GO BEYOND THE POINT
OF LOW RETURNS

Dion Hershan gives us the heads-up on getting more out of the Ex-20.
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The ASX 200’'s heavy concentration of resources and banking often results in portfolios dominated by
low growth ‘dinosaurs’ — creating an effective barrier to higher returns. By looking beyond the top 20 and

more critically at the ASX 200, active investors can uncover significant opportunities to increase earnings.

The Yarra Ex-20 Australian Equities Fund offers exposure to high-growth businesses, future-facing
commodities and exporters.

Dion Hershan, Head of Australian Equities
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Current earnings landscape

The overall earnings landscape of the Australian equity market remains subdued,
marking a second consecutive year of reduced earnings per share (EPS) post the
COVID-era peak. This environment is less than ideal for investors seeking growth.

Heavy metal
Banks account for 21% of the ASX 8% — 4
200 benchmark, and iron ore mining FY25
: T consensus
companies BHP, Rio Tinto and Fortescue 7% EPS growth

Metals 14%. So for every client dollar
added to the ASX 200, roughly one-third
in a low tracking error benchmark-aware
or passive fund goes into a bank or
mining company. 5%

by index

6%

4%

Turn up the volume

Much of the drag on earnings growth 3%
is focused within the ASX 200’s top 20
stocks where banking and iron ore’s
collective heft increases from 35% to
55% of market capitalisation. But do the
returns justify this concentration when 1%
companies outside the top 20 exhibit

much better growth prospects.

2%

ASX 200 ASX 20 Ex-20

Source: Goldman Sachs, FactSet. As at 30 June 2024.

Magnificent
vs mundane

In the US, the ‘magnificent seven’;
Apple, Amazon, Google, Meta,
Microsoft, NVIDIA and Tesla, make
up 30% of the S&P 500, driving strong
earnings growth and pushing the index
to new highs. In contrast, Australia’s
market is dominated by four banks and
three mining companies, with lacklustre
earnings growth of -3.5% projected
for FY25. In this environment, simply
owning the broad market is unlikely to
deliver the best investment outcome.
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A lost decade for the banking sector

Banks peaked in 2017 and EPS is expected to be flat at best in FY25 due to stagnant
revenue, rising costs and normalising bad debt expenses. Share prices typically follow
earnings, so it's unsurprising that, with the exception of Commonwealth Bank, major
bank share prices remain below their 2015 highs.
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Source: Goldman Sachs, Yarra Capital Management. As at 30 June 2024.

Bank share
prices are still
trading below

highs last
seen in 2015
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Returns eroded

Over the last decade, the market structure of Australia’s banking system has
deteriorated significantly. Consumer preferences have shifted towards brokers for
property loans, and digitally native competitors have eroded returns in traditionally
lucrative areas such as mortgages, consumer finance and foreign exchange.
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Source: Yarra Capital Management, Visible Alpha. As at 30 June 2024.

Declining
mortgage ROEs

Historically, Australian banks have
enjoyed returns on equity (ROEs)
of over 20% and double-digit credit
growth on mortgages, making them
some of the highest performers
globally — and great investments.

But with low cost, intermediate
players such as Macquarie Group
aggressively targeting low risk
customers, banks are now struggling
to achieve mortgage returns above
their cost of capital.
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Multiples unjustified by yields

Despite a challenging medium-term outlook and lack of earnings growth, major Costs rising faster
banks are perversely trading at near-record multiples. When investors can receive than incomes

a higher term deposit yield from an Australian bank than a dividend yield from

owning its equity, it's a strange world indeed. The top-line issues for Australian

banks have been compounded

by their inability to control their cost
bases, with the sector to income
ratio deteriorating by 360bps over the
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120 last ten years. This is largely due to o
outdated core systems with decades S
10.0 of accumulated complexity. Despite &
outlaying nearly $8b annually on
80 ‘investment spend’, tangible returns
on this spend are elusive. §'
6.0 2
()
4.0
20 Three of the four major banks
recognised the need to improve their
0.0 expense management and announced
Apr-97 Jan-00 Oct-02 Jul-05 Apr-08 Jan-11 Oct-13 Jul-16 Apr-19 Jan-22 absolute cost reduction targets. However,
all three have since abandoned these
——PPOP  ceeeeeeee Average targets without achieving any reduction.

Source: Goldman Sachs. As at 30 June 2024.
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Global demand for iron ore is running out of steam.



Iron ore is past its peak

Despite the sector’s poor track record in mergers and acquisitions, investing in Australia’s large iron ore miners was a highly profitable
trade during the first two decades of the 21st century. Today, the conditions that drove that success are fading. In China, which accounts
for 71% of the global seaborne market, demand for iron ore is stagnating due to a housing sector downturn and a maturing economy.
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Source: Yarra Capital Management, Eikon. As at 30 June 2024.




Chinese steel demand has matured

In the post-pandemic period, key sectors driving China’s consumption of steel have
stagnated. Housing, a long-time favourite for government stimulus and 28% of China’s
demand, is now facing material oversupply. This reflects not just overbuild, but also
difficult demographics and maturing urbanisation trends.
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Source: Yarra Capital Management, Bloomberg. As at 30 June 2024.

Housing starts have declined sharply,
falling 45% below the 10-year average
and 55% below peak levels.

While infrastructure and auto
manufacturing have grown in line with the
broader Chinese economy, they have not
offset the decline in housing-related steel
demand. Even if Chinese housing starts to
recover, the rapid growth seen in the early
2000s will not return.
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Take a fresh look at the the Ex-20 index.




Superior returns with the Ex-20

With the four banks and three mining companies that dominate the ASX 200 Uncover an

expected to deliver -0.6% earnings growth in FY25, smart investors need to extra 5.2%

diversify with new alternatives.

In the medium term (3-year CAGR), e
the Ex-20 benchmark shows stronger ‘-<‘3

30 earnings growth at 6.9% compared to g

the ASX 200’s 1.7%.
25 It has only a modestly higher PE -
multiple of 17.5x versus 16.4x for the g

20 ASX 200, making it a more attractive ay

option for investors.
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Source: Yarra Capital Management. As at 30 June 2024. Compound annual growth rate (CAGR).
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Higher returns
and less volatility

The Ex-20 benchmark has Capitalisation | Annualised
consistently outperformed its Capital Dividend $Bn volatility
peers over time, offering strong ASX 200 8.1 3.7 44 2,347 14.0 %
returns and better risk-adjusted ASX 300 ex 20 8.8 5.4 3.5 966 15.5 :5;
performance. ASX 200 ex 50 9.1 58 3.3 494 16.3 =
Smalls 6.5 34 3.1 405 17.2
It also has a much greater o
investable market cap (over %,:
two times), more liquidity, less 3 years Syears 10 years 20 years ‘
volatility, and lower fees than ASX 200 121 64 713 81 86
smaller companies. ASX 300 ex 20 7.5 4.0 5.9 8.8 8.0 3
ASX 200 ex 50 8.2 2.4 6.8 9.1 8.5 ;
Smalls 9.3 16 3.7 6.5 7.2 ®
Annualised 1 year 3 years 5 years 10 years 20 years
volatility
ASX 200 11.8 133 16.4 14.0 13.7
ASX 300 ex 20 11.9 15.3 18.9 15.5 15.2
ASX 200 ex 50 12.3 17.0 19.7 16.3 16.0
Smalls 133 18.3 20.8 17.2 14.5

Source: S&P and Factset. As at 30 June 2024.
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More to look forward to

While the top 20 companies dominate the ASX 200, representing more than 60% of total market capitalisation,
they also symbolise yesterday’s heroes — with not one stock forecast to achieve 10% revenue growth in FY25.

In contrast, 56 companies in the Ex-20 are projected to hit that mark, spanning sectors like technology, new 30.1% of the Ex-20

media, and battery minerals. index is focused )
on Australia’s future )
growth companies ,5,,-
Ex-20 and sectors =
|
: } g
S
1.8 Banks Technology 8.6 =
0.6 Iron Ore! New Media 4.1
3.8 Fossil Fuels Battery Minerals 6.4 56 =
stocks ©
- - O‘ther2 1 1 0 I o
p ®
[
n o 5 >10% FY25
5 ASX SECTOR % S revenue growth
m
34.8 Banks Technology 0.0 1
20.4 Iron Ore! New Media 0.0 0
stock
5.4 Fossil Fuels Battery Minerals 0.0
\
ASX 20

Source: Yarra Capital Management, Factset, Eikon. As at 30 June 2024.
1. Companies with major earnings from iron ore. 2. Stocks from sectors other than Technology, New Media and Battery Minerals expected to achieve >10% revenue growth.
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The Ex-20 characteristics

of the ASX 200
is Ex-20
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An inefficient market Future growth sectors
A less efficient market presents greater opportunities for active The Ex-20 index targets high-growth sectors with strong earnings -
managers to generate alpa. For example, the top company in the potential. These include base metals like lithium and copper, which 2
ASX 20, BHP, is covered by 29 analysts, while QBE, ranked 21st, comprise 6.4% of the benchmark and are essential inputs for W
has just 14. decarbonisation.
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Greater diversification A fertile hunting ground

The Ex-20 index offers greater diversification with lower concentration A wealth of promising companies with runs already on the board
risk, which increases active share opportunities — unlike many ASX 200 can be found outside the top 20. They could have a proven business
funds which passively hold significant positions in major stocks like model that is rapidly growing market share, be creating or entering
BHP, CSL and the major banks. new markets, or expanding overseas.

Source: Yarra Capital Management, Goldman Sachs. As at 30 June. As at 30 June 2024.
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Three of our picks

The E'

o e
~TN Lottery
CAR Group Corporation dpd
CAR Group The Lottery Corporation APA Group

Formerly Carsales, CAR Group has seen 14%
compound annual growth rate for the past few
years. It is compelling due to its strong runway
to lift yields across key regions and products, is
well-positioned to benefit from car dealerships,
and has excellent product innovation.

Australia's primary lottery operator has cash
generative assets underpinned by long-dated
licenses in a highly defensive segment. The
business provides an attractive blend of high
single-digit EPS growth and yield, benefiting
from inelastic demand, margin expansion from
digital lottery adoption, and optionality over
pricing and game innovation.

APA has seen its outlook improve materially with
the importance of gas as a transition fuel now
widely accepted. It is set to be an active participant
in the energy evolution via the build-out of electricity
transmission infrastructure and decarbonisation
of major mine sites in the Pilbara.
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The future lies beyond the top 20

While the Australian equity market may be anchored to banks and iron ore, you don’t
need to be weighed down by sectors that have passed their peak.

Areas of the market that are less researched (and consequently more inefficient), with
strong business models and pricing power are more likely to yield outsized returns.

The Ex-20 provides a way around sluggish growth, offering superior returns and
lower risk than small caps, while reducing the systemic risks of over-concentration
in specific sectors like banking and iron ore.

Lastly, make sure you pick a manager who can
capitalise on this opportunity through well-researched
and insightful active positions.

Contact us

Call: +61 2 8072 6300
Email : sales.au@yarracm.com
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CAPITAL MANAGEMENT

“‘YARRA

Yarra Funds Management Limited (ABN 63 005 885 567, AFSL 230 251) ('"YFM') is the issuer and responsible entity of a range of registered managed investment schemes. YFM is not licensed to provide
personal financial product advice to retail clients. The information provided contains general financial product advice only. The advice has been prepared without taking into account your personal objectives,
financial situation or particular needs. Therefore, before acting on any advice, you should consider the appropriateness of the advice in light of your own or your client’s objectives, financial situation or needs.
Prior to investing in any of the Funds, you should obtain and consider the product disclosure statement ('PDS’) and target market determination (‘'TMD’) for the relevant Fund by contacting our Investor Services
team on 1800 034 494 or from our website at www.yarracm.com/pdsupdates/. 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: (a) 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. No part of this material may, without the Yarra Capital Management Group’s prior written consent be copied, photocopied, duplicated, adapted, linked to
or used to create derivative works in any form by any means.

YFM manages the Funds and will receive fees as set out in the PDS. 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. Past performance is not an indication
of, and does not guarantee, future performance. Information about the Fund, including the relevant PDS, should not be construed as an offer to any jurisdiction other than in Australia. With the exception of some
Funds that may be offered in New Zealand from time to time (as disclosed in the relevant PDS), we will not accept applications from any person who is not resident in Australia or New Zealand. The Fund is not
intended to be sold to any US Persons as defined in Regulation S of the US federal securities laws and has not been registered under the U.S. Securities Act of 1933, as amended.

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. Holdings may change by the time you receive this report. Future portfolio holdings may not be profitable. The information should not be deemed representative of future characteristics for the strategy.
There can be no assurance that any targets stated in this document 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 document
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.

© Yarra Capital Management, 2024.





