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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. 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 158 929 143 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 Product Disclosure Statement, 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.
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Welcome

Welcome to the Auscap newsletter, an opportunity for us to report the performance of the Auscap Long Short
Australian Equities Fund (Fund) to current and prospective investors. In each publication we will also discuss a
subject that we have found interesting in our research and analysis of the market. We hope that you enjoy
reading these snippets and encourage any feedback. In this edition we discuss housing credit growth and assess
a few potential implications of the Royal Commission into Misconduct in the Banking, Superannuation and
Financial Services Industry.
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Fund Returns Fund Exposure
Period | Auscap | AilOras [l June 2018 Average %NAv
June 2018 0.39% 2.95% Gross Long 83.1%
Financial Year to date 12.71% 13.72% Gross Short 38.3% 16
Calendar Year to date (3.24%) 4.04% Gross Total 121.4% 42
Since inception 198.52% 76.08% Net / Beta Adjusted Net 44.8% 19.8%

Fund Monthly Returns

[ voar | Jul %| Aug% | Sep % | Oct % | Nov % | Dec 6| Jan %  Fe % | Mar %| Apr % | May% | Jun % | YTD|
FY13 1.35 0.74 1.23 146 983 (4.05) 832 19.72
FY14 470 428 584 546 286 257 132 532 070 029 382 1.48 46.01
FY15 295 524 (2.09) 225 (0.43) 044 365 490 398 (1.36) 443 (7.55) 16.81
FY16 3.46 164 482 465 469 456 (3.01) (3.54) 322 (1.24) 096 (1.19) 20.13
FY17 848 213 (2.37) (272) (1.83) 4.00 (1.20) 042 252 (0.81) (1.53) 1.18 7.97
FY18 (0.77) 275 253 6.96 2.58 1.56 (2.50) (4.31) (0.56) 1.75 211 0.39 12.71
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Will The Royal Commission End The Leverage Obsession?

Australians appear to be addicted to leverage. Specifically, housing leverage. In 23 of the last 25 years,
Australian household leverage has increased. That is, the average household has borrowed more money for
the same dollar of income. The debt to income ratio has continued to rise, with only occasional pauses. Will this
continue into perpetuity? We are reminded of a famous German proverb, “trees don’t grow to the sky’.

Change in Household Leverage (Household Debt to Income Ratio)
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Household debt as a percentage of disposable income now exceeds 190%.
Household Debt As A Percentage Of Disposable Income
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Housing credit is now over 62% of total private sector credit.

Private Sector Credit - Percentage of Total
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Part of the equation has been falling borrowing costs. As interest rates fall, households can afford to borrow
more money with the same dollar of income. Whether this is a sensible strategy might be a question for debate.
In recent years APRA has started to insist that lenders use a minimum borrower interest rate assumption of 7%
to assess a borrower’s capacity. This is recognising that interest rates are unlikely to stay low forever, and that
housing loans are typically written over a 25 or 30 year period. Ensuring that households can afford their loans
under a higher interest rate scenario is logical and sensible.

Australian Borrowing Costs
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The Royal Commission into Misconduct in the Banking, Superannuation and Financial Services Industry (Royal
Commission) appears to have uncovered another reason explaining why and how leverage has been ballooning.
The availability of credit has been growing partly due to the widespread understating of household expenses
and a corresponding lack of due diligence by lenders to investigate the facts. An over-reliance on the Household
Expenditure Measure (HEM), an index designed to put a floor on claims of low living expenses, was being used
by a large number of loan applicants and lenders as the estimate for actual annual non-housing related living
expenses. When applied, this index has been an unrealistically low approximation of household expenditure for
the majority of households.

We suspect ensuring appropriate household expenditure due diligence is conducted by lenders will be an
outcome of the Royal Commission. As Wayne Byers, Chairman of APRA, stated in a speech to the Australian
Business Economists, “Under ASIC’s responsible lending obligations, banks are required to make reasonable
inquiries into borrowers’ living expenses, and APRA’s own prudential practice guide is clear that benchmarks
shouldn’t be relied on to proxy expenses. Benchmarks can be helpful in providing a prudent floor where borrower
declared expenses appear low, but should not be a replacement for making reasonable inquiries.” The major
banks appear to have already adopted more stringent measures to verify household expenditure. More detailed
inquiries are now being done. Formal due diligence on bank account and credit card statements could be an
outcome. Positive comprehensive credit reporting will undoubtedly give lenders a greater ability to assess a
borrower’s financial position.

How this affects leverage ratios and the creation of household credit is unclear. It is a possibility that household
leverage ratios are peaking. This is significant, because increasing leverage has clearly been a partial driver of
house price growth over recent years. If deleveraging were to take place, this credit contraction would reduce
property price growth. The outcome of the Royal Commission, APRA’s multi-year focus on ensuring prudent
lending standards and the banks’ adoption of more rigid standards is not yet clear in the data. As Wayne Byers
commented “the changes in lending practices to date do not seem to have had an obvious impact on housing
credit flows in aggregate”. But perhaps this is no surprise. Living expenses featured in the Royal Commission in
March 2018. Our enquiries with a number of lenders suggest that living expenses came into greater focus around
this time. So will a sustained focus on living expenses be the straw that breaks the camel’s back?

There is a lot of mixed reporting in relation to credit growth. Many comment on the size of domestic credit in
aggregate. This data relates to the stock of total credit in an economy. It is last year’s aggregate credit plus new
credit created less any credit extinguished.

Credit Growth (Year On Year Change In Credit Stock)
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It is our view that this is a lagging indicator for what is happening in the economy, which operates more on the
flow of credit. That is, how much new credit is being created this year versus how much was created last year.
The largest component of credit is housing related credit.

Housing Credit Flow Growth (Year On Year Change In Credit Flow)
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The most recent May 2018 data point suggests new housing credit growth is weak, coming in at just +0.08% on
an annualised basis. It is worth noting that the May 2018 data point reflects settlement data. The actual exchange
of properties that has led to this data most likely occurred six to eight weeks prior. This data potentially predates
any changes made by lenders following the Royal Commission’s focus on household expense verification. If
borrowers are now finding it more difficult to obtain credit, this might not immediately present itself in the data.
However, we suspect there are a few leading indicators. One such indicator might be auction clearance rates.
It would be understandable that vendors have price expectations based on comparable sales made six to twelve
months ago. But if a borrower’s capacity has been reduced, there might be a noticeable gap between a buyer’'s
ability to pay and a vendor’s expectation on price. It is interesting to observe that clearance rates around the
country have recently fallen significantly.

Weekly Australian Auction Clearance Rate, Combined Capital Cities
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If lower clearance rates and listing volumes are symptomatic of falling housing credit growth, this should become
apparent in the data over the coming months. It should be noted that the level of housing credit growth has
important implications for the domestic economy. Has Australia become overly reliant on the creation of housing
credit and increased household leverage to fuel economic growth? Only time will tell. In the interim we will

continue to analyse the data carefully. It might provide both long and short opportunities for the Auscap Fund in
the near term.

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 at
www.auscapam.com/auscap-fund/pds. We welcome any feedback, comments or enquiries. Please direct them to info@auscapam.com.
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