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When it comes to portfolio construction, having an effective asset allocation in place should be first priority for all
investors. Most importantly, this asset allocation process addresses the investor’s preference for investment risk and
return. It is only after establishing these parameters that investors should focus on the merits of each investment that
makes up an asset class. This article focuses on the equities component of the allocation, and in particular, the Australian
equities allocation.

Very few investors have the requisite skills and experience to invest directly in a portfolio of shares that will outperform the
broad market over time. With this in mind, investors may be better off investing with one or more quality active managers
or simply in a low cost passive solution.

However, the fact remains that many investors still invest directly and do so in a relatively concentrated way. Due to a
variety of factors, these investments tend to also consist of the largest Australian shares by market capitalisation, also
known as “blue chip” shares. Familiarity of brand names, a notion of “bigger is better”, and the attraction of high dividends
are all reasons for this investment preference. The strong dividend (and franking credit) profile of these large cap stocks
in particular resonated with investors over the past few years as interest rates reached historic lows. Moreover, the
stubbornly anemic global economic growth further added to the appeal of higher yielding assets.

The charts below illustrate the stronger dividend profile of the largest Australian companies by market capitalisation and
the increase of this yield over the past 5 years.

Chart 1: Dividend yields
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Source: BetaShares, Bloomberg. Past performance is not an indicator of future performance.

Buying stocks with strong cash flows and dividend payout ratios can lead to superior relative performance during times of
market stress or low growth environments. During such conditions, investors turn defensive and generally rotate into
these stocks and out of more speculative exposures. We saw this during the global financial crisis sell off and the
subsequent period of global austerity measures.

Table 1: Performance during times of market stress or low growth environments

MARKET STRESS LOW GROWTH
DEC 07 - DEC 09 DEC 10 - DEC 13

S&P/ASX 20 Index -7.05% 37.90%
EX 20’s Index -18.85% 17.71%

Source: Bloomberg. Past performance is not indicative of future performance. EX 20’s Index is the Nasdaq Australia Completion Cap Index, which represents Australian companies ranked from 21 to 200

by free float adjusted market capitalisation.
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Investing for the long run

Attractive current dividend yields, however, only paint half the picture when investing for the long term, and in certain
instances can lead to “value trap” investing. Value traps occur when stocks appear to be cheap by metrics such as high
dividend yields, only to fall further in price due to continuing deterioration in business performance. In these cases the
attractive yields merely served as a siren song.

In order to accumulate wealth, investors must also continually assess whether the companies they invest in have the
ability to grow earnings. This is certainly no easy task. For many of the Australian “blue chip” companies their businesses
are now fairly mature and have limited growth prospects available to them. As a result, they compete fiercely for local
market share where total revenue pools are limited.

Telstra is a very good example of such a business. As the largest telecommunications company, Telstra has been in an
enviable position historically and many investors were drawn to this profile and the strong dividends it paid out every
year. However, fierce competition from smaller players in newly rolled out technology, coupled with challenging regulatory
reforms have significantly altered the company’s growth profile and even the ability to maintain dividend levels. The end
result has been very disappointing long term returns for shareholders. Telstra is, of course, one example, but similar
questions regarding future growth potential can be asked about other large Australian companies, including the big four
banks.

Contrast this, for example, to the US, where the top 10 largest companies have quite different growth profiles.
Tahle 2: Growth profiles of the top 10 largest US companies

EPS Share price EPS Share price
growth” total retum™ growth”® total return™

Company Company
1 |Apple 77% 23.6% CBA 5.29% 5.04%
2 |Microsoft 4.1% 26.3% BHP -16.66% 4.40%
3 |Amazon 64 5% 43.9% Westpac 3.03% 261%
4 |Facebook 261.3% 44 0% NAB -0.01% 4.08%
5 |JP Morgan Chase 34% 20.3% ANZ 0.06% 222%
6 |Berkeshire Hathaway 29% 12.7% CSL 8.46% 2399%
7 |Johnson & Johnson 4 6% 11.2% Wesfarmers 5.63% 523%
8 |Exxon Mobil -14 9% 06% Telstra -0.71% -2.95%
9 |Alphabet 14 8% 19.8% Woolworths -8.40% -151%
10 |Bank of America 87% 20.8% Macquarie 35.39% 2925%

Source: Bloomberg. Past performance is not an indicator of future performance.

AEPS growth shows the 5 year compounded growth rate in EPS from continuing operations

*Share Price total return reflects annualised 5 year return to 30 April 2018

Not only do the largest US companies show better average shareholder and EPS growth, but more disconcerting is the
fact that many of the Australian companies actually delivered negative price growth after adjusting for their dividends.
And this during a time when the equities market is still in a bull market phase.
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The “EX” Factor: Looking outside the Top 20

The good news is that within the Australian market there are segments that offer exposure to different growth profiles
than those available from the largest 20 stocks. Whilst this growth will shift across industries and individual companies
over time, investors may be interested to know that a simple passive investment outside the largest 20 stocks offers a
compelling case.

The Nasdaq Australia Completion Cap Index is an index that represents the companies ranked from number 21 to 200
by market capitalisation and this exposure is easily accessible via the BetaShares Australian Ex-20 Portfolio
Diversifier ETF (“EX20”) that aims to track this index. The underlying stock holdings within this ETF are more evenly
diversified across industry sectors than the broad market S&P/ASX 200 Index, which is still heavily influenced by the
profile of the top 20 stocks (the constituents of the S&P/ASX 20 Index make up approx. 58% of the S&P/ASX 200 Index).

Long term return, risk and earnings growth henefits

Despite the outperformance of the Large Caps during the GFC and subsequent period (Table 1 above), the Nasdaq
Australia Completion Cap Index outperformed the S&P/ASX 200 Index over the 10 year period including the GFC and up
to 30 April 2018 (6.61% vs 5.29% annualized). The outperformance was particularly impressive over the last 3 years
when global market sentiment improved substantially — a common environment for Mid and Small Cap stocks to
outperform (11.74% vs 5.69% annualized). Over this period, coincidently, the S&P/ASX 20 Index could only deliver a
2.05% annualized total return.

An often overlooked feature of Mid and Small Cap stocks is the lower volatility they exhibit. Investors may have
mistakenly thought that these stocks may have exhibited higher volatility due to their smaller size, lower liquidity, or less
stable/diversified earnings. The reality is that stocks within this segment of the market are more diversified across sector
industries and also show lower correlation to one another than Large Caps do.

Tabhle 3: Performance up to 30 April 2018

ANNUALISED RETURN
1YEAR 3YEAR 5YEAR 10YEAR | VOLATILITY
S&P/ASX 20 Index 0.60% 2.05% 5.16% 5.50% 17.79%
S&P/ASX 200 Index 5.43% 5.69% 7.53% 5.29% 16.87%
EX 20’s Index 14.16% 11.74% 12.37% 6.61% 15.61%

Source: Bloomberg. You cannot invest directly in an index. Performance excludes the impact of ETF fees and expenses. Past performance is not an indicator of future performance. EX20’s Index is the

Nasdag Completion Cap Index.

And what about the future? Earnings growth forecasts for the Australian market still favour the Mid and Small Cap
segment. On a 1-year forward looking basis, stocks within the S&P/ASX 20 Index are only expected to grow earnings by
3.35%, whilst stocks in EX20’s index are expected to grow earnings by 11.31%. These types of growth rates can have a
meaningful impact on the ultimate equity risk premium.

1Based on current year Bloomberg estimated EPS to 12 month forward estimated EPS.
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How investors can use EX20

1. Market exposure: EX20 is a diversified portfolio with attractive historical long term risk adjusted returns and may
therefore be preferred by investors looking for broad Australian equity market exposure.

2. Portfolio diversification: Investors who feel they have too much exposure to the largest capitalisation stocks (and
their associated higher sector concentration), can easily add EX20 as a portfolio diversifier and conveniently obtain
an exposure closer to the broad Australian equities market.

3. Economic growth tilts: Mid and Small Cap stocks generally offer opportunity for attractive relative returns during
stronger economic growth periods. These companies earn the largest portion of their revenues domestically and are
therefore more leveraged to the business cycle. Historically, they have also outperformed the broader market in
periods of rising interest rates. Our view is that Australia currently lags the US market from a recovery point of view.
This is reflected not only in the trend of economic indicators but also stock market performance. We expect
Australia’s economic growth to continue given the global economic backdrop, and we would look for stocks, as
represented by EX20, to therefore outperform the broader market.

It is our view that a diversified Australian equity allocation to the section of the stock market that excludes the largest
market capitalisation stocks is worthy of consideration by investors. We believe that such an exposure offers potential for
compelling investment outcomes for a variety of strategies and, ultimately, long term equity returns.

Louis Crous
BetaShares, Chief Investment Officer

BetaShares Capital Limited (ACN 139 566 868 / AFS Licence 341181) (“BetaShares”) is the issuer of this information. This information is general only, is not personal financial advice, and is not a
recommendation to invest in any financial product or to adopt any particular investment strategy. It does not take into account any person’s financial objectives, situation or needs. Investments in
BetaShares Funds are subject to investment risk and the value of units may go down as well as up. Any person wishing to invest should obtain a copy of the relevant PDS from www.betashares.
com.au and obtain financial advice in light of their individual circumstances.

Future results are impossible to predict. This information may include opinions, views, estimates and other forward-looking statements which are, by their very nature, subject to various risks and
uncertainties. Actual events or results may differ materially, positively or negatively, from those reflected or contemplated in such forward-looking statements. Opinions and other forward-looking
statements are subject to change without notice. Any opinions expressed are not necessarily those of BetaShares.

NASDAQ®, OMX®, NASDAQ OMX®, and Nasdaq Australia Completion Cap Index™, are registered trademarks of Nasdag, Inc. (which with its affiliates is referred to as the “Corporations”) and are
licensed for use by BetaShares. The Fund has not been passed on by the Corporations as to its legality or suitability. The Fund is not issued, endorsed, sold, or promoted by the Corporations. THE
CORPORATIONS MAKE NO WARRANTIES AND BEAR NO LIABILITY WITH RESPECT TO THE FUND.
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