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24 Markets Monday

Have growth stocks such as WiseTech become too expensive?
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Market minds
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WiseTech CEO and founder Richard White. PHOTO: MICHAEL QUELCH

The market has
rewarded WiseTech
as it has continued to
deliver robust
earnings growth.

August is upon us, bringing with it
company reporting season, which is
always an interesting time as a
portfolio manager. It’s an opportunity
to hear directly from company
management about what is happening
on the ground and how that is affecting
their business.

This is a particularly exciting time for
a fundamental stock picker, especially
now when news has been dominated by
all things related to inflation.

Analysing macroeconomic data and
assessing the potential impact on the
direction of fiscal and monetary policy
is crucial for setting the scene for
investing.

However, equally important for
successful stock picking is having a
clear understanding of the growth
opportunities and challenges a
company is facing from the bottom up,
and a good sense of how capable the
management team is in navigating
through them.

From a macroeconomic perspective,
it would have been tempting to sell high
price earnings (PE) growth stocks last
year when interest rates were moving
higher because valuations of high-
growth companies are particularly
affected by higher interest rates.

This is because the value of a high-
growth stock is primarily derived from
cashflows expected to be generated
many years in the future. Rising bond
yields drive up the cost of capital and
the rate at which those future
cashflows are discounted, reducing
their value today.

So, going by the textbook, growth
stocks tend to underperform and trade
on lower PE multiples when bond
yields rise.

However, as we have seen over the
past year with a large divergence in
growth stock performances, some
stocks can still significantly
outperform in a rising rate
environment.

Whether this is justified is another
question and depends on the
underlying company fundamentals.
There are some instances where a
high-quality growth company with
accelerating earnings growth and
improving industry position may
justifiably perform extremely well even
in a rising rate environment.

One such company is global logistics
software outfit WiseTech, whose share
price has almost doubled since rates
started to rise early last year, despite
trading on a very high PE multiple of
more than 100 times.

The market has rewarded WiseTech
as it has continued to deliver robust
earnings growth from its core business
Cargowise, as well as making two
strategically significant acquisitions

which will broaden its product range
and, importantly, strengthen its
sustainable competitive advantage in
global logistics.

This has given the market more
confidence that it can continue to
deliver strong earnings growth for
many years to come. As a result,
WiseTech has maintained its PE of
about 100 times despite rising yields.

Another high PE growth stock that
has done well is radiology software
provider Pro Medicus. It has continued
to deliver strong earnings growth
(80 per cent plus in the past two years)
and win new contracts at an

accelerated rate. This has helped the
market gain confidence in the size of its
long-term growth opportunity and the
strength and sustainability of its
competitive advantage.

All of these fundamental factors
have driven Pro Medicus’ stock price
higher, and although the PE multiple
has contracted from its peak, it still
trades on a very lofty PE of more than
100 times.

At these very high PE multiples,
WiseTech and Pro Medicus are
certainly not immune to a significant
share price decline should long-term
bond yields trend higher from here.

However, there are many growth
stocks that have maintained their high
PE multiples which haven’t had a
significant improvement in their long-
term growth prospects or industry
position to justify their high valuations.

We believe these companies are
particularly at risk should bond yields
rise further. In this context, we are
most comfortable with growth stocks
that have improving fundamentals or
whose growth trajectory is intact, but
where the valuation has adjusted down
to reflect higher bond yields.

For example, we believe ResMed will
continue to deliver good growth and
trades at a reasonable valuation.

As always, the reporting season
presents a great opportunity to gather
valuable and new information and gain
further insights to assess a company’s
future earnings growth. Ultimately,
this growth is the key driver behind
stock price performance.
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