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Is Retail Facing A Fiscal Cliff Or A Speedbump?

Australian retailers have overcome a number of hurdles in recent years, from challenging macroeconomic conditions and
a slowing housing market to the trend towards e-commerce and, more recently, the impact of COVID-19. Despite this, a
select group of high quality retailers have been performing strongly in recent months. Now, COVID-19 has raised another
potential challenge: the risks associated with a potential “September fiscal cliff” when key fiscal support measures are due
to expire. This newsletter discusses our thoughts on the fiscal cliff and how these retailers are positioned to navigate this
period.

In March, it was feared that COVID-19 would present a particularly challenging scenario to Australian retailers, with
potentially no revenue from physical stores for an indefinite period and ongoing business operating expenditures, leading
to losses and stretched balance sheets. Not only have a group of Australian listed retailers avoided this scenario, they have
instead reported solid sales results in recent months. Some highlights from recent trading updates by Auscap portfolio
holdings are below:

o Wesfarmers (9-June): CY20 YTD revenue growth of 19.2% at Bunnings. CY20 YTD online revenue growth of 89%
across Wesfarmers.

e JB Hi-Fi (11-dJune): CY20 YTD revenue growth of 20.0% at JB Hi-Fi Australia and 23.5% at The Good Guys.
Management also noted a “significant acceleration” in online sales. FY20 profit growth of 20-22% is expected ($60m
higher than management expectations in February on an underlying basis).

o Super Retail Group (15-June): Reported financial year to date revenue growth of 1.2% to 23 May, slightly lower than
the 1.9% growth it had reported in February prior to the impact of COVID-19. Specifically, its major divisions saw
financial year to date revenue growth of 4.6% for Supercheap Auto and 2.1% for Rebel, with declines for the smaller
brands of 0.6% for BCF and 10% for MacPac. Revenue had “continued to benefit from the strong consumer environment
in June”. Online sales growth of 126% was achieved over April and May.

e Nick Scali (19-June): After store closures materially impacted April sales, furniture orders in May and June were up
54% on the prior year. The company advised that 2H FY20 profit growth of 15-20% is expected, driven by cost reduction
initiatives. The strength of sales orders in May and June, which will be recognised as revenue in Q1 FY21, have already
“underwritten” profit growth in 1H FY21 according to management. Nick Scali has launched a digital offering over the
COVID-19 period and “is pleased with the growth it is demonstrating and sees further scope to invest in this capability”.

e Motorcycle Holdings (24-June): The number of motorcycles sold in May “substantially exceed[ed] normal levels”, a
trend which has “continued into June” according to the company. Federal Chamber of Automotive Industries data
indicates Australian motorcycle sales volumes have grown 24.5% over CY20 YTD. Motorcycle Holdings FY20
underlying EBITDA growth is expected to be between 33% and 50% (even though 1H FY20 EBITDA was below FY19
levels).

These retailers have benefited from a high level of consumer demand in recent months, which has clearly been supported
by the elevated levels of fiscal and monetary stimulus in response to COVID-19. In addition, gross margins have generally
been good and cost reduction measures (including the benefit of JobKeeper in some cases) have reduced operational
costs. This means profit for the above retailers should also be solid.

Over time, the share price performance of a company tends to track the growth of its Earnings Per Share (EPS). Since
COVID-19 hit markets in late February, sell-side research analysts have upgraded their FY20 EPS estimates for the above
retailers by an average of 16%. These large EPS upgrades are in stark contrast to the broader ASX market, which has
seen FY20 EPS downgrades of approximately 20% since February. Despite the strength in FY20 for this group of
companies, their share prices are on average below pre-COVID levels, no doubt in part driven by the changes analysts
have made to forecast earnings which have resulted in, on average, modest downgrades to their FY21 EPS estimates.
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Share Price And EPS Movements Since COVID (21 Feb to 30 June)
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Evidently, equity markets are unwilling to extrapolate the recent retail sector strength beyond FY20. This is largely because
some key fiscal support measures, particularly JobKeeper, JobSeeker and the early release of superannuation, may be
wound back in September, which has the potential to cause a decline in consumption, employment and economic activity
— the “fiscal cliff”. Retailers have of course been major beneficiaries of these schemes and few would argue that the much-
discussed current acceleration in spending can continue at its current pace. Nevertheless, given this heightened level of
market scepticism, it is worth considering five factors that could lead the performance of these retailers to continue to
positively surprise the market.

Firstly, not all types of consumer discretionary spending have been impacted equally by COVID-19. Some categories that
are directly impacted by COVID-19 (e.g. international travel) will see steep reductions in spending, creating new pools of
cash that can be partially diverted elsewhere, including to listed retailers. Australians spend approximately $60bn per year
on international travel and tourism, $28bn on restaurants and cafes, $26bn on apparel and footwear and $20bn on
recreational and cultural services. These categories are likely to see some level of reduced spending for as long as social
distancing is in place and borders are closed. With Australians spending $55bn a year on household goods (electronics,
furniture and hardware), $22bn on motor vehicles and $5bn on recreational goods, even a modest continued diversion from
the affected categories could be material.

Australian Spending By Category
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Secondly, a portion of new spending is genuine new demand, as opposed to a “pull-forward” of demand from future periods.
COVID-19 has forced Australians to make significant lifestyle changes in recent months. These changes include a dramatic
rise in time spent at home, a drop in public transport usage and an increased capacity to undertake household projects.
This has led to new demand for motor vehicles, home offices, home gym equipment, entertainment units, hardware goods
as well as home furnishings. Further, categories that are exposed to domestic tourism, road travel and outdoor activities
should see continued growth in demand. Because a portion of the incremental money spent in these categories is solving
a new need, this portion of spending is less likely to negatively impact future demand. In fact, it could even create a new
need for additional products and services in these categories over the coming years.

Thirdly, the JobKeeper and JobSeeker programs have not been the only positives for consumer disposable income in recent
months. The Reserve Bank of Australia has cut the cash rate to 0.25%, whilst providing forward guidance that this course
will not be reversed for some time, pushing household interest serviceability to multi-decade lows. Rental costs and fuel
costs, both significant contributors to Australian inflation, have fallen. As discussed in last month’s Auscap Newsletter, there
are significant government stimulus programs directed at the housing market. Press reports also suggest that the July
Federal Budget may lead to a permanent increase in JobSeeker/Newstart payments and a pull forward of personal income
tax cuts. These factors are all major reasons to be positive on Australian discretionary spending.
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Fourthly, sharply withdrawing stimulus measures in September is unlikely to be in the best interests of the Federal
Government. A “cliff” scenario in September would be deeply politically unpopular, run the risk of plunging the country into
a much deeper recession and could create a perception of “government mismanagement”. Unlike the Global Financial
Crisis, COVID-19 has no obvious villain or sector to blame. Instead, Australian individuals and businesses alike have simply
followed government instructions, which has led to short term economic pain. Subsequently, there is no moral hazard
argument for allowing previously profitable Australian businesses to fail. Prime Minister Scott Morrison has already
confirmed that he will implement a second phase of JobKeeper beyond September, whilst acknowledging it is likely to
become more targeted. The Australian Banking Association has also confirmed that customers who are still struggling
financially due to COVID-19 can defer their loans for an additional four months beyond the initial September deadline.
Similar announcements are likely to be made in coming weeks.

Finally, Australian retailers have been taking full advantage of the recent crisis to create permanent benefits for their
businesses. Nick Scali has launched an online offering and permanently optimised its store hours. Wesfarmers has taken
significant steps towards restructuring its underperforming Target business. Super Retail Group has invested heavily in its
digital capabilities and supply chain. AP Eagers has permanently reduced its work force by approximately 1,200 staff. These
initiatives should help to underpin the profitability of these businesses in coming years.
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To conclude, we are not suggesting that the currently elevated levels of retail sales and earnings growth will continue
indefinitely. However, the market has heavily discounted the recent strength due to its broader concern regarding the
looming September “fiscal cliff”. We think the market may be overestimating the size of the cliff and underestimating other
factors at play. Given current valuations of Australian retailers held by Auscap, we remain positive on the sector and excited
about the prospects for the companies in which we are invested.

We are hosting our Annual Auscap Investor Roadshow on Tuesday 28t July at 2pm (AEST) via webinar. We would
be delighted if you could join us.

To register your interest, please visit our website www.auscapam.com/upcoming-events.
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Auscap Long Short Australian Equities Fund

Fund Performance* Fund Exposures

Period Auscap All Ords June 2020 Average % NAV Positions
June 2020 5.4% 2.3% Gross Long 131.4% 41

Financial Year To Date (19.9)% (7.2)% Gross Short 17.7% 6
Since Inception 117.2% 86.7% Gross Total 149.1% 47
Annualised Returns 10.8% 8.6% Net / Beta Adjusted Net 113.7% 137.2%
Portfolio Commentary Sector Exposure - June 2020
The Fund returned 5.4% net of fees during June 2020. This o mmunication h
compares with the All Ordinaries Accumulation Index return Services
of 2.3%. Average gross capital employed by the Fund was Consumer

|

131.4% long and 17.7% short. Average net exposure over Discretionary
the month was 113.7%. Over the month the Fund had on c
average 41 long positions and 6 short positions. The Fund’s g?asslzser -
biggest exposures over the month were spread across the
real estate, consumer  discretionary, financials, Energy
communication services and materials sectors.

Top 10 Investments”

AP Eagers Nick Scali Healthcare n

Aventus Group Super Retail Grou

2 2 Industrials o
GDI Property Group Unibail-Rodamco-Westfield
M e G L Information 1
acquarie roup Virgin Money UK Technology
Mineral Resources West
e Materials —
. . |

Fund Financial Year Returns* Real Estate

FY13 19.7% FY17 8.0% -

Utilities

FY14 46.0% FY18 12.7%

FY15 16.8% FY19 (9.2)% ASX200 Index

FY16 20.1% FY20 (19.9)% -20% -10% 0% 10% 20% 30% 40%

* Performance figures are calculated for the lead series net of all fees and expenses assuming the reinvestment of all distributions. Past performance is not a reliable indicator
of future performance.
A Top 10 long investments in alphabetical order as at 30 June 2020.
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Disclaimer

This newsletter contains performance figures and information in relation to the Auscap Long Short Australian Equities Fund ARSN 615 542 213 (Fund) from inception of the
Fund. The actual performance for your account will be provided in your monthly statement. Actual performance may differ for investments made in different classes or at
different times throughout the year. This newsletter is intended to provide general background information only. It is not a Product Disclosure Statement under the Corporations
Act 2001 (Cth), nor does it constitute investment, tax, legal or any other form of advice or recommendation to be relied upon when making an investment or other decision. The
content of this document does not constitute an offer or solicitation to subscribe for units in the Fund or an offer to buy or sell any financial product. Past performance is not a
reliable indicator of future performance. While all reasonable care has been taken to ensure that the information in this document is complete and correct, no representation or
warranty is given as to the accuracy of any of the information provided, including any forecasts. To the maximum extent permitted by law, Auscap Asset Management Limited
ACN 158929 143 AFSL 428014, its related bodies corporate, directors, employees and representatives are not liable and take no responsibility for the accuracy or completeness
of this document. No investment in the Fund should be made without fully reviewing the information, the disclosures and the disclaimers contained in the relevant disclosure
document, a copy of which is available at www.auscapam.com, or any supplement to that document and obtaining investment, legal, tax and accounting advice appropriate to
your circumstances. You are receiving this newsletter because we hold personal information about you, namely your contact details. You should view Auscap's Privacy Policy
to understand how your personal information will be used and processed. No part of this material may be reproduced or disclosed, in whole or in part, without the prior written
consent of Auscap Asset Management Limited.

Hong Kong

This newsletter has not been reviewed or approved by any regulatory authority in Hong Kong. This newsletter does not constitute an offer or invitation to the public in Hong
Kong to acquire the units in the Fund. Accordingly, unless permitted by the securities laws of Hong Kong, no person may issue or have in its possession for the purposes of
issue, this newsletter or any advertisement, invitation or document relating to the units in the Fund, whether in Hong Kong or elsewhere, which is directed at, or the contents of
which are likely to be accessed or read by, the public in Hong Kong other than in relation to the units of the Fund that are intended to be disposed of only to persons outside
Hong Kong or only to “professional investors” (as such term is defined in the Securities and Futures Ordinance of Hong Kong (Cap. 571) and the subsidiary legislation made
thereunder).

Singapore

This newsletter is being furnished to you on the basis that you are an “institutional investor” (as defined in the Securities and Futures Act (Chapter 289) of Singapore) and on
a confidential basis, solely for your information. This newsletter may not be reproduced, disclosed, or distributed to any other person in Singapore. Auscap Asset Management
Limited, as the responsible entity and manager for the Fund has not taken any steps to ensure that the capital markets products referred to in this newsletter are suitable for
any particular investor, and will not treat recipients as its customers by virtue of their receiving this document.

This newsletter has not been, and will not be, registered as a prospectus with the Monetary Authority of Singapore and this newsletter is not intended to constitute an offering,
and is not regulated by any financial supervisory authority pursuant to any legislation in Singapore. The investments or services referred to in this newsletter may not be suitable
for you and it is recommended that you consult an independent investment advisor if you are in doubt about such investments or investment services. Nothing in this document
constitutes investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable or appropriate to your individual circumstances or otherwise
constitutes a personal recommendation to you.

United Kingdom

This newsletter may be distributed in the United Kingdom only to persons who: (i) have professional experience in matters relating to investments in accordance with Article 19
of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended) (“FPO’); or (i) to whom this document may otherwise be lawfully distributed
(all such persons together being referred to as “Relevant Persons”). This newsletter is only directed at, or available to, Relevant Persons and must not be acted on or relied on
by persons who are not Relevant Persons. Any investment or investment activity to which this document relates is available only to, and will be engaged in only with, Relevant
Persons.

United States

This newsletter may not be distributed in the United States and does not constitute an offer to sell, or a solicitation of an offer to buy, securities in the United States. Any
securities described in this newsletter have not been, and will not be, registered under the US Securities Act of 1933 and may not be offered or sold in the United States except
in transactions exempt from the registration of the US Securities Act, the US Investment Company Act of 1940 and applicable US state securities laws.

If you do not currently receive the Auscap Newsletter automatically, we invite you to register. To register please go to the website
www.auscapam.com and follow the registration link on the home page. Interested investors can download a copy of the PDS for the Auscap Long Short
Australian Equities Fund at www.auscapam.com/auscap-fund/pds. We welcome any feedback, comments or enquiries. Please direct them to

info@auscapam.com.

Auscap Asset Management Limited Service Providers

ACN 158 929 143 AFSL 428014 Email: info@auscapam.com Prime Brokerage: Citi Global Markets Tax & Audit: Ernst & Young
Lvl 30, 9 Castlereagh St, Sydney Web: www.auscapam.com Administration: Link Fund Solutions



