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INVESTMENT INSIGHT

Ignore ‘market noise’ and focus on
investing in quality companies.

Key points

e Reasons to be bullish on shares include corporate
balance sheets and earnings, and Australian
competitiveness.

e Reasons to be bearish include company valuations,
living costs and persistently higher inflation.

e Airlie’s view is that investors should ignore short-
term market ups and down and focus on longer-term
trends.

It’s coming to that time of year when equity market
strategists and the financial media will start issuing their
forecasts for the performance of the stock market in FY25.
Airlie’s view is to ignore them. Their predictions (like most
predictions) are usually wrong.

The list below (while not exhaustive) is a reminder of
some of these challenges:

e FY20-COVID-19 pandemic shuts down many parts of
the economy and sees cuts to interest rates globally.

e FY21 - COVID-19 crisis continues as states implement
various degrees of lockdown. Similar disruptions
globally morph into a supply-chain crisis.

e FY22 — Russia invades Ukraine and inflation fears
emerge.

e FY23 — Central banks, including the Reserve Bank
of Australia (RBA), embark on an aggressive rate-
tightening cycle.

e FY24 — Hamas and Israel conflict intensifies and
inflation moderates but remains sticky and above
central bank targets.
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Despite all these events, global equity markets have risen.
The S&P/ASX 200 Accumulation index (which includes
dividends) has delivered a total return of 47% or 8% per
annum [1].

In Airlie’s view, the past five years have shown that
buying and selling stocks based on a view of the market’s
impending movements is a fool’s game.

In this article, Airlie avoids predicting where the market
is going to be in 12 months and instead focuses on three
reasons for investors to be bullish on Australian equities in
FY25 and three reasons to be bearish.

BULL CASE FOR AUSTRALIAN
EQUITIES

1. Corporate balance sheets in good shape

Many Australian investors have lived in a period of
declining and ultra-low interest rates. Before the RBA’s
first interest-rate hike in May 2022, the public had not
experienced an increase in interest rates since November
2010, and that cycle only saw the cash rate increase from
3% to 4.75%. To find a rate-hiking cycle of equivalent
magnitude today, investors would have to go back more
than 30 years.

According to Airlie, the rise in interest rates over the last
two years could be seen as a reminder for investors of the
opportunity cost of capital and the value of conservative
capital structures.

Airlie’s view is that when rates were low, debt was
considered ‘free’ and helped prop up risky companies as
investors chased greater returns in speculative companies,
while other companies were encouraged to take on large
amounts of debt to fund acquisitions and growth with no
consequence of increasing financial risk. This era of ‘free
money’ is over and balance sheets now matter.
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Airlie’s view is that corporate balance sheets across
the ASX 200 in general look in good shape. The chart
below shows the leverage ratio of the average industrial
company in the ASX 200 today versus previous economic
cycles. At less than 1.0x Net Debt/EBITDA, corporate
balance sheets look healthy to Airlie. Airlie considers this
suggests that Australia’s largest companies could be well
placed to handle any adverse bumps the economic cycle,
competitors or internal issues may throw at them.
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2. Domestic profit pools often supported by a handful
of players

In contrast to other global markets, the size of Australia’s
population and its distance from the rest of the world
has resulted in several domestic industry oligopolies
with substantial barriers to entry. The smaller population
in particular means industry profit pools often cannot
supportathird or fourth entrant. Some notable oligopolies
include:

The grocery sector, where two major supermarket chains
account for about 65% of the market. Contrast this with
the UK, where the top two grocers account for 43% of the
market, and the US, where the four largest supermarket
chains have a combined share of 34% [2].

The airline sector, where our national carrier, Qantas
Group (ASX: QAN) (including Jetstar), has a 62% share of
domestic air travel [3]. This has possibly been enhanced
following news that recent market airline entrant Bonza
has gone into voluntary administration.

The banking sector, where the four major banks account
for over 70% of the home-loan market in Australia [4].

Airlie’s view is that this concentration can potentially be
a positive for investors in large-cap Australian equities in
that they can put their money behind industry-leading
companies that have a low risk of being disrupted by
competition. Historically these businesses tend to have
a track record of stable returns and market-share gains
versus their smaller rivals.
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3. Australia’s place in the world only getting better

When we look through a global lens, Australia has a lot
going for it — a beautiful place to live, a safe, strong rule of
law, and high-quality education.

In Airlie’s view, even the much-grumbled-about house
prices still means some people can buy a house and not
a shoebox apartment in capital cities. Australia continues
to attract people and capital, both providing a long-term
tailwind for the economy.

This is best reflected in Australian Bureau of Statistics
(ABS) data (see charts below) showing that compared
to pre-COVID-19, an additional 1.35 million people
are employed in the country (a 10% increase) [5]. This
compares favourably to other developed economies like
the UK, where the total labour force has increased by just
1% over the same period [6].

Airlie’s view is that growth in employed persons translates
directly into spending and this has provided a tailwind for
Australia’s consumer-facing sectors despite cost-of-living
pressures. Total retail sales have increased by 30% over
the last five years [7]. According to Airlie, the looming tax
cuts for individual workers in Australia in FY25 are likely
to bolster retail spending and support those companies
relying on the domestic consumer.

Australia total employed persons ("000) - Last 20 Years
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THE BEAR CASE FOR AUSTRALIAN
EQUITIES

1. Valuations for publicly listed companies have re-rated
higher

In Airlie’s view, higher company valuations reduce the
prospect of near-term upside for investors. The rally in
equity markets over the past 12 months reflects a level
of optimism about ‘peak’ interest rates and the need to
see further evidence for the market to continue re-rating
higher.

The ASX 200 is currently trading above its long-term
median Price Earnings multiple of 14.6 times [8]. This
suggests to Airlie that companies in general are valued
positively and it’s clearly not the “cheap” market
witnessed in March 2020 and July 2022 (see chart below).

Within this aggregate, however, there may still be
individual businesses that look attractive, and investors
could have to dig for mispriced opportunities.

S&P/ASX 200 - Forward P/E ratio

Median: 14.6x

Mar.22
Mar-23
Mar-24

Source: FactSet
2. High cost of living is gaining political attention

In Airlie’s opinion, concentrated domestic oligopolies can
potentially be good for investors. But in an environment
where consumers are under pressure, some oligopolies
could come under threat from politicians.

For example, there have been recent accusations of
profiteering levelled at the domestic supermarkets. Airlie
would not be surprised if the government turned its
attention to other concentrated sectors, so as to be seen
to be tackling the cost-of-living crisis. Even if there is no
immediate change to regulation of these sectors, Airlie
has seen this kind of political pressure hurt returns as
companies respond by pulling back on pricing power.
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3. Sticky inflation

In Airlie’s view, interest rates may well remain elevated,
or worse — they may even increase in the coming year.
The optimism embedded in sharemarket valuations is
predicated on a narrative of peak rates. Any evidence of
inflation persisting above the RBA’s target range of 2-3%
may lead investors to reprice securities lower to reflect a
higher cost of capital.

To date, the Australian economy has been strong with
elevated migration and record-low unemployment
supporting demand. And on the supply side, the cost of
the energy transition and the restructuring of global trade
(away from China) could continue to act as inflationary
forces that may well be structural.

CONCLUSION

While Airlie doesn’t have a crystal ball for what 2025 will
have in store for the Australian sharemarket, we believe
investing in companies with strong balance sheets, and
that are market leaders with pricing power, may help
drive returns over the long term.

History tells Airlie that attempting to profit from a view of
the market’s ups and downs in what has otherwise been
an upward journey is likely to detract from returns rather
than add to them.
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IMPORTANT INFORMATION: This material has been delivered to you by Magellan Asset Management Limited ABN 31120 593 946 AFS Licence No. 304 301 trading as
Airlie Funds Management (‘Airlie’) and has been prepared for general information purposes only and must not be construed as investment advice or as an investment
recommendation. This material does not take into account your investment objectives, financial situation or particular needs. This material does not constitute an offer
or inducement to engage in an investment activity nor does it form part of any offer documentation, offer or invitation to purchase, sell or subscribe for interests in any
type of investment product or service. You should obtain and consider the relevant Product Disclosure Statement (‘PDS’) and Target Market Determination (TMD’) and
consider obtaining professional investment advice tailored to your specific circumstances before making a decision about whether to acquire, or continue to hold, the
relevant financial product. A copy of the relevant PDS and TMD relating to an Airlie financial product or service may be obtained by calling +61 2 9235 4760 or by visiting
www.airliefundsmanagement.com.au.

Past performance is not necessarily indicative of future results and no person guarantees the future performance of any financial product or service, the amount or

timing of any return from it, that asset allocations will be met, that it will be able to implement its investment strategy or that its investment objectives will be achieved.

This material may contain ‘forward-looking statements’. Actual events or results or the actual performance of an Airlie financial product or service may differ materially
from those reflected or contemplated in such forward-looking statements.

This material may include data, research and other information from third party sources. Airlie makes no guarantee that such information is accurate, complete

or timely and does not provide any warranties regarding results obtained from its use. This information is subject to change at any time and no person has any
responsibility to update any of the information provided in this material. Statements contained in this material that are not historical facts are based on current
expectations, estimates, projections, opinions and beliefs of Airlie. Such statements involve known and unknown risks, uncertainties and other factors, and undue
reliance should not be placed thereon. No representation or warranty is made with respect to the accuracy or completeness of any of the information contained in this
material. Airlie will not be responsible or liable for any losses arising from your use or reliance upon any part of the information contained in this material.

Any third party trademarks contained herein are the property of their respective owners and Airlie claims no ownership in, nor any affiliation with, such trademarks.
Any third party trademarks that appear in this material are used for information purposes and only to identify the company names or brands of their respective owners.
No affiliation, sponsorship or endorsement should be inferred from the use of these trademarks. This material and the information contained within it may not be
reproduced, or disclosed, in whole or in part, without the prior written consent of Airlie. MC463
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