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Fat Prophets take Profits

Despite a solid first half result that delivered a ‘clean’ 6% year-on-year increase in cash earnings and a
relative legal victory (albeit not a moral one) regarding the bank bill swap rate (BBSW) case, Westpac
(ASX.WBC) shares have entered a downward trend over the past six months. With the interim results setting
a relatively high hurdle for Westpac to leap over given some headwinds, we view it as an appropriate time to
take profits on the position.

Westpac management have indicated revenue growth will be more challenging going forward and highlighted
a relative tightening of funding markets, as well as higher costs associated with the increase in regulatory
scrutiny. There are also some concerns regarding the composition of its mortgage book weighing on
sentiment. Meanwhile, the technical picture has deteriorated. Accordingly, we have a relative preference for
other banks such as ANZ, NAB and Bank of Queensland due to case specific factors.

Westpac has been a solid performer in the portfolio, with strong dividends flowing since its inclusion. Having
taken profits on the stock a couple of times (FAT-AUS-695, FAT-AUS-651), and having maintained a hold

recommendation for several years, we now believe it is time to move on.

We recommend Members sell Westpac around current prices. The stock will be removed from the Fat

Prophets portfolio at this juncture.

1H18 Headline Numbers

For the six months ending 31 March 2018 (1H18), Westpac reported statutory net profit of $4,198 million,
representing an increase of 7% compared to 1H17. Cash earnings - which are the more closely watched

profit metric for Westpac and its peers — increased 6% to $4,251 million, to come in slightly above

expectations.

Cash earnings per share of 125.0 cents marked a lower 4% increase following new share issuance as part of
the DRP (dividend reinvestment program). The interim dividend was left unchanged at 94.0 cents a share,
disappointing the market. That represented a pay-out ratio of 75.28%, down from 78.57% a year earlier and
was the lowest for a couple of years.

The group cash return on equity (ROE) of 14.0% was little changed with a year ago (+1 basis point) and up
37 basis points from the September half.



Change Change

1H18 1H18 - 2H17 1H18 - 1H17

Reported net profit after tax $4,198m 3% 7%
Cash earnings $4,251m 5% 6%
Cash EPS' 125.0c 4% 4%
Common equity Tier 1 capital ratio? 10.5% (6bps) 53bps
Return on equity (ROE)3 14.0% 37bps 1bp
Net tangible assets per share $15.00 2% 5%
Margin (excl. Treasury & Markets)* 2.05% 3bps 9bps
Expense to income ratio* 41.7% (91bps) (9bps)
Impairment charge to average loans 11bps - (4bps)
Interim dividend?® (fully franked) 94c - -

1 Cash EPS is cash eamings divided by the weighled average ordinary shares. 2 Commion equity Tier 1 capital ralio on an APRA Basel |ll basis. 3 Relum on equity i cash eamings divided by average ordinary
equity. 4 Cash eamings basis. 5 Cenls per share.

Source: Westpac

Group cash earnings were underpinned by strong double-digit percentage cash earnings growth in the
Consumer Bank and Business Bank divisions. The Institutional Bank was a laggard, with a double-digit
percentage decline in cash earnings, but is a smaller contributor to the group than the Consumer or Business
Bank.

Group core earnings grew 4% to $6,497 million, while impairment charges were approximately 20% lower at
$393 million, bolstering profit. Driving core earnings, net interest income grew 8%, while non-interest income
declined 7%. Overall, net operating income increased 4% to $11,151 million. Net operating expenses were
well contained, rising just 3%.

The 8% increase in net interest income to $8,301 million was driven by 4% growth in average interest-
earning loans, propelled by growth in housing, a 9-basis point increase in the group net interest margin (NIM)
excluding Treasury and Markets. Including Treasury and Markets the group NIM increased 10 basis points to
2.17%, despite a 5-basis point drag from the Bank Levy.
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Lending growth was led by Australian mortgages (the largest contributor) growing 6%, while Australian
business lending was up 3%. New Zealand lending increased 3% in NZ dollar terms, which translated to 6%
growth in Australian dollars. Group customer deposits increased 5% year-on-year.

Non-interest income was down $218 million, or 7% from 1H17 to $2,850 million with the decline mostly due to
lower markets related income and a decrease in banking fee income, with the latter due to “lower credit card
interchange fees, the elimination of certain ATM fees and capping account-keeping fees.”

Net operating expenses increased 3% to $4,654 million, with the increase mainly due to an increase in
investment-related spending and higher regulatory and compliance costs, including those related to the

Royal Commission.

Impairment charges of $393 million were $100 million, or 20% lower year-on-year reflecting sound overall
credit quality. They did tick up $33 million or 9% from the September 2017 half year though.

Stressed assets to total committed exposures (TCE) edged up 4 basis points from the September half to
1.09% in 1H18, but were down 5 basis points from a year earlier as the backdrop for the New Zealand dairy
portfolio improved. There was little change in the quality of the key mortgage loan portfolio on the books,
although there was slight uptick in loans 90 days past due.

The mortgage book at Westpac has faced some heightened scrutiny after Royal Commission hearings and a

review - based on a PwC report - that found Westpac to have relatively exposure to high loan-to-value (LVR)
and interest-only (10) loans.



Credit quality

« Asset quality remains sound Stressed assets to TCE (%)

» Stressed assets to total
committed exposures (TCE) were
down 5bps over the year
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Turning briefly to a few of the key divisional results and the Consumer Bank posted 1H18 cash earnings of
$1,717 million, up 12% year-on-year. This was driven by balance sheet growth, an increase in the net interest
margin and lower impairment charges. Total net loans increased 5% to $378 billion, driven by a 6% increase
in mortgages, while total deposits also increased 5% to $199.4 billion.

The net interest margin (NIM) increased 10 basis points year-on-year to 2.37%, while impairment charges of
$233 million were 14% lower than a year earlier. Positively, the expense to income ratio showed a one
percentage point improvement year-on-year to 39.17%.

The Business Bank posted 13% growth in cash earnings to $1,080 million, driven by an increase in loans
and good margin discipline, along with a decrease in impairment charges. Core earnings grew 7% from a
year ago as total net loans increased 4% to $151.7 billion and the net interest margin expanded 8 basis
points to 2.78%. Impairment charges fell by roughly a third (-32%) to $137 million.

Westpac Institutional Bank was the weak link when compared to a year earlier, with cash earnings slipping

12% to $551 million, largely because a strong markets performance in 1H17 was not repeated in 1H18. Non-
interest income slumped 22%, while net interest income edged up 3%. A net impairment benefit a year earlier
swung to a modest impairment charge in 1H18.

Westpac has said it remains committed to owning_its wealth management business, BT Financial Group. Its
cash earnings increased 7% year-on-year to $404 million, as revenue increased 5% and operating expense
growth was contained to 2%. Management said the sale of its stake in BT Investment Management had
removed some of the conflicts of interest that had concerned some.




On the capital side, Westpac’s CET1 (common equity tier 1) ratio stood at 10.50% at March 2018, in line with
APRA’s ‘unquestionably strong’ benchmark ahead of the January 2020 deadline. The CET1 ratio was down 6

basis points from the 10.56% at 30 September 2017, as regulatory modelling changes reducing the ratio 22

basis points were partially offset by first half organic capital generation of 19 basis points. The following
‘waterfall’ chart shows the key factors bridging the two periods.

Common Equity Tier 1 capital ratic movement for First Half 2018
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Turning to the charts, and on the daily, prices have broken below both the 50 (red line) and 200 (green line)
moving averages which confirms momentum has rotated south. Support at the 78.6% Fibonacci retracement
of $30.31 has given way, as has that at $29.40, being the May 2017 low. Prices are now flirting with support
at $28.24 which could open the door to an even steeper decline.
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With reference to the monthly chart, resistance was respected at the 61.8% Fibonacci retracement (red set)

of $35.10 in May last year. This has resulted in a rotational shift in downward momentum. Support at the 50%

Fibonacci retracement of $28.72 has given way, and the next layers in sight are at $27.57, and $26.12

(61.8% Fibonacci retracement). If these do not hold this is likely a precursor to an even deeper turn south.
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Summary

Westpac shares are currently trading on approximately 11.4x forecast FY18 earnings and 11.3x FY19, while
the projected yield over the same time frame expands from 6.7% to 6.8%.

Despite a solid first half result that delivered a ‘clean’ 6% year-on-year increase in cash earnings and a
relative legal victory (albeit not a moral one) regarding the bank bill swap rate (BBSW) case, Westpac
(ASX.WBC) shares have entered a downward trend over the past six months. With the interim results setting
a relatively high hurdle for Westpac to leap over given some headwinds, we view it as an appropriate time to
take profits on the position.

Westpac management have indicated revenue growth will be more challenging going forward and highlighted
a relative tightening of funding markets, as well as higher costs associated with the increase in regulatory
scrutiny. There are also some concerns regarding the composition of its mortgage book weighing on
sentiment. Meanwhile, the technical picture has deteriorated.

Westpac has been a solid performer in the portfolio, with strong dividends flows since its inclusion. Having
taken profits on the stock a couple of times (FAT-AUS-695. FAT-AUS-651), and having maintained a hold
recommendation for several years, we now believe it is time to move on.

We recommend Members sell Westpac around current prices. The stock will be removed from the Fat

Prophets portfolio at this juncture.

Disclosure: Westpac is held in the Fat Prophets Australian Share Income managed account portfolio.



DISCLAIMER

Fat Prophets has made every effort to ensure the reliability of the views and recommendations expressed in the reports published on its websites. Fat
Prophets research is based upon information known to us or which was obtained from sources which we believed to be reliable and accurate at time of
publication. However, like the markets, we are not perfect. This report is prepared for general information only, and as such, the specific needs,
investment objectives or financial situation of any particular user have not been taken into consideration. Individuals should therefore discuss, with their
financial planner or advisor, the merits of each recommendation for their own specific circumstances and realise that not all investments will be
appropriate for all subscribers. To the extent permitted by law, Fat Prophets and its employees, agents and authorised representatives exclude all liability
for any loss or damage (including indirect, special or consequential loss or damage) arising from the use of, or reliance on, any information within the
report whether or not caused by any negligent act or omission. If the law prohibits the exclusion of such liability, Fat Prophets hereby limits its liability, to
the extent permitted by law, to the resupply of the said information or the cost of the said resupply. As at the date at the top of this page, Directors and/or
associates of the Fat Prophets Group of Companies currently hold positions in: ASX-listed Australian stocks: ASX-listed Australian stocks: AAC, AAD,
AGO, AJA, AMP, ANZ, APA, APG, AVG, BCI, BHP, BKN, BOQ, BRL, BRU, BTR, BWP, CBA, CCL, CDD, CFE, CGL, CKF, CNQ, CVO, CWN, DLS, DNX,
DUE, ELD, ENV, EVN, FID, FMG, FXJ, GJT, GMG, GNS, GOR, GPT, GXL, HUB, IAU, IFL, ILU, IMF, JHX, MFG, MGR, MML, MMS, MND, MNF, MPL,
MTR, MTU, NAB, NCM, NMG, NUF, OBS, ORE, OSH, OVH, POS, PPS, PRG, PRT, PXG, QAN,QBE, RIO, RXL, RRS, S32,SDG, SFR, SGP, SIV, SLR,
SPK, STO, SUN, SYD, TAM, TEN, TLS, TME, TTN, WBC, WFD, WES, WHC, WOW, WPL, WSA. International stocks 3i Group, Acacia Mining, Amec
Foster Wheeler, Anglo American, Archipelago Resources, Arian Silver Corp, Aviva, Avocet Mining, Bank of China, Barratt Developments, BMW, Berkeley
Energy, BG Group, BOLSAS Y MERCADOS ESPANOLES,SOCIEDAD, Bovis Homes, BP, Braemar Shipping Group, British American Tobacco, BT
Group, Cairn Energy, Centamin Egypt, China Life Insurance, China Mobile, China Overseas, China Taiping, China Vanke, Country Garden, Daejan
Holdings, Development Securities, Dragon, Enquest, Esure, Euronext, FedEx, Fresnillo, Ibiden, Infosys, Glaxosmithkline, Glencore International,
Goldbridges Global Resources, Google (Alphabet), Grainger, Gulf Keystone Petroleum, Highland Gold Mining, HSBC,ICICI Bank, Ironveld, iShares
Physical Metals, J Sainsbury, JKX Oil & Gas, John Wood Group, Kazakhmys, Legal & General, Lloyds, Low and Bonar, Market Vectors Junior Gold
Miners, Market Vectors Oil Services, Market Vectors Vietnam, Marstons, Medusa Mining, Mitchells & Butlers, Mitsubishi Tokyo Financial, Mitsubishi UFJ,
National Grid, Nippon Telegraph and Telephone, Panasonic, Paragon Group of Companies, Petra Diamonds, Petrofac, Petropavlovsk, PICC Property &
Casualty, PPHE Hotel Group, Randgold Resources, Rank Group, Reckitt Benckiser, Royal Dutch Shell, Solgold, Sony Corporation, Standard Chartered,
STV Group, Sylvania Platinum, Tata Motors, Tencent, Tertiary Minerals, Teva Pharamaceutical, Toyota Motor, Tullow Qil, Unilever, Vedanta Resources,
Vodafone, Walt Disney, Zillow.

Snapshot WBC

Westpac
Latest Closing Price: $28.52

Reuters: Westpac provides a range of banking and financial services, including retail, business and institutional banking, and
wealth management services. Westpac operates in six segments: Westpac Retail and Business Banking (WRBB), St.George Bank
Limited, BT Financial Group Australia (BTFG), Westpac Institutional Bank (WIB), New Zealand Banking (NZ) and Other. WRBB is
responsible for sales, marketing and customer service for all consumer and small to medium enterprise customers within Australia
under the Westpac and RAMS brands. St.George Bank is responsible for sales, marketing and customer service for its consumer,
business and corporate customers in Australia under the St.George brand. It also includes the management and operation of Bank

of South Australi (BankSA). On December 1, 2008, Westpac completed its merger with St.George Bank Limited.
Market Capitalisation:$97.63b

FY1 FY2
Price to Earnings 1.4 1.3
Dividend Yield (%) 6.7 6.8
Price to Book 1.51 1.46
Return on Equity (%) 13.8 13.4
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