%
S&P/ASX SMALL RESOURCES ACCUMULATION INDEX -14.7% -29.4% -27.9% 0.6%
S&P/ASX EMERGING COMPANIES TR INDEX 12.0% -4.8% -95% 0.2%
S&P/ASX MID SMALL TR INDEX 10.8% 8.2% 25% 0.4%

The case for ensuring portfolio exposure to companies outside of the Top 20 is naturally compelling, but even
more compelling is the case for investing in mid-sized and small Industrial companies.
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Small caps held out in a bearish market...not the norm

The second half of 2015 saw the return of volatility and bearish sentiment, with the ASX 200 index falling -11.5%
from its April 2015 high. Moving into the start of January 2016, the march into bear territory continued, with indices
sliding further downward. By mid-February 2016, the ASX 200 had fallen -20.3% from the 2015 peak. What has
been interesting, however, is that the Small Ordinaries Index has fallen only -13.2% since its high at the end of
May 2015. As the chart below shows, small caps usually fall the hardest in bear markets, with the hardest fall
being during the GFC in 2008-09, when the Small Ordinaries index fell -65.9%. Small caps are therefore in new
territory, having provided better protection to date against a falling market than large cap shares. The continuing
performance of small caps relative to large will depend on how much further the market declines in 2016, if at all,
and on the ability of companies to absorb a fall in profits.

Peak to trough price index falls during bear markets
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The March 2016 quarter was a peculiar one for mid and small cap stocks. There were three significant trend
reversals in February. Firstly, we saw selling of last year’s winners and buying of last year’s losers. Secondly, we
saw growth stocks underperform value stocks by the largest margin in a decade and finally, resources rose
strongly.

This phenomenon already looks to be somewhat reversing in April as the better quality companies who reported
solid earnings growth in February are moving higher in price as investors regain interest. The “junk” is stalling or
retreating. Ultimately, we know earnings growth drives a share price higher; without real earnings backing up price
rises, rallies will fizzle out. But patience is required as such market themes don’t turn around immediately.

What is the key message?
Small caps, and mid caps, should be part of your portfolio but this comes with volatility and an appreciation that
perhaps the best way to help achieve proper diversification in these market segments is by also introducing proven,

high calibre fund managers.

If small caps can sustain investors through a prolonged period of volatility, there may be a significant payoff once
the market begins to recover.
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Sources: Lonsec, JP Morgan Asset Management, Capital Economics, Bond Adviser, IRESS, Magellan Financial
Group, PM Capital Limited

Disclaimer

Any advice included in this document is general in nature and does not take into account your objectives, financial situation or needs. Before acting
on the advice, you should consider whether it is appropriate to you. If a product we recommend has a Product Disclosure Statement (PDS), you
should read it before making a decision. Past performance is not a reliable indicator of future performance. Derivatives are leveraged products
which means gains and losses are magnified and you may lose substantially more than your initial investment. We do not endorse any information
from research providers that we provide to you, unless we specifically say so.
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