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Quarterly Comment — June 2017
Alphinity Wholesale Socially Responsible Share Fund

Out with the old

Market comment

The Australian market (ASX300 including dividends) finished
the Financial Year with a whimper, falling by 1.5% in the
June quarter. Calendar year to date returns are still positive
(+2%) but the market put in a respectable return of almost
14% for the financial year. We're pleased to report that
your Fund did a bit better than each of those returns. The
SA rose 1% over the quarter to just under SUS0.77 but was
volatile between times, falling below US74c in May.

Commodity prices continued to slide: Oil was down about
10%, Iron Ore down 20% but extremely fickle during the
guarter, and most base metals down by a few percent. The
prices of both Thermal Coal and Hard Coking Coal were
about the same at the end of the quarter as at the start, but
experienced wild swings between times. The commodity
story was very different over the 12 months ending June:
Oil was still soft but the various types of Base Metal were
mostly up by between 13% and 27%, Iron Ore up 13% and
the two types of Coal up 38% and 57%.
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Global markets generally did better than ours in the June
quarter: the US rose by 2.6% in SA terms and most
European and Asian markets did 5-8%. Over the financial
year Australia’s returns were more globally competitive,
coming in the middle of the pack although lagging the US by
a fraction and much of Europe by more.

Global bond yields started to cause some angst towards the
end of June, particularly in Europe where economic
recovery seems to be taking hold. Short-dated German

bonds have had negative yields for some time but these are
swiftly rising towards zero. US bonds were never negative
but did get pretty close to zero; these also are rising. Not
surprisingly Australian yields are following suit, heading
back towards recent highs, and this had an impact on yield-
sensitive sectors of the share market such as infrastructure
and Real Estate Investment Trusts. However the implication
of rising yields is that economic growth is picking up, which
is a positive for those sectors which are not interest rate
sensitive, and bodes well for a continuation of positive
returns for the coming year.

1 Australian Three Year Bond Yield (%)

Portfolio comment

The Fund outperformed the market in the June quarter and
over the year. The best contributors for the quarter were
global metal recycler Sims Metal Management, flag-carrier
Qantas and English language testing organisation IDP
Education while not owning Wesfarmers also helped. Our
positions in renewable energy company Infigen cost
returns, as did not owning gaming company Aristocrat
Leisure.

Over the financial year the best returns came from Sims
Metal Management, iron ore miner Fortescue Metals,
diversified resource company Rio Tinto, vitamin maker
Vitaco, Qantas and not owning Westfield. On the negative
side were software company Aconex, logistics facilitator
Brambles, building materials company Fletcher Building and
drug-maker Mayne Pharma.

Since inception®

Performance* 1 month Quarter 1 year 3 years 5 years i i
% % % % p.a. % p.a. % p.a.
8.9

Fund return (net)

S&P/ASX 300 Accumulation Index 0.2 -1.6

13.8 6.1 12.1
13.8 6.6 11.6 8.5

*Returns are calculated after fees have been deducted, assuming reinvestment of distributions. No allowance is made for tax. Past performance is

not a reliable indicator of future performance.

AThe Fund changed investment manager and investment methodology on 12 July 2010, at which time Alphinity Investment Management
commenced managing the Fund and started the transitioning of the portfolios to a structure consistent with Alphinity’s investment views. The
transition was completed on 31 August 2010. The inception date for the returns for the Fund is 1 September 2010. For performance relating to
previous periods, please contact the Fidante Partners Investor Services team on 13 51 53 during Sydney business hours.
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Market outlook

Earnings growth of the ASX200 rebounded strongly in the financial
year just finished, to around 20% up on the prior year. The majority
of this growth has been driven by a sharp rebound in earnings in the
Resource sector, with the rest of the market likely to have delivered
amodest 4-5% improvement (we won’t know the final number
until the August reporting season is done). Considering sluggish
wage growth, modest consumer spending and some cost
headwinds, this would be quite a good outcome.

So what can we look forward to in FY18? Probably a similar mid-
single-digit growth rate to last year for non-Resource stocks, but a
much lower rate of earnings growth for Resource companies as
commodity prices settle somewhere in between the troughs
reached in early 2016 and the peaks of earlier this year. Interest
rates are likely to remain supportive even though some of the
upward-repricing of loans pushed through by the Banks, especially
on interest only investor loans, will likely dampen overall property
demand.

The input cost headwinds from higher energy prices for corporates
are well known by now, and many companies have worked hard to
find ways to ameliorate this by making cost savings elsewhere.
However, the impact on consumer spending from gas and
electricity bills that, in many parts of the country, have increased by
as much as 20% is yet to be well understood. Add to that ongoing
premium increases well above inflation for home, car and health
insurance and it’s easy to see that the health of the consumer is
likely to be the greatest risk to the economy in the year ahead,
despite employment growth surprising positively in recent months.

Higher premium rates however will be supportive for the insurance
sector, providing claims costs remain under control, and after some
lean years increased spending on infrastructure and mining services
should also help the broader market. As always there are many
factors influencing the outlook for the Bank sector: loan repricing,
lower deposit rates and cost efficiencies on the positive side; but
modest credit growth, the bank levy and higher capital
requirements on the negatives (assuming no major deterioration in
credit quality). The “new normal” for the Bank sector of low to mid-
single digit earnings per share growth looks here to stay.

The Resources sector is a conundrum. Market expectations are, in
our view, too pessimistic for the sector but equallyitis hard to see a
big enough increase in commodity prices to result in meaningful
earnings growth for most companies. Strong cashflow and much-
improved balance sheets may see capital management (such as
share buybacks) assist at the earnings per share level. The
Infrastructure and Healthcare sectors are trading expensively
relative to history, and we find those valuations difficult to justify
despite acknowledging the strong cash flows and structural growth
drivers in those sectors.

Top 5 active overweight positions

as at 30 June 2017

Bingo Industries 0.0 2.2
IDP Education 0.0 2.1
Macquarie Group 2.0 2.0
National Australia Bank 5.1 1.9

AGL Energy 1.1 1.7

Yet the overall market is trading close to historical multiples, so mid-
single-digit earnings growth across the market and maintaining the
current dividend yield should enable the market to generate a
return of 7-10% over the coming year. An earlier and more abrupt
end to the very easy global monetary conditions poses the main risk
to this scenario, but that is unlikely to occur without much stronger
economic growth which would be more supportive of earnings
growth and the equity market overall.

Portfolio Outlook

The portfolio generated solid absolute and relative returns in FY17.
An overweight to Resources, especially in the first half of the
financial year, and successful stock selection across several sectors
were the main drivers of outperformance. The sharp market
rotation into cyclicals during early 2016 presented both challenges
and opportunities, but individual company performance rather than
sector membership has become the chief determinant of the
Fund’s relative performance. We believe this should continue to
benefit the Alphinity process and sustain portfolio performance.

Broader macro themes will of course continue to influence both the
market direction and the relative performance of companies and
sectors. Given the stretched valuation, in our view, of most yield-
sensitive companies we remain underweight. Bond yields have
fallen somewhat so far in 2017 primarily after a fairly soft first
quarter GDP number in the US but, while economic data and
inflation looks a bit more mixed today than it was six months ago,
we believe bond yields are more likely to go higher than lower from
this point. The Resource sector is in many ways the inverse of yield
stocks. Improved market earnings expectations and lower
commodity prices in the last few months may have reduced the
potential for earnings surprise upside somewhat. However given
attractive valuations, it would not take much in the way of stabilising
commodity prices for this sector to start to do better again. We
have a decent overweight to this sector, albeit smaller than six
months ago.

Our exposure to the domestic consumer has been minimal over the
last year, and we have also avoided property companies with
exposure to retailers. This has served the portfolio well, as the weak
consumer environment combined with investor concerns about
likely disruption from online shopping in general, and more
specifically the much-heralded arrival of Amazon, has put pressure
on share prices in those sectors. This, in our view, may have opened
up some opportunities. We suspect that the short-term impact of
Amazon will be less than feared but the long-term impact may be
even greater than expected. Companies that should be best able to
cope with increased online competition are likely those that already
have demonstrated an ability to do well in a competitive, low-
margin business environment.

Asset allocation UGG 201/2 Raor/:ge

Securities 96.9 90-100
Cash 3.1 0-10
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BTW

The world has just marked an important technological
anniversary: ten years of the iPhone. Yes, it’s hard to
believe that it was only ten years ago - 29 June 2007 to be
precise, the very eve of the Global Financial Crisis — that
the iPhone was first released. It was a device that
revolutionised mobile telephony. It wasn’t the first smart
phone, it arguably wasn’t even the best smart phone, but
it changed our cellular world.

At the time, a mobile phone was pretty much
either not smart or was a Blackberry.
Remember those tiny Nokias, those flip-phone
Motorolas? The Blackberry was fantastic at
some things, emails in particular (we still miss
that keypad...) but was not great for making
phone calls and completely sucked at browsing
the web. There had been a few attempts by
other manufacturers at smart phones but
Apple leapfrogged them all. The first model
was a slick-looking unit that was a delight to
use, but it wasn’t sold in Australia as it didn’t
work with our phone networks. This was
rectified by the release of the iPhone 3G a
year later and the rest is history.

The killer feature of the iPhone was Safari: a web browser
that operated in pretty much the same way as a desktop
computer, making it easy to search for things while on the
move. This sounds obvious now but it was revolutionary
back then. The other key to the iPhone’s success was the
App Store. Although not quite open source, the app store
enabled people outside Apple to develop applications
which would make the phones even more useful. Once
vetted by Apple (and a cut of any revenue extracted of
course), these appeared on the App store for downloading
or purchase by iPhone users. The subsequent release of
the iPad in 2010 built on this and, importantly, further
entrenched users into the Apple “ecosystem” so they were
unlikely to go anywhere else.

Later iterations — we are now up to the iPhone 7 and the 8
is meant to come out later this year — made further
refinements and the iPhone defied the well-established
trend of consumer electronics price deflation. Despite a
profusion of sharply-priced competitors, the price of
iPhones has steadily marched higher. Browsing our
favourite consumer electronics store’s site, we were struck
that the cheapest iPhone 7 available was $1079 but you
could buy a store-brand 65” Ultra High Definition TV for
$999. 65 inches! Or a brand-name 50” UHD TV. Admittedly

these would be difficult to carry around or make phone
calls with, but the technology going into a large-screen
TV is surely not that inferior to a phone, and its screen
would cost astronomically more. Apple is financially
cleaning up, so it’s no great surprise that it has become
the most valuable company in the world, with a market
capitalisation of SUS750 billion.

What do you do when
you are worth so
much? Build a new
house obviously. Apple
is putting the final
touches on a new
circular edifice in e

Cupertino, just east of San Francisco in the heart of
Silicon Valley. The building cost more than SUSS5 billion,
features glass walls and a carbon fibre roof fabricated in
Dubai, and apparently it can be seen from space — at
least until the 9000 trees Apple planted there grow.

Why did Apple develop the iPhone? The business
opportunity is obvious in retrospect but success was
certainly not assured at the time; apparently it was
working on what became the iPad but the late, great
Steve Jobs saw a bigger opportunity in merging it with
telephony. He put the iPad on ice for a couple of years
before launching it to massive successful in 2010. For the
phone he originally proposed a clock-wheel, similar to
the control on the original iPod and reminiscent of old-
fashioned telephones, but that was quickly favour of a
touch screen. Now ubiquitous, it was quite revolutionary
at the time. Doing away with physical buttons allowed
much greater screen real estate, although at the expense
of functionality. It augmented predictive text with
Autocorrect, which sometimes overcame the touch-
screen keypad’s issues but sometimes magnified them.

The iPhone 8 is due out later this year, this is supposedly
what it will look like, the most ——
noticeable differences from the
current phone being an edge-to-edge
screen at the front, a glass back with
twin rear-facing cameras and chrome
edges. It may charge wirelessly and
will likely come in three sizes, and the
fingerprint reader could be replaced
with facial recognition or iris scanning.
All will be revealed, no doubt with
typical fanfare, around September.
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Sustainability Score
Alphinity’s external advisor, CAER, assesses the CAER’s assessment of the Fund at 30 June found it had

Alphinity Socially Responsible Share Fund portfolioona Environmental factors 28% better than the market; Social
monthly basis to ensure that it complies with the Fund  factors 24% better than the market; and Governance

guidelines, and tests the Fund’s holdings as to the factors 13% better than the market. The Fund’s overall
sustainability of the companies held according to ESG Sustainability Score was 71, which compares to that of the
criteria. ASX300 of 55.

CAER assesses the Environment, Social and as% 1

. PORTFOLIO BY SUSTAINABILITY DECILES
Governance performance of each company in the 40% 1

ASX300 and awards a mark out of five in each category. | ** |
These are weighted by Environment (45%), Social (30%) | > 1

and Governance (25%) to arrive at a Sustainability 2% 1

Score. The Sustainability Scores are ranked and divided | ** |

into deciles and the Fund aims to have as much 1% 1

exposure to the higher deciles as possible. We aim to 10% 1 o
avoid exposure to companies in the 8", 9" and 10" 5% |

deciles entirely unless there are prospects for o T, s o

WOt

imminent improvement.

“

Alphinity Investment Management

Level 12, 179 Elizabeth Street
Sydney NSW 2000

T 02 9994 7200

F 02 9994 6692

W www.alphinity.com.au

Unless otherwise specified, any information contained in this publication is current as at the date of this report and is provided by Fidante Partners
Limited ABN 94 002 835 592 AFSL 234 668 (Fidante Partners) the issuer of the Alphinity Socially Responsible Share Fund ARSN 093 245 124
(Fund). Alphinity Investment Management Pty Limited ABN 12 140 833 709 AFSL 356 895 (Alphinity) is the investment manager of the Fund. It
should be regarded as general information only rather than advice. It has been prepared without taking account of any person's objectives, financial
situation or needs. Because of that, each person should, before acting on any such information, consider its appropriateness, having regard to their
objectives, financial situation and needs. Each person should obtain the relevant Product Disclosure Statement (PDS) relating to the Fund and
consider that PDS before making any decision about the Fund. A copy of the PDS can be obtained from your financial adviser, our Investor Services
team on 13 51 53, or on our website www.fidante.com.au. If you acquire or hold the product, we and/or a Fidante Partners related company will
receive fees and other benefits which are generally disclosed in the PDS or other disclosure document for the product. Neither Fidante Partners nor
a Fidante Partners related company and our respective employees receive any specific remuneration for any advice provided to you. However,
financial advisers may receive fees or commissions if they provide advice to you or arrange for you to invest in the Fund. Alphinity, some or all
Fidante Partners related companies and directors of those companies may benefit from fees, commissions and other benefits received by another
group company.
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