% BAIOCCHI GRIFFIN Spring 2023
PRIVATE WEALTH Issue 44

POINTS OF INTEREST

Welcome to the latest edition of our quarterly look at Australian and global eco-
nomic and market developments. In this issue we discuss the performance of sleep
apnea treatment company, Resmed Inc., which is widely held within client portfolios
and suffered a steep fall in its share price during the past quarter. We also review the
general global economic environment.

EXECUTIVE SUMMARY

O Despite a long history of revenue and
profit growth, the short-term focus of the
market was evident this quarter, with shares
in Resmed Inc. falling over 30%

O Resmed’s travails illustrate the capricious
nature of the stock market, but we believe
the business case and investment thesis
remain intact

O An expectation of ‘higher for longer
interest rates pushed markets lower during
the quarter, while geo-political concerns

have contributed to a higher level of

market uncertainty
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A turn for the worse

The past three months has highlighted the capricious nature of the stock market, as heavy falls were
recorded across both international markets and the ASX. In this section we discuss the issues behind
this poor performance.

Poor performance over the past quarter can be attributed to both global issues, and for many client
portfolios, company specific issues. First, let us address the company specific issues.

Many clients would be familiar with the name Resmed, which has been a staple holding in the majority
of client portfolios. Resmed is a global leader in the manufacture and supply of equipment and con-
sumables used to treat obstructive sleep apnea. Resmed’s history goes all the way back to 1981, when
Professor Colin Sullivan, working at the University of Sydney, developed the first continuous positive
airway pressure (CPAP) device, the first successful, non-invasive treatment for obstructive sleep apnea.
Resmed itself was founded in Australia in 1989 and purchased the CPAP technology, with the aim of
commercialising the mass production of CPAP devices. Today Resmed employs over 10,000 staff and
operates in over 140 countries and is listed on both the New York Stock Exchange and the Australian
Stock Exchange.

8,000
From a financial perspective, Resmed has been

an undeniable success. In 2010 the company
reported revenue of just over US$1 billion and
profits after tax of US$190 million. In its most
recent annual results, for the year ended 30
June 2023, Resmed reported revenue of US$4.2
billion and profits after tax of just under US$900
million. This rapid (and consistent) revenue and
profit growth is shown in the adjacent chart,
which is shown in Australian dollars.
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Resmed's financial future looked even brighter, when in 2021, its major competitor, Phillips, was forced
to recall millions of CPAP devices after it was found that the foam used to deaden the sound of the
device was prone to breaking down and was subsequently inhaled by users of the device. Phillips re-
worked and repaired millions of these faulty devices, but in 2023 Phillips was forced to recall these
repaired devices again, when it was found they may have been incorrectly reprogrammed during the
repair process. As one might expect, the recalls significantly impacted Phillps’ ability to supply CPAP
machines, in addition to significant brand damage associated with the two recalls. As a result, many
users of Phillips CPAP machines have opted to purchase a replacement machine from Resmed or
another of Phillips’ competitors.

As recently as July of this year, analysts were forecasting annual growth in earnings per share of 14%
over the next five years, as Resmed took advantage of Phillips’ problems and significantly increased its
market share. Our decision to include Resmed in client portfolios (where appropriate of course, and not
in every instance) seemed justified.

Then, in early August this year, Resmed’s share price did this:
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In just over six weeks, Resmed's share price fell by just over 37%, bottoming at just $21.25 per share
in late September. A company which was expected to grow its profits by 14% for years to come, had
suddenly lost nearly 40% of its value, seemingly overnight. Capricious indeed.

So, what happened? Well, insofar as one can divine the sometimes seemingly random movements of
the stock market, there appears to be two reasons: one minor and one maijor.

The minor reason was a reported decline in Resmed’s gross profit margin for the 2023 financial year,
which dipped slightly by 0.80% to 55.80%, which was slightly below expectations. Management
explained this by pointing out that the period included the sale of CPAP devices which had been man-
ufactured during the pandemic, which meant higher component costs (particularly microchips) and
shipping costs. These higher costs were expected to normalise in coming months, with a concurrent
improvement in gross profit margins.
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The second and major reason was far more serious and detrimental to Resmed's share price. On the day
of releasing its financial results for the 2023 financial year, short sellers attacked Resmed, pushing its
share price nearly 10% lower (despite the company announcing an 18% increase in revenue). This coin-
cided with the publication of multiple media reports regarding the potential impact of GLP-1 drugs on
Resmed's business.
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Despite having been around for some years, GLP-1 drugs (of which Ozempic and Wegovy are some of
the most well-known examples) have recently hit the headlines for their ability to bring about significant
weight loss, even though the drugs were initially developed to treat type 2 diabetes. Studies have shown
that weight loss of up to 20% of bodyweight or more is possible and social media influencers have been
pinpointed for promoting Ozempic and its competitors as being miracle weight loss drugs. Demand for
the drugs from overweight but otherwise apparently healthy patients has contributed to a global short-
age of the drugs, as people without a history of diabetes but keen to shed some weight have requested
prescriptions from their doctors.

The effectiveness of GLP-1 drugs in treating weight loss has led some commentators to draw startling
conclusions, with claims that over 24 million Americans could be using the drugs for weight loss by 2033
(The Financial Review, 8 September 2023); that the market for the drugs could be as high as US$90
billion in annual sales (The Washington Post, 11 June 2023) and most impressively, the "...end of obesity’
(Livewire Markets, 13 September 2023).

While GLP-1 drugs are undeniably successful in terms of weight loss, why is this relevant to Resmed?
The impact on Resmed stems from the fact that there is a link between sleep apnea and obesity. That
is, while you can suffer from sleep apnea and not be obese, if you are obese you are more likely to suffer
from sleep apnea. Thus, the logic goes, if this truly is the ‘end of obesity’, then it is also the end of a signif-
icant portion of the demand for Resmed'’s products (as indeed for any company which provides products
or services linked to obesity related illnesses or diseases). This link, between future demand for CPAP
machines and the popularity of Ozempic and other GLP-1 drugs, is therefore seen as the primary reason
for the near 40% drop in Resmed'’s share price over the past two months.
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In our view (and in the opinion of both analysts and Resmed's management), this conclusion
overstates the actual likely impact on Resmed. Our opinion is based on a number of factors, including
the following:

L] While obesity is a significant risk factor in regard to sleep apneaq, othersinclude type 2 diabetes,
age, a naturally narrow airway, hypertension, chronic nasal congestion, smoking, asthma and
a family history of sleep apnea. Avoiding obesity is no guarantee of avoiding sleep apnea.

@ There are an estimated 900 million people in the world living with sleep apnea (Estimation of
the global prevalence and burden of obstructive sleep apnoea: a literature-based analysis, by
A Benijafield et al.), and only 16 million people are using CPAP devices. While GLP-1 drugs are
likely to reduce the market for Resmed’s products to a certain extent, there is still likely to be
more people with sleep apnea than Resmed and its competitors could ever treat.

° If an individual is obese and suffering from sleep apnea, losing weight only lessens the severity
of the sleep apneaq, but cannot cure it. Such patients are still likely to require the use of a
CPAP device.

° Some studies have shown that weight loss brought about by the use of GLP-1 drugs is not

permanent. That is, once patients stop using the drug, the weight returns. The need to
potentially take the drug for life may reduce the number of people willing to take such a step.

Overall, we believe that Resmed's long term financial outlook remains intact. The current share price
weakness appears more driven by hype than by facts and we expect this to be reflected in the share
price in due course.

Our motivation in providing this analysis of Resmed'’s disappointing performance this quarter is two-
fold. Firstly, to provide some context behind portfolio performance where Resmed is held within a port-
folio (although Resmed is not the only company to have suffered this quarter, although it likely would be
the worst performer in most portfolios). Secondly, and perhaps more importantly, we hope to try and
provide an insight into how we manage portfolios and our investment selection process. Furthermore,
we seek to illustrate how the poor performance of an investment (or indeed, the entire portfolio) is not
necessarily a cause for concern or a call to action. Our view is that Resmed'’s experience over the past
few months, while disappointing, is a good illustration of the tendency of the stock market to occasion-
ally ignore the fundamentals of a company, and focus wholly on sentiment - sometimes favourably,
sometimes unfavourably.

Broader market concerns

The second factor which hasimpacted portfolio returns this quarter, is the general poor market perfor-
mance. After a number of months of relatively low volatility and mostly sideways movement, both the
domestic and international stock markets fell sharply through the months of August and September.
The benchmark ASX All Ordinaries index fell by 2.05% over the quarter, after reaching a peak of 7,672
in late July.
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Driving these falls were increased concerns regarding the future direction of interest rates. Earlier in
the year there was a view that interest rate increases were over; inflation was beaten; a soft economic
landing would be achieved; and most importantly, that central banks (and especially the US Federal
Reserve) would be in a position to begin lowering interest rates in the first half of 2024.

This somewhat Goldilocks view of the next 6 to 12 months was unfortunately derailed by the strength
of the US economy. Not, as one might expect, by news that the US economy was struggling, but rather,
by news that the US economy was growing strongly. In this case, good economic news was viewed as
bad news. While it was acknowledged that the interest rate hikes of 2022 and early 2023 had slowed
inflation somewhat, the continued strength of the US economy meant that perhaps interest rate hikes
were not finished after all, that the Fed would need to continue to push interest rates higher and keep
them there for longer than was expected. For the past two months, this ‘higher and longer’ narrative
has come to dominate global markets, with the expected negative implications for markets.

The most immediate response to this growing narrative was an increase in bond yields. That is, the
interest rates demanded by bond investors rose to a level not seen since 2007, as the bond market
factored in the growing likelihood of higher interest rates in the future. In August, for example, job
openings in the US increased, rather than falling, in a sign of robust economic growth. These positive
economic figures were poorly received, precipitating steep falls in equity markets worldwide as
investors pondered the likelihood of higher, not lower, interest rates.
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To a certain extent this discussion has been mirrored here in Australia, where expectations of interest
rate cutsin early 2024 have been dampened by eventsin the US and concerns that inflation is not slow-
ing as quickly as had been hoped. That's not to say that Australia’s experience is identical to the United
States. In Australia, for example, most mortgages are variable rate loans or are fixed for a maximum
of usually 5 years. Contrast this to the US, where it is possible to fix your mortgage for up to 30 years,
the effective life of the loan. This means that changes in monetary policy (i.e., changes in interest rates
by the central bank) are quicker to take effect in Australia, as compared to the US. It certainly appears
that the Australian economy is slowing more rapidly than the US, with some economic commentators
believing that Australia has already entered a recession, even though this has not yet been confirmed
by the formal economic data.
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Our view is that monetary policy is working as infended and that the usual lag between changing inter-
est rates and observing the impact on the real economy still exists (and is perhaps a little longer than
usual). We believe a recession in Australia is almost a certainty, possibly confirmed by the end of Q1
2024. That said, at this stage it does appear that any recession is more than likely to be a mild one. It’s
also important to remember that a technical recession is simply defined as two consecutive quarters of
negative economic growth. So, an economy which shrinks by 0.1% of GDP in two consecutive quarters
is in recession, as is an economy which shrinks by 2% of GDP in two consecutive quarters. Clearly how-
ever, the real-world economic outcomes of those two ‘recessions’ would differ markedly, so it is import-
ant not to pay too much attention to technical definitions.

Global instability

Coupled with concerns over the future direction of interest rates, is the usual focus on global matters
likely to impact investment returns.

The most visible of these is political instability in the US, where a federal government shutdown was
only narrowly avoided (and in fact only until November 17) through a last-minute deal. More recently,
and for the first time in US history, the Speaker of the House of Representatives, Kevin McCarthy, was
kicked out of office by his own party, further destabilising the US political situation. Added to this is of
course the looming 2024 Presidential election, where US voters look likely to be again faced with an
uninspiring choice between Biden or Trump.

Republicans’ Preferences for the 2024 Presidential Nominee

If the election for the Republican presidential nominee were held today, which candidate
would you be most likely to vote for?

Desanti
Pence . 3
Scott . 3
Haley . 3

Ramaswamy . 2

Christie I 2

DOD®E D@

As we often point out to clients, Australian politics may have its problems and issues, but these often
seem trivial when compared to the situation in the United States. In and of itself, the somewhat chaotic
nature of US politics is not important to the overall economic situation; rather, it serves to add to the
sense of global uncertainty, which is unwelcome from the perspective of investment markets.
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As we write this, existing concerns over the ongoing conflict in Ukraine have been added to by the re-
cent attacks on Israel by Hamas. While the terrible loss of life in both conflicts is the most regrettable
outcome, from an investment perspective it is again the heightened sense of uncertainty which has the
most impact. Conflict in the Middle East also usually carries extra economic risks, given the importance
of the region in regard to global oil supplies (witnessed by the 4.20% jump in oil prices following Hamas'
attack on Israel).

Looking ahead over the next three to six months, we expect concerns over bond yields and the pos-
sibility of recessions in most developed economies, to continue to weigh on investment markets. A
significant improvement in inflation data, however, may well be the catalyst for a sustained reduction
in global interest rates, although at this stage we do not expect such an outcome until at the earliest
perhaps the second quarter of 2024.

Tax Reports

For clients with personal investment portfolios, all 2023 Tax Reports have been compiled and
distributed. In the past we have found that where we have provided the tax reports to a client’s
accountant, this has not necessarily been communicated to clients by the accountant. Rest assured, if
you have a personal investment portfolio, either you have a copy of your tax report, or your accountant
does. Should you have any questions regarding tax reports, please feel free to contact the office.

N
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We hope you have enjoyed this edition of our quarterly newsletter. As always, should you have any
queries, questions or feedback, please do not hesitate to contact us. We wish you all the best for the
year ahead.

With kind regards,

FACTS & FIGURES AT A GLANCE

Rate / Value Change from last reading
Australian inflation rate (annual) 5.20% (Aug) +0.30%
Australian unemployment rate 3.7% (Aug) +0.20%
RBA Cash rate 4.10% (Jul meeting)
ASX 200 Index 7,048
Australian S vs. US $ $0.6458

Australian S vs. UK £ $0.5284

Australian S vs. Euro € $0.6106

This newsletter provides general information only. Before making any financial or investment decisions, we recommend you
consult a financial planner to take into account your particular investment objectives, financial situation and individual needs.

@ BaiocchiGriffinPrivateWealth www.bgprivatewealth.com.au

T:02 67669000 | F:02 67669779 | Email: enquiries@bgprivatewealth.com.au | PO Box 590 Tamworth NSW 2340



