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A$ Responds to Risk-On Mode

in Markets

Global markets over the holiday
period have been in a risk-on mode
as investors look through rising
COVID-19 cases and lockdowns
and instead focus on a vaccine-led
economic re-opening, and the
prospect of further fiscal stimulus

— particularly from the new Biden
Administration in the US.

The A$ has responded to this risk-on
mode, rising almost +12% over the
past 12 months, and appreciating
faster than the Australian equity market
over the past 3 months and during the
holiday period.

The strength of the A$ has arguably been
a dampener on local equity performance
over the past month, with the S&P/ASX
200 +1.3% in local currency versus +2.6%
in US$ terms. This compares to global
equities (US$) +3.5%, and European

and US equities being between 2-4%
respectively over the past month. The A$
has risen 2.2% against the US$ over the
same time.

This has led investors to question
whether a stronger A$ could threaten the
market recovery in 20217

Exhibit 1: The A$ has risen more than 10% during 2020 relative to the US$
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Rising AS$ Impacts
Sectors Differently

Within the equity market, sectors
sensitive to the A$ have posted
dramatically different performance.
Energy and material sectors — where a
rising A$ is generally viewed as positive
—have risen +8% over the past month.

The healthcare sector — dominated by
non-cyclical US$ denominated earnings
from CSL (CSL), Cochlear (COH) and
ResMed (RMD) - has underperformed
the market, falling by more than -6%
during the past month.

Source: Refinitiv, Wilsons.

While currency is a noteworthy factor in
this relative sector performance, it is also
reflective of the differential in earnings
momentum — broad sector-based
earnings upgrades for energy (rising oil
price) and materials (rising commodities
prices) during the past month. In
contrast, healthcare earnings are facing
pressure from translation risk given the
A$ appreciation.




What's Behind the Strength
of the A$?

Three factors behind the strength of the
A$ in the 2H20 have remained in play in
early 2021.

1. Afalling US$ in response to weak
COVID-19 control, soft US GDP
growth, and expectations of large
scale US Government bond issuance.
The US$, measured in broad trade
weighted terms (DXY), has fallen
almost 10% over the course of the
last year.

2. Global reflation expectations have
been reinforced with recent
above-market Chinese economic
data, additional fiscal stimulus in
the US, and the early roll-out of
the vaccine. Coupled with rising
commodity prices, reflation has been
a powerful influence on the A$.

Australia’s strong COVID-19 response
and economic performance versus
the rest of the world has also helped
the A$. The +10% appreciation of
the Australian Trade-weighted Index
(TWI) reflects both the health and
economic outcomes.

How Far Can the A$ Rally?

W

The A$ appreciation since the depressed
low in March 2020 is now almost +40%.
While we do not see a significant risk of
A$/USS$ rallying through 0.80 in the
near-term, momentum in currency
markets can be powerful. Our sense is
that pricing risk for the A$ still resides to
the upside.

Our spot valuation model (interest rate
differentials and commodity prices) of
A$/USS$ currently sits at ~0.80, with the
currency modestly below that at 0.77

at present. This was a similar trait to
what we saw in 2020, which is likely best
explained by the RBA's QE program
influencing the A$.

The current scenario is unlike the

2010/11 backdrop when the A$ went to
parity. Back then we had both strong
commodities and a large positive interest
rate differential behind the A%, which is
unlikely to be a factor this time.

It is also not out of the question that iron
ore begins to mean revert during 2021
given a number of one—off factors continue

Exhibit 2: Commodity prices have risen strongly through 2020
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to impact both demand and supply. A
potential lower iron ore price later in 2021
would take pressure off the A$.

Read our December expectations
for the A$ into 2021.

How a Higher AS$
Impacts Equities?

Arising A$ typically has a mixed
impact on the Australian equity market
depending on the investment narrative
of the day.

A global reflation narrative can see

the $A rise and the Australian market
outperform, boosted by higher
commodity prices and cyclical earnings
acceleration. We saw these conditions in
the commodity super-cycle of the mid-
2000s and now again in 2021.

In contrast, a period where the currency is
rising due to increasing Australian inflation
expectations versus the rest of the

world can see equity investors become
concerned about rising local interest
rates, slowing earmings growth. We saw
this scenario in the 1990s, and more
recently after the GFC (2010-2012) when
local inflation expectations accelerated.

The A$ sector impact varies considerably.
In Exhibit 3 we have ranked the sectors
by price correlation to the A$ from
most negatively impacted to most
positively impacted.

Source: Refinitiv, Wilsons
Prices rebased to 100 1 Jan 2020.

Exhibit 3: Ranked sector correlation
to the A$ (negatively impacted to
positively impacted)
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The reason the energy and materials
sectors do well under a rising A$ is that it
is commonly associated with increasing
oil and commodity prices driving an
earnings upgrade cycle in the sector(s).

In contrast, there is little to offset
currency impacts on the healthcare
sector from either a revenue or cost
perspective. Consumer staples and utility
sectors typically see investors rotate

out of defensive earnings streams into
cyclical sectors in response to the factors
driving the A$ upwards.
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How Investors Should be
Positioned with Regards to

the A$

Over the long-term, the currency impact
on Australian equity returns is negligible.

1. Unlike currencies, corporate
earnings have the ability to
compound over time.

2. The A$ tends to mean revert to the
long-term average in the A$/US$
0.73-0.75 range.

In the short-term, currency fluctuations
can profoundly impact equity returns,
particularly on specific stocks.

With a relatively subdued view around
the outlook for the A$ into 2021, we
think there is low probability of the A$
going into the 0.80-0.85 range for a
sustained period of time. The currency
forms an input for consideration rather
than dominating our thinking around
stock selection for the Wilsons Australian
Equity Focus List.

The prospect of a global reflation-led
corporate earnings recovery far
outweighs the impact of a potentially
higher A$. This is the case for both
domestic and globally-focused
companies in the Focus List, with the
List continuing to outperform the index
through the Nov 20 - Jan 21 period.

Focus List A$ Exposure

The Focus List has a slight bias to the
US$. By weighting, 54% of the Focus
List has a negative correlation to the A$
from a historical price return respective.
Healthcare names and offshore earners
like Aristocrat Leisure (ALL), Appen
(APX), James Hardie industries (JHX),
and Macquarie Group (MQG) are all
represented given the above market
global earnings growth prospects these
companies offer. We have ranked each
stock by A$ sensitivity in Exhibit 4.
Broadly we see our exposure to a rising
AS$ as relatively balanced.

Exhibit 4: Focus List correlation to the A$
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While we have not explored the
earnings sensitivities to a higher A§$,
recent guidance from Appen (APX), EML
Payments (EML), and Worley (WOR)
has all been currency dependent. CSL
(CSL) providing earnings on a constant
currency basis — which strips out the
impact of FX movements — does not
change the fact that translated US$
earnings into A$ do come under
pressure as the A$ rises.
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The upcoming reporting season is

likely to see the A$ feature in a number
of company outlooks, given the

~10% appreciation since last season

— albeit with most of the appreciation
happening in the last two months of the
reporting period (Nov/Dec). The impact
on reported numbers should therefore
be relatively modest, given the A$
averaged 0.72 over the 2HCY20 period.
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Disclaimer and Disclosures
Recommendation structure and other definitions

Definitions at www.wilsonsadvisory.com.au/disclosures.

Disclaimer

This document has been prepared by Wilsons Advisory and Stockbroking Limited (AFSL 238375, ABN 68 010 529 665) (“Wilsons”) and
its authors without consultation with any third parties, nor is Wilsons authorised to provide any information or make any representation
or warranty on behalf of such parties. Any opinions contained in this document are subject to change and do not necessarily reflect
the views of Wilsons. This document has not been prepared or reviewed by Wilsons' Research Department and does not constitute
investment research. Wilsons makes no representation or warranty, express or implied, as to the accuracy or completeness of the
information and opinions contained therein, and no reliance should be placed on this document in making any investment decision
Any projections contained in this communication are estimates only. Such projections are subject to market influences and contingent
upon matters outside the control of Wilsons and therefore may not be realised in the future. Past performance is not an indication of
future performance.

In preparing the information in this document Wilsons did not take into consideration the investment objectives, financial situation

or particular needs of any particular investor. Any advice contained in this document is general advice only. Before making any
investment decision, you should consider your own investment needs and objectives and should seek financial advice. You should
consider the Product Disclosure Statement or prospectus in deciding whether to acquire a product. The Product Disclosure Statement
or Prospectus is available through your financial adviser.

Wilsons Corporate Finance Limited ACN 057 547 323, AFSL 238 383 acted as Joint Lead Manager and Joint Underwriter to the Telix
Pharmaceuticals Limited November 2017 IPO for which it received fees or will receive fees for acting in this capacity. Wilsons Advisory
and Stockbroking Limited may have a conflict of interest which investors should consider before making an investment decision.
Wilsons Advisory and Stockbroking Limited, Wilsons Corporate Finance Limited and its related bodies corporate trades or may trade
as principal in the securities that are subject of the research report.

Wilsons Corporate Finance Limited ACN 057 547 323, AFSL 238 383 acted as Co-Manager in the November 2019 placement EML
Payments Ltd securities for which it received fees or will receive fees for acting in this capacity. Wilsons Advisory and Stockbroking
Limited may have a conflict of interest which investors should consider before making an investment decision. Wilsons Advisory and
Stockbroking Limited, Wilsons Corporate Finance Limited and its related bodies corporate trades or may trade as principal in the
securities that are subject of the research report.
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Www.wiIsonsadvisorv.com.au



http://www.wilsonsadvisory.com.au/disclosures
mailto:david.cassidy%40wilsonsadvisory.com.au?subject=
mailto:john.lockton%40wilsonsadvisory.com.au?subject=
http://www.wilsonsadvisory.com.au

