Contactus@
ausbil.com.au

Active large-cap equity investing —
generating alpha from the biggest
companies in the market

Ausbil has established a track record in equities for over a quarter-
of-a-century. In the process, we have demonstrated the capacity to
outperform the market on a long, compounding basis. Paul Xiradis
(PX), Co-Founder, Executive Chairman, Chief Investment Officer and
Portfolio Manager for the large-cap Ausbil Australian Active Equities
Fund shares how he looks atlarge caps, what makes agoodinvestment,
and how large caps can deliver long-term compound outperformance.

5-minute read

Key points

e Great large-cap equities are capable of generating earnings growth year-on-year, with
businesses that also reward capital investment in upgraded and new capacity.

e Ausbil's investment approach seeks the best companies where all elements are working
towards generating earnings and earnings growth, and preferably finding these companies
ahead of consensus rerating.

e Ausbil's 25-year track record of long-term active alpha outperformance has successfully
negotiated some of the biggest market tail events in history, including the tech boom and
bust, the Global Financial Crisis, the COVID pandemic and the energy crisis of 2022/23.

e The reward for Ausbil’s active approach to investing has been an information ratio of 1.0
since inception in 1997 to 30 April 2023 on an annualised basis, a significant reward for
taking active risk relative to the market.

e |arge-cap equities offer investors the ability to invest in the success of Australia’s and
the global economy, with benefits such as long-term compounding, market strength and
dividend income streams that can contribute to both building wealth and generating income.

Q: From your experience, can you describe what a good large-cap company

looks like?

PX: Having managed an active large-cap investment strategy for over a quarter of a century,
you could say | have become quite familiar with their idiosyncratic nature, what is good in large
caps, and also what does not work in large caps.

Over the years | have observed many elements of a successful large cap. The first is a strong
business model that is capable of generating earnings growth year-on-year, and also has
the potential to invest cashflows into capital expansion and business development at returns
that are more attractive than the alternative, capital management and dividend payouts.
This sounds simple, but so many businesses just cannot achieve these two things, let alone
compete with peers in a global and competitive marketplace.

Beyond the quality of the core business model, in very simple terms, a good large company
should have a strong balance sheet, manageable levels of debt, a supportive and stable
ownership structure, strong corporate governance, strong and improving ESG credentials,
and a strong and experienced management team. A good large company should have a
healthy brand, a strong reputation that is guarded, a unique position or proposition that
demarcates it from competitors, and potentially an element of protection or barriers to entry
that inhibit competitors and enhances the value of its business.
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Q: What do you like about large caps from an investment perspective?

PX: Large caps have always been of interest to me perhaps given the complexity they
show, and the potential to find gems in this complexity if you take the time to analyse and
know a company. Owning a share of Australia’s largest and most successful companies
is an exciting prospect for investors, and with a careful active approach, it can also be
rewarding.

Of course, you do not invest in large companies just because they are large. There can
be both good and bad reasons behind a company that has become a large cap. It is not
always apparent, but understanding the reasons can help focus on what matters when
finding large-cap stocks. Figure 1 illustrates some of the typical characteristics of large
caps compared to small caps.

Figure 1: Typical characteristic comparison for large-cap stock v small-cap

Characteristics  Typical large-cap equities Typical small-cap equities

Revenues More diversified More concentrated
Earnings More diversified, less volatile Less diversified, more volatile

Earnings growth Potential for high growth, but typically ~ Potential for high growth, but with higher
more mature mid-range growth levels  volatility in earnings

Dividends Significant free cash flow supports Often pre-dividend and little free cash flow
dividends
Liquidity High liquidity, tight bid-offer spreads Sometimes low to negligible liquidity, wider
bid-offer spreads
Volatility Should tend towards lower volatility Higher volatility comes with less mature

companies

Good companies have significant cash Most small-cap compounding comes from
and capital compounding potential growth rather than dividends which makes
them riskier than large caps

Compounding

Source: Ausbil.

The relativity between size and earnings is what really matters for the allocation of risk
capital. Investors who are serious about generating compound returns on equity look
at the interrelationship between earnings and earnings growth, and what it means for
value so that assets are acquired for a return on capital that offers the potential for
outperformance.

To illustrate this with a contrasting example, in market-cap weighted ETFs (exchange
traded funds), the larger the market cap of a company, the more investment capital it
attracts, regardless of its earnings profile, growth outlook or whether the business is
growing or shrinking. Hence, sentiment-pumped market caps are rewarded for being
big, rather than being profitable or having a future earnings growth profile.

Q: What risks are unique to large-cap equities?

PX: There are a number of risks that come with larger companies. Firstly, there is the
challenge of complexity. We have a team of equity analysts and portfolio managers who
study the same companies every day, 365 days a year, watching every notice, every change
and revaluing these companies on an ongoing basis. They are still complicated. However,
we believe this complication also offers significant opportunities for outperformance.

Who owns the company and how management are incentivised makes a big difference
to how they make decisions. Large caps where management and staff are aligned not
just to the interests of customers but also the interest of equity holders can make a huge
difference to how a large cap performs. The flipside to this is that poor alignment and bad
management can destroy a large cap.

Other risks, of which we avoid through our research and knowledge of companies, can
include transparency problems, specific ESG issues or exposures (including negative
momentum sustainability scores), and any other element of a company or the market in
which it operates that screens as a risk to earnings. We are vigilant on anything that is a
risk to our view on earnings growth, and our process is clinical in allocating away from
anything we think is adverse to a company growing its earnings and dividends.
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Q: What do you think differentiates Ausbil’s Australian Active Equity

strategy?

PX: Ausbil has a number of significant points of differentiation that together, we believe,
sets us apart from our competitors. Firstly, the application of macro that guides our top-
down positioning, combined with a bottom-up fundamental focus on finding companies
with a strong outlook for earnings and earnings revisions.

Secondly, the integration of ESG in our large-cap strategy helps reduce risk in the
portfolio, and in gaining a deeper fundamental understanding of companies.

Thirdly, Ausbil’s investment process can be broadly described as ‘core’. We classify
ourselves as ‘style indifferent’. At certain stages of the cycle, the portfolio may have
a value or growth tilt, or no material tilt of one over the other as markets provide
opportunities for particular types of stocks to benefit from earnings growth. This means
that we can allocate to the most promising earnings growth available in the market.

Finally, | would say our team at Ausbil is one of our advantages. We have a relatively
stable team, many of us have been here for one or two decades, following the same
process. At the same time, we also balance bringing in external analysts and experts
with impressive credentials, with developing younger investment professionals in our
process. We have been through multiple macro and geopolitical events and maintained
our rolling outperformance which we believe is attributable to our people and our
process working together.

Q: What kind of themes are you seeking to capture in your portfolio?

PX: We remain focused on the key thematics that are driving long-term earnings growth,
particularly where imbalances see demand exceeding supply on a fundamental basis
for some time.

We like critical metals and commodities for the long rotation from fossil fuels to renewables
in the great decarbonisation, and the electrification-of-things, with the steady switch
from combustion and fossil fuel power to renewable electricity generation. Service
companies associated with the cap-ex investment needed for this energy transition are
also attractive. With China re-emerging from its intense COVID issues, we see upside in
commodity prices as demand returns across calendar 2023.

The beneficiaries of elevated inflation are expected to perform in 2023, but the emphasis
on those that perform well in a rising rate environment is starting to shift towards those
that will benefit with stabilisation and peaking rates. Quality REITs, some quality leaders
in technology, and some exposures in building products are helping to bridge the shift
from the inflation beneficiaries that outperformed in 2022.

Q: How does the strategy perform across the cycle?

PX: One of the benefits of investing in businesses with high cash-backed earnings
that produce a steady EPS growth profile is the potential that comes not from a few
years of high returns, but from steady outperformance over time. Such stocks can
produce a compounding effect in the returns generated from these balance sheets over
time. The beauty of the mathematics behind compounding is that a small, repeatable
outperformance advantage, replicated over time, can create a very large advantage.

For investors, the Australian market offers alpha generating opportunities over the long
term, and across the cycle. This is evidenced in Ausbil’s track record since inception,
now in its 26th year, which has been able to source consistent alpha (outperformance
over the benchmark) across the cycle, as illustrated in Chart 1.
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Chart 1: Ausbil Australian Active Equity - excess returns generated across the cycle
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Since inception, Ausbil's active strategies have focused on earnings and earnings
revisions as a source of alpha, particularly when consensus has not captured the
potential for earnings upside. This has generated the rolling three-year excess returns
illustrated in Chart 1. The Ausbil Active Equity strategy has negotiated a ‘crazy’ set of
tail events including the US Tech Bubble, the Global Financial Crisis, the European Debt
Crisis, Brexit and its aftermath, the Fed Pivot, the once in a century COVID recession
and pandemic, the invasion of Ukraine by Russia and the ensuing energy crisis, and
the rapid normalisation of interest rates across 2022 and 2023. While some of these
crises saw an expected drag on performance, Ausbil’'s process was able to adjust back
to generating excess returns. Interestingly, across the pandemic, Ausbil was able to
continue generating positive rolling excess returns with careful macro calibration and
stock selection.

Ausbil's dynamic approach to earnings and earnings revisions has helped add quality
earnings and earnings growth, but also helped to reduce the downside risks through
underweighting or avoiding sectors and stocks that have entered periods of earnings de-
rating. This comes from both macro top-down and fundamental bottom-up intelligence
on stocks and sectors, and from the additional risk benefits the integration of ESG
offers our portfolios. The success of our active approach to investing is highlighted by
the reward Ausbil has been able to generate for investors compared to the benchmark,
adjusted by how volatile this reward has been. In other words, the information ratio
shows how much an active strategy is being rewarded relative to a simple passive
market exposure.

Ausbil has achieved an information ratio of 1.0 since inception in 1997 to 30 April 2023
on an annualised basis, representing the proportion active management has added
relative to the tracking error (variability in that outperformance). According to researchers,
an information ratio of 0.6 is very good, while an information ratio of 1.0 or above is
considered rare (Goodwin, 1998). In assessing the long-term performance of Ausbil’s
Australian Active Equity strategy, the excess returns demonstrated in Chart 1 show that
the strategy has been able to generate consistent outperformance across the cycle.

ausbill
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Q: How do you apply ESG to your investment approach?

PX: Ausbil is a signatory to the United Nations Principles for Responsible Investment
(UN PRI) and has a dedicated environmental, social and governance (ESG) research
team who provide proprietary in-house research and scoring across the group.
ESG research, company, sector and momentum scores are incorporated in Ausbil’s
investment decision making process. Ausbil believes that consideration of ESG issues,
founded in excellent ESG research, and informed by active and regular engagement
with the leaders and boards of companies can help identify mispriced stocks, assess
a company’s earnings sustainability, and improve our risk-adjusted performance.
Similarly, engagement on ESG issues can drive long-term value and reduce the risk of
value destruction as it considers a far broader range of risk outcomes.

Q: How has the Fund performed over time?

PX: Ausbil's Australian Active Equity Fund, is 26-years old and has generated a
gross long-term outperformance since inception of +11.1% per annum (before
fees), and +10.2% per annum (after fees), outperforming the benchmark (S&F/
ASX 300 Accumulation Index). Table 1 illustrates our performance since inception.

Table 1: Fund performance (after fees)

1Yr 2Yrs 3Yrs 5Yrs 7 Yrs Since

(pa) * (pa) * (pa) * (pa)*  Inception

(pa) *

Ausbil Australian 2.25% 7.68% 18.45% 9.60% 10.64% 10.17%
Active Equity Fund %

Benchmark” % 2.13% 6.07% 13.97% 8.23% 9.14% 8.19%

Value Added % 0.12% 1.61% 4.48% 1.36% 1.49% 1.98%

Source: Ausbil, post-fees as at 30 April 2023,
*Annualised return.

Inception date is July 1997.

AS&P/ASX 300 Accumulation Index.

Q: What is the outlook for large cap equities, now and in the future?

PX: Major COVID stimuli in 2020, a resurging post-pandemic economy from late 2020
and into 2022, and an energy shock with the February 2022 invasion of Ukraine all
contributed to the recent record inflation experienced across the world.

Central banks have responded with rapid rate rises to pare back inflation. Recent reads
suggest inflation may have peaked, and is on the way down now, though we believe it will
take some time. We also think that central banks are near the end of this rate rise cycle
and will look to hold for some time subject to data. We do not currently subscribe to any
immediate rate pivot, but we can see potential for some rate reversals if economies have
slowed a little too much, but this is not especially relevant to current positioning.

Although the Australian economy is slowing on contractionary monetary policy, we believe
Australia’s resource economy is well-placed to outperform other developed markets with
below-trend growth, but no recession.

That said, we believe earnings growth will be hard to come by in 2023, however Ausbil
expects key sectors to offer strong EPS growth opportunities above consensus, and
some quality leaders across the market to demonstrate earnings growth with resilient
demand across the economic cycle, and the capacity to pass on higher costs to end-
consumers.

With this in mind, we see ongoing support for earnings growth in resources, diversified
financials, general insurers and in energy given the shock we have experienced from the
invasion of Ukraine. In resources, we are invested extensively across the decarbonisation
thematic, in copper, nickel, lithium and rare earths. We are avoiding sectors that are
cyclical, over-exposed to slowing economic growth, and whose earnings are adversely
impacted by inflationary pressures. This includes construction, retailing and consumer
discretionary.
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Q: What about Australia’s future as an investment destination?

PX: Longer term, Australia is positioned as an economy to offer major investment and
growth potential for listed companies Firstly, given the drive to net zero by 2050, the
underlying push to decarbonise the world will require a lot of natural resources, particularly
base metals, battery materials, bulk materials and energy. Australia is one of the best
positioned economies globally to benefit from this fundamental change. Secondly,
Australia’s trade relationship with Asia, and China in particular, has greatly benefitted
the country and will continue to drive demand for our exports in the coming decades.
Thirdly, Australia is a young country that is set to grow steadily with migration and in size.
There will be a compound growth benefit in how we develop our own export markets in
knowledge, services, technology, commaodities, agriculture, tourism and expertise, and
how this manifests in investment back into local construction, real estate, infrastructure,
services and consumer markets. These key themes, we believe, position Australia with
significant advantage over our peers from an economic growth perspective. In our view,
it makes a lot of sense to invest in Australia’s future.

We believe Australia is positioned for a long tailwind of economic growth, and while
crises like the pandemic, wars and the recent energy crisis may hinder the economy
in the short term, in the long run this tailwind of growth can drive compound returns for
patient investors. A critical aspect to this tailwind of growth will be Australia’s position
as a key natural resources economy, though it will also manifest in Australia’s education
and health care exports, and in the internal growth of our economy. Australian large-cap
stocks offer an ideal vehicle in which to invest in the compounding benefits generated by
key thematics, and by the ongoing compounding growth in Australia’s population and
economy. An active approach with a track record of long-term outperformance can only
accelerate the benefits of such an approach.
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DISCLAIMER
General

Research provided to a client may vary depending upon various factors
such as a client’s individual preferences as to the frequency and manner of
receiving communications, a client’s risk profile and investment focus and
perspective (e.g., market wide, sector specific, long-term, short-term, etc.),
the size and legal and regulatory constraints.

This information is for distribution only as may be permitted by law. It is not
directed to, or intended for distribution to or use by, any person or entity who
is a citizen or resident of, or located, in any locality, state, country or other
jurisdiction where such distribution, publication, availability or use would be
contrary to law or regulation or would subject Ausbil to any registration or
licensing requirement within such jurisdiction.

This information is a general communication and is educational in nature; it is
not an advertisement nor is it a solicitation or an offer to buy or sell any financial
instruments or to participate in any particular trading strategy. Nothing in
this document constitutes a representation that any investment strategy
or recommendation is suitable or appropriate to an investor’s individual
circumstances or otherwise constitutes a personal recommendation.
By providing this document, none of Ausbil or its representatives has
any responsibility or authority to provide or have provided investment
advice in a fiduciary capacity or otherwise. Investments involve risks, and
investors should exercise prudence and their own judgment in making their
investment decisions. None of Ausbil or its representatives is suggesting
that the recipient or any other person take a specific course of action or any
action at all. By receiving this document, the recipient acknowledges and
agrees with the intended purpose described above and further disclaims
any expectation or belief that the information constitutes investment advice
to the recipient or otherwise purports to meet the investment objectives of
the recipient. The financial instruments described in the document may not
be eligible for sale in all jurisdictions or to certain categories of investors.

The value of any investment or income may go down as well as up,
and investors may not get back the full (or any) amount invested. Past
performance is not necessarily a guide to future performance. Neither Ausbil
nor any of its directors, employees or agents accepts any liability for any loss
(including investment loss) or damage arising out of the use of all or any of
the Information.

Prior to making any investment or financial decisions, any recipient of this
document or the information should take steps to understand the risk and
return of the investment and seek individualised advice from his or her
personal financial, legal, tax and other professional advisors that takes into
account all the particular facts and circumstances of his or her investment
objectives.

Any prices stated in this document are for information purposes only
and do not represent valuations for individual securities or other financial
instruments. There is no representation that any transaction can or could
have been effected at those prices, and any prices do not necessarily reflect
Ausbil’s internal books and records or theoretical model-based valuations
and may be based on certain assumptions. Different assumptions by Ausbil
or any other source may yield substantially different results.

No representation or warranty, either expressed or implied, is provided
in relation to the accuracy, completeness or reliability of the information
contained in any materials to which this document relates (the “Information”),
except with respect to Information concerning Ausbil. The Information is not
intended to be a complete statement or summary of the securities, markets
or developments referred to in the document. Ausbil does not undertake
to update or keep current the Information. Any opinions expressed in this
document may change without notice and may differ or be contrary to
opinions expressed by other business areas or groups, personnel or other
representative of Ausbil. Any statements contained in this Report attributed
to a third party represent Ausbil’s interpretation of the data,

Information and/or opinions provided by that third party either publicly or
through a subscription service, and such use and interpretation have not
been reviewed by the third party. In no circumstances may this document
or any of the Information (including any forecast, value, index or other
calculated amount (“Values”)) be used for any of the following purposes:

(i) valuation or accounting purposes;

(i) to determine the amounts due or payable, the price or the value of any
financial instrument or financial contract; or

(i) to measure the performance of any financial instrument including,
without limitation, for the purpose of tracking the return or performance of
any Values or of defining the asset allocation of portfolio or of computing
performance fees.

By receiving this document and the Information you will be deemed to
represent and warrant to Ausbil that you will not use this document or any
of the Information for any of the above purposes or otherwise rely upon
this document or any of the Information. Except as otherwise specified
herein, these materials are distributed by Ausbil, to persons who are
eligible counterparties or professional clients and are only available to such
persons. The Information does not apply to, and should not be relied upon
by, retail clients.

The information contained in this document is given by Ausbil Investment
Management Limited (ABN 2676316473) (AFSL 229722) (Ausbil) and has
been prepared for informational and discussion purposes only and does
not constitute an offer to sell or solicitation of an offer to purchase any
security or financial product or service. Any such offer or solicitation shall
be made only pursuant to an Australian Product Disclosure Statement or
other offer document (collectively Offer Document) relating to an Ausbil
financial product or service. A copy of the relevant Offer Document
may be obtained by calling Ausbil on +612 9259 0200 or by
visiting www.ausbil.com.au and the target market determination
which is available at https://www.ausbil.com.au/invest-with-us/
design-and-distribution-obligations/fund-tmds before acquiring or
investing in the fund. This document is for general use only and does not
take into account your personal investment objectives, financial situation
and particular needs. Ausbil strongly recommends that you consider
the appropriateness of the information and obtain independent financial,
legal and taxation advice before deciding whether to invest in an Ausbil
financial product or service. The information provided by Ausbil has been
done so in good faith and has been derived from sources believed to be
accurate at the time of completion. While every care has been taken in
preparing this information. Ausbil make no representation or warranty as
to the accuracy or completeness of the information provided in this video,
except as required by law, or takes any responsibility for any loss or damage
suffered as a result or any omission, inadequacy or inaccuracy. Changes in
circumstances after the date of publication may impact on the accuracy of
the information. Ausbil accepts no responsibility for investment decisions
or any other actions taken by any person on the basis of the information
included. Past performance is not a reliable indicator of future performance.
Ausbil does not guarantee the performance of any strategy or fund or the
securities of any other entity, the repayment of capital or any particular
rate of return. The performance of any strategy or fund depends on the
performance of its underlying investments which can fall as well as rise and
can result in both capital gains and losses.

Australia The information contained in this Report has been prepared for
general use only and does not take into account your personal investment
objectives, financial situation or particular needs. Ausbil is the issuer of the
Ausbil Australian Active Equity Fund (ARSN 089 996 127), Ausbil Australian
Geared Equity Fund (ARSN 124 196 407), Ausbil Australian Emerging
Leaders Fund (ARSN 089 995 442), Ausbil MicroCap Fund (ARSN 130 664
872), Ausbil Australian SmallCap Fund (ARSN 630 022 909), Ausbil Balanced
Fund (ARSN 089 996 949), Ausbil Active Dividend Income Fund (ARSN 621
670 120), Ausbil Australian Concentrated Equity Fund (ARSN 622 627 696),
Ausbil Active Sustainable Equity Fund (ARSN 623 141 784), Ausbil Global
SmallCap Fund (ARSN 623 619 625), Candriam Sustainable Global Equity
Fund (ARSN 111 733 898), Ausbil 130/30 Focus Fund (ARSN 124 196 621),
Ausbil Long Short Focus Fund (ARSN 642 635 498), Ausbil Global Essential
Infrastructure Fund (ARSN 628 816 151) and Ausbil Global Resources Fund
(ARSN 623 619 590) (collectively known as ‘the Funds’). The information
provided is factual only and does not constitute financial product advice.
It does not take account of your individual objectives, financial situation or
needs. Before you make any decision about whether to invest in a financial
product, you should obtain and consider the Product Disclosure Statement
of the financial product and the target market determination which is
available at https://www.ausbil.com.au/invest-with-us/design-and-
distribution-obligations/fund-tmds before acquiring or investing in the
fund.



