AUSTRALIAN RESIDENTIAL
CONSTRUCTION HEADING FOR

A SIGNIFICANT DOWNTURN.

Australian residential construction to be hit hard by rate hikes

Over the last three decades there have been five Reserve Bank of Australia (RBA)
official cash rate (OCR) tightening cycles (refer Figures 1and 2).

Figure 1. RBA hiking cycles over the past three decades
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Figure 2. RBA tightening cycles (interest rate percentage change)

Cycle Date OCR bps increase Change

1 Jul 1994 to Dec 1994 275 4.75% to 7.50%

2 Oct 1999 to Aug 2000 150 4.75% to 6.25%

3 Apr 2002 to Mar 2008 300 4.25% to 7.25%

4 Oct 2009 to Nov 2010 175 3.00% to 4.75%
5 Apr 2022 to present 350 0.10% to 3.60%*

Source: Tyndall AM
*as at April 2023
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Unsurprisingly, total Australian housing commencements have responded to the
RBA's interest rate hiking cycle. Figure 3 shows the percentage change in housing
commencements pre and post the RBA's most recent tightening cycles.

Figure 3. Housing commencements pre and post RBA tightening cycles

Commencements 12 Commencements 12

months BEFORE start month AFTER end of

of rate increases rate increases
1 Jun-94 | 181,820 Dec-95 137,593 -24%
2 Sep-99 | 152,355 Sep-01 | 125479 -18%
3 Mar-02 | 151,522 Mar-09 141,563 -7%
4 Sep-09 | 131,587 Dec-11 154,801 +18%
5 Mar-22 | 227,625 ? ? ?

Source: Tyndall AM

Ordinarily | might have expected a more consistent pattern (i.e. for all periods to be
negative). However | make a number of observations from this data:

e Cycle1wasdriven by the RBA looking to reduce inflation after introducing
the 2-3% inflation target in the early 1990s. This is a similar situation to
today.

e Cycle 2 reflected the building industry hangover after the introduction of
GST in July 2000.

e Cycle 3 was more elongated and arguably motivated by the RBA looking
to reduce house price inflation, and was distorted by the GFC at the end of
the cycle.

e Cycle 4 was also distorted by the GFC and several state and federal
initiatives to encourage housing activity, in particular first homeowner
grants increasing from $7k to $14k for an existing home and from $14k to
$21k for a new home.

What is the likely impact of Cycle 5 on Australian housing commencements?
The answer seems to be exactly what you might expect. i.e. a drop of 30% or more.

We are starting from elevated levels thanks to the Australian homebuilder
programme, which saw Federal government grants of $25k to build a new home
or substantially renovate an existing one. There were around 138k applications
under the programme. This is not dissimilar to the pull forward of activity we saw
associated with the introduction of the GST. The RBA is also fighting a significant
inflation battle as was the case in Cycle 1.

When we factor in: (i) the cost pressures being experienced by builders, (ii) labour
availability issues, (iii) the lack of registered land, and (iv) the blowout in build
times, a very significant pullback in activity appears likely. This will become
increasingly evident in the back end of CY23 and into CY24.

Home sales data provides a useful guide as to what likely lies ahead. It typically
takes 6-12 months for a home sale on a registered block of land to flow through to
an approval, let alone a commencement. This timeframe can blowout significantly
if the land is not registered. Housing sales data from the Housing Industry
Association (HIA) confirms this.

While February 2023 home sales increased 14.3% compared to January, new home
sales for the three months to February were down 46.8%. NSW was down a
staggering 76.6% on the same time last year, which is not surprising given it is the
most expensive market nationally and the most interest rate sensitive. Ultimately,
Cycles 2 and 5 prove that you can't party this hard without getting a hangover.
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A fall of 40% in housing commencements would suggest commencements in the
order of 136k, while a 30% decline would be around 159k. It's worth noting the
biggest ever annual decline seen in Australian housing starts was post the
introduction of the GST: in the 12 months to June 2001, housing commencements
declined 33%. That record certainly looks under threat given the dual impact of a
pull forward in activity and a significant increase in interest rates.

The consensus view based on a number of market forecasts suggests a big
correction in housing starts in FY23 (around -23%) and a smaller decline in FY24
(around -7%). While directionally this might be right, | suspect the pullback could
be deeper and longer than is forecast. The risk for companies exposed to this
sector is that consensus underestimates the earnings leverage with pricing (which
recently has generally been strong, in line with inflation) becoming increasingly
difficult to achieve in a much weaker demand environment.

Eventually the clouds will clear from the valley

Despite the current challenges, the RBA will send a stronger signal that rate hikes
are done and given the strong migration outlook and housing shortage this
should underpin a return to stronger residential construction activity. Sensible
government policy may also eventuate around ‘built-to-rent’ and social/affordable
housing. Let's hope the days of handouts and mis-guided tax incentives as has
been the norm for both political parties over the past 25 years are over.

From Tyndall's perspective, this scenario presents a challenge. While some of the
impacted companies are suggesting value is emerging, the likelihood of a further
downturn in activity and downward revisions to consensus expectations increase
the risk of investing too early, or as we often caution, "on the wrong side of the
valley." Nonetheless, our exposure to the Australian residential construction sector
remains limited, and we have no immediate plans to change this stance.

Our modest exposure comes through Reliance Worldwide (RWC), whose small
Australian business derives roughly 50% of its revenues from new construction,
representing about 5% of its total earnings. Our focus with RWC, however, lies
more in its US and European exposures. We anticipate that significant value
opportunities will emerge over the next 12-18 months, and we are closely
monitoring the situation to ensure we invest "on the right side of the valley."

Contact us

Call : 1800 251 589
Email : investor@yarracm.com

Level 11, Macquarie House
167 Macquarie Street
Sydney NSW 2000

@ ESG is incorporated into each and every valuation
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Important information:

This material is distributed by Yarra Funds Management Limited ABN 63 005 885 567, AFSL 230251 and is
intended for viewing only by wholesale clients for the purposes of section 761G of the Corporations Act 2001
(Cth). Tyndall Asset Management (Tyndall AM), an investment team within the Yarra Capital Management
Group, is responsible for the day-to-day management of the Fund'’s investments. Tyndall AM is one of
Australia’s largest and most experienced investment teams, having worked together for an average of 15
years. The Tyndall AM investment team has a joint venture with the Yarra Capital Management Group. This
ownership structure ensures alignment of interests and fosters a strong performance culture.

This document may not be distributed to retail clients in Australia (as that term is defined in the
Corporations Act 2001 (Cth)) or to the general public. This document may not be reproduced or distributed
to any person without the prior consent of Yarra Funds Management Limited. The information set out has
been prepared in good faith and while Yarra Funds Management Limited and its related bodies corporate
(together, the “Yarra Capital Management Group”) reasonably believe the information and opinions to be
current, accurate, or reasonably held at the time of publication, to the maximum extent permitted by law,
the Yarra Capital Management Group: (@) makes no warranty as to the content’s accuracy or reliability; and
(b) accepts no liability for any direct or indirect loss or damage arising from any errors, omissions, or
information that is not up to date.

To the extent that any content set out in this document discusses market activity, macroeconomic views,
industry or sector trends, such statements should be construed as general advice only. Any references to
specific securities are not intended to be a recommendation to buy, sell, or hold such securities. Holdings
may change by the time you receive this report. Portfolio holdings may not be representative or future
investments. Future portfolio holdings may not be profitable. The information should not be deemed
representative of future characteristics for the strategies listed herein. Past performance is not an indication
of, and does not guarantee, future performance.

References to indices, benchmarks or other measures of relative market performance over a specified
period of time are provided for your information only and do not imply that the portfolio will achieve similar
results. The index composition may not reflect the manner in which a portfolio is constructed. Portfolio
characteristics take into account risk and return features which will distinguish them from those of the
benchmark.

There can be no assurance that any targets stated in this presentation can be achieved. Please be advised
that any targets shown are subject to change at any time and are current as of the date of this presentation
only. Targets are objectives and should not be construed as providing any assurance or guarantee as to the
results that may be realized in the future from investments in any asset or asset class described herein. If
any of the assumptions used do not prove to be true, results may vary substantially. These targets are being
shown for informational purposes only.

Whilst we seek to design portfolios which will reflect certain risk and return features such as sector weights
and capitalization ranges, by accepting the presentation as a wholesale client you are taken to understand
that such characteristics of the portfolio, as well as its volatility, may deviate to varying degrees from those
of the benchmark.

FOR DISTRIBUTION ONLY TO FINANCIAL INSTITUTIONS, FINANCIAL SERVICES LICENSEES AND THEIR
ADVISERS. NOT FOR VIEWING BY RETAIL CLIENTS OR MEMBERS OF THE GENERAL PUBLIC.

©Yarra Capital Management 2023.
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