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Executive Summary

Review

Portfolio performance for the June Quarter 2010 was -13.07% versus the benchmark return of -11.20%.

The Australian equity market closed 11.2% lower for the June quarter, which has left the market down
10.1% for the calendar year to date, but up 13.1% for the 2009/10 financial year. The equity market
was driven by concerns over sovereign debt and a slowing global economic recovery. Domestically, the
uncertainty around the proposed Resource Super Profits Tax (RSPT) weighed on the market. In company
news, mining companies reacted forcefully to the government’s RSPT proposal. In addition, many compa-
nies took the opportunity to update the market on earnings ahead of the August reporting season, whilst
Telstra reached a non-binding agreement to participate in the government’s National Broadband Network
initiative. Noteworthy corporate events included; a successful bid by Newcrest Mining for Lihir Gold, a bid
from Bright Foods for CSR’s sugar and renewables business and the announcement by Foster’s Group of
its intention to demerge its wine business.

Portfolio

At a sectoral level, the Portfolio benefited from its relative positioning in the Materials, Consumer Staples
and Healthcare sectors. Conversely positions in the Financials (ex REITs), Telecommunications and REITs
sectors detracted from performance.

At a stock level, the overweight positions in Amcor, Coca-Cola Amatil, Crown and Oil Search were the
largest positive contributors to relative performance. The nil holding in Brambles also contributed to per-
formance. Detractors to the Portfolio included the relative position in Telstra and overweights in Onesteel,
Toll Holdings and Seven Group Holdings.

Outlook

Whilst a more subdued growth outcome is likely, the market has moved to price in a very bearish
scenario. Current consensus earnings price the market at 10.9 times the FY11 forecast — almost a
30% discount to historical trading norms. The market will undoubtedly repeg earnings assumptions
in the wake of the forthcoming August reporting season and the risk is for some downward adjust-
ment to this forecast, which currents rests at +25.3% year on year EPS growth. However with such
a large discount embedded in prices valuation support is likely to emerge and the market should
begin to focus on the level of underlying earnings recovery, rather than the immediate direction of
earnings adjustments. FY12 is still being viewed as a further recovery year with +13.2% built into
assumptions and resulting in a single digit PE of 9.6 times. Aside from the distractions of politics, the
domestic economy remains very buoyant with strong employment and GDP data continuing to flow.
The global backdrop has weighed significantly upon domestic market sentiment despite the strong
Australian macroeconomics. A reasonable result season and a refocus on the supportive underlying
metrics should prove to be the catalyst for a domestic market re-rating.
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Market Review

The Australian equity market closed 11.2% lower for the June quarter, which has left the market down
10.1% for the calendar year to date, but up 13.1% for the 2009/10 financial year. The equity market
was driven by concerns over sovereign debt and a slowing global economic recovery. Domestically, the
uncertainty around the proposed Resource Super Profits Tax (RSPT) weighed on the market. In company
news, mining companies reacted forcefully to the government’s RSPT proposal. In addition, many compa-
nies took the opportunity to update the market on earnings ahead of the August reporting season, whilst
Telstra reached a non-binding agreement to participate in the government’s National Broadband Network
initiative. Noteworthy corporate events included; a successful bid by Newcrest Mining for Lihir Gold, a bid
from Bright Foods for CSR’s sugar and renewables business and the announcement by Foster’s Group of
its intention to demerge its wine business.

In economic news the RBA raised cash rates by 50 basis points to 4.50% over the quarter; however
the cash rate was left on hold in June. GDP rose 0.5% quarter on quarter and the core measure of CPI
rose 3.0% year on year, which is at the top end of the RBA's target band of 2-3%. Employment rose
by 92,000 from March to May, and the unemployment rate declined to 5.2%. Consumer sentiment
and the NAB Business confidence index both fell from February to May.

In commodities, base metals (CRB Index -13.9%) and spot oil (TWI -9.7%) closed lower over the
quarter, reflecting concerns over the strength of Chinese demand as well as wavering confidence
in developed world growth recovery prospects. Spot gold gained (+12.1%) in USD terms over the
quarter, supported by increased risk aversion.

Within the market capitalization bands the large stocks (represented by the S&P/ASX 50 index)
declined 11.2%, whilst the mid cap stocks (represented by the S&P/ASX Mid Cap Index) declined by
10.8% over the quarter.

At a sector level, defensive sectors such as Telecommunications (+6.8%), REITs (-1.5%) and Consumer
Staples (-4.5%), were the best performing sectors with major moves by Telstra (+8.7%), Coca-Cola
Amatil (+6.3%) and Foster's Group (+6.8%).

Industrials (-18.9%), Financials ex REITs (-13.2%) and Information Technology (-12.6%)

underperformed over the period with individual stocks such as Ausenco (-59.1%), Downer EDI
(-52.4%), Westpac (-23.7%) and Isoft Group (-71.1%) all under significant pressure.
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Significant dispersion of stock valuations is creating
opportunities

Global share markets continued to lack confidence during the last month of the domestic financial year.
Even though the global economy is showing signs of improvement, recent economic data suggests the
pace of growth may be slowing, while the uncertainty regarding European sovereign debt continues to
overhang the European economy. In Australia, the Federal Government's Resources Super Profits Tax
('RSPT’) proposal and the public advertising battle with the Mining industry has not assisted with market
confidence. This uncertainty has led to falls in equity market share prices and has resulted in a significant
dispersion of stock valuations.

The Organisation for Economic Co-operation and Development (OECD) and the International Monetary
Fund (IMF) continue to point to economic expansion, albeit at a different pace across countries and re-
gions. Economic activity continues to improve in the US, Japan and notably China. Market impressions
regarding China’s growth prospects most recently oscillate between unsustainable and slowing. We expect
China GDP growth to slow from low double digit to high single digit growth. Meanwhile, the weaker Euro
economies remain under pressure with the fiscal spending cuts aimed in addressing outstanding sovereign
debt likely to result in positive, albeit lower GDP growth. Germany is an exception, with the weaker euro
dollar assisting their export competitiveness. Overall, the rate of global GDP growth is likely to slow. The
Chart below illustrates the continued level of GDP growth and the extent of the potential slowdown.

World GDP Growth
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In Australia, the announcement of the proposed ‘RSPT’ in late April was anticipated by the market but the
punitive parameters were a surprise for all investors, especially international equity investors. Anecdotally,
this has resulted in an increased domestic political risk premium. There was additional anecdotal evidence
from our discussions with market participants that international equity investors sold out of Australian
shares as a result of this political uncertainty. The chart below illustrates how international investors were
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already withdrawing from Australia prior to the ‘RSPT" announcement. As a result of the proposed RSPT,
the public relations battle between the Federal Labour Government and the Mining industry resulted in
the sensational replacement of Prime Minister Kevin Rudd. However, at the time of writing this report, the
new Gillard Government had agreed to a compromise with the mining industry.

Equity Market Inflows
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The slowdown in global GDP growth has in some instances led to equity market earnings revisions. In ad-
dition, the equity market volatility has also led to a magnified dispersion of sector PE relative valuations.
The share prices of companies that display defensive earnings characteristics currently trade on a PE rela-
tive multiple that suggests a 40% premium to market. Conversely, cyclical industrial stocks are trading at
share prices that reflect a 20-30% PE relative discount to market, while selective REITs are trading at share
prices below conservative net tangible asset valuations. However, the most significant discount is seen in
the Resources sector where share prices have been adversely impacted by global GDP growth concerns,
China growth concerns, and by the proposed ‘RSPT'. This PE relative discount ranges from 40% to 60%
to market, with smaller resources stocks displaying the largest discounts.

In summary, global equity markets are concerned with the rate of global GDP growth and there is in-
creased anxiety about a possible double dip recession scenario — an event which we still view as being less
likely. The Australian equity market has been influenced by the softening macro economic environment
and by the political concerns regarding the introduction of the ‘RSPT’. However, the Australian Federal
Government seems to have found a resolution to the proposed tax with the Australian mining industry.
Due to this macroeconomic and political backdrop, we find that there are significant valuation disper-
sions across the market that are creating attractive medium to longer term investment opportunities in a
number of sectors.
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Strategy and Outlook

Strategy

The global economic recovery is at an apparent inflexion point with some recent US data on the disap-
pointing side and Europe likely to continue to be hamstrung by sovereign debt concerns within member
countries. The situation being pondered by the market is whether the global economy dips into a second-
ary contractionary phase — the so-called double dip recession, or whether the pullback is merely a down-
ward adjustment to the upward trajectory of the recovery. On balance we still favour the latter outcome
as the most likely and have adjusted the Portfolio accordingly, with a clear growth orientation still evident
in tilts, albeit at trimmed levels. Positive tilts have carried over from last month in key cyclical sectors whilst
underweight tilts are still evident in the traditionally defensive sectors but we have taken some steps to
de-emphasise the extent of these negative tilts.

Outlook

Whilst a more subdued growth outcome is likely, the market has moved to price in a very bearish scenario.
Current consensus earnings price the market at 10.9 times the FY11 forecast — almost a 30% discount
to historical trading norms. The market will undoubtedly repeg earnings assumptions in the wake of the
forthcoming August reporting season and the risk is for some downward adjustment to this forecast,
which currents rests at +25.3% year on year EPS growth. However with such a large discount embedded
in prices valuation support is likely to emerge and the market should begin to focus on the level of under-
lying earnings recovery, rather than the immediate direction of earnings adjustments. FY12 is still being
viewed as a further recovery year with +13.2% built into assumptions and resulting in a single digit PE
of 9.6 times. The hiatus of foreign direct investment appears to have been somewhat alleviated at a cor-
porate level with the emergence of a new government and consequent scrapping of the proposed RSPT,
however offshore investor flows are likely to be slow to return as the market maintains a watchful stance
on an uncertain domestic political landscape. Aside from the distractions of politics, the domestic economy
remains very buoyant with strong employment and GDP data continuing to flow. The global backdrop
has weighed significantly upon domestic market sentiment despite the strong Australian macroeconom-
ics. A reasonable result season and a refocus on the supportive underlying metrics should prove to be the
catalyst for a domestic market re rating.
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Portfolio Overview

Portfolio Return

Portfolio Return% Out/Under Performance %
Period Benchmark%
Gross Net Gross Net

One Year 14.08 13.10 13.05 1.03 0.05
Three Years p.a -5.02 -5.86 -8.05 3.03 2.19
Five Years p.a 7.25 6.28 4.49 2.75 1.79
Seven Years p.a 13.95 12.92 9.70 4.26 3.23
Ten Years p.a 10.45 9.44 6.96 3.50 2.49
Since nceptionpa 11,80 10.76 7.73 4.07 3.03
Top 10 Stocks

Name Portfolio% Index% Tilt%
BHP Billiton 15.24 12.25 2.98

ANZ Bank 8.56 5.31 3.25
Commonwealth Bank 7.00 7.31 -0.30
Westpac Bank 6.17 6.13 0.04

Rio Tinto 5.72 2.81 2.90
Wesfarmers 5.07 3.22 1.85
National Australia Bank 3.93 4.79 -0.85
Newscorp 3.38 0.67 2.71
Amcor 2.90 0.75 2.15
Asciano 2.76 0.46 2.30

Portfolio Sector Tilts

Name Portfolio% Index% Tilt%
Energy 5.52 7.26 -1.75
Materials 31.51 25.46 6.05
Industrials 5.28 6.20 -0.92
Consumer Discretionary 9.18 4.21 4.97
Consumer Staples 6.96 8.91 -1.96
Healthcare 0.00 3.59 -3.59
Financials (x REITs) 35.83 31.96 3.87
REITs 3.16 6.28 -3.11
IT 0.00 0.79 -0.79
Telecommunications 1.44 3.95 -2.51
Utilities 0.00 1.38 -1.38
Cash 1.12 0.00 1.12
Total 100.00 100.00 0.00
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Portfolio Activity

Portfolio Activity

Major Purchases & Sales for June Quarter 2010
Purchases Sales

Seek Limited Leighton Holdings

James Hardie

Telstra

In April there were no significant purchases. The Portfolio sold Leighton Holdings during the month with
the proceeds reallocated across the Portfolio.

The Portfolio initiated positions in Seek Limited (SEK) and James Hardie (JHX) during May. SEK is Australia‘s
premier online job classifieds provider with close to 70% of the Australian and New Zealand market.
SEK have strong business management skills and intellectual property which is also being utilized in their
Asian and South American operations. While the Australian business continues to trade well in the cur-
rent employment climate, the current share price represents attractive value, given the strength of the
Australian business and the growth prospects of the Asian and South American ventures. JHX is a leading
international building materials group with a clear and sustainable technology advantage in both fibre ce-
ment product and production process. Issues related to future asbestos-related claims and their long term
funding are recognised, however, JHX offers attractive value and provides significant growth opportunities
given its operational leverage to a recovery in the US housing sector. There were no significant sales for
the month of May.

In June the Portfolio initiated a position in Telstra (TLS). TLS is the leading telecommunications and in-
formation service provider in Australia with a full suite of services across voice, mobile, data and internet
products and has either a dominant or significant market share in each service category. TLS represented
attractive value, given its sound balance sheet and its leading market share across all vital segments. The
signing of a Financial Heads of Agreement with NBN Co also substantially reduced the regulatory risk sur-
rounding the company’s business model. There were no significant sales for the month.

Contact Details

The following personnel will be available to comment on details mentioned in this report:
Mr. Chris Terzis

Senior Manager, Client Services.
Phone: +61 2 9259 0211
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