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The Emperor’s New Clothes  
2 December 2025  

Key Takeaways 

 Index-driven momentum is inflating valuations and creating an illusion of strength in crowded Australian 

stocks, despite earnings fundamentals no longer justifying current prices. 

 Valuation spreads in the S&P/ASX 200 have reached extremes seen only after major dislocations—signalling a 

compelling setup for value outperformance as sentiment shifts and fundamentals reassert themselves. 

 Australia now presents a uniquely attractive value opportunity versus global markets, with passive flows 

amplifying mispricing and leaving high-quality, cash-generative companies overlooked at a time when liquidity 

is tightening and discipline matters most. 

Seeing the Value Beyond Momentum in Australian Equities  

For those who remember the fable The Emperor’s New Clothes, the story is as relevant to markets today as it was 

to human nature centuries ago. An emperor, so enamoured with his own splendour, parades through the streets 

in “magnificent” garments, visible, supposedly, only to those who are worthy of their station. The crowd applauds 

what they can’t see, afraid to speak the obvious truth: the emperor is wearing nothing at all. 

In the Australian equity market today, a similar scene is playing out. Momentum and index-driven investing have 

created an illusion of strength, with many investors applauding the performance of popular, overvalued stocks 

while ignoring the uncomfortable truth that earnings fundamentals for these crowded stocks no longer support 

the prices.  

At some point, as in the fable, markets participants will recognise what should be clear to see, and those without 

genuine value exposures in Australia could find themselves standing bare. And with cracks appearing in the 

momentum story, we might be starting to see this happen right now.   

The Last Two Years: The ‘Reign’ of Momentum 

The past 12 to 24 months have been a choppy period for equities, both globally and here in Australia. Despite 

being a bank/resources dominated market that has little leverage to the tech/AI driven momentum of the 

Magnificent 7, Australian market returns have been dominated by risk-on sentiment, index flows, and momentum-

chasing behaviour. This has definitely made it a challenging environment for fundamental, valuation-focused 

active managers such as us to generate alpha. 

It’s natural to question whether maintaining style allocations, particularly to active, value-oriented approaches, still 

makes sense in Australia but history reminds us that markets are cyclical: momentum, themes, euphoria and 

pessimism all take their turns at the throne, and every such streak in the past has eventually unwound.  
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As Benjamin Graham wrote in The Intelligent Investor in 1949, “speculators often prosper through ignorance; it is 

a cliché that in a roaring bull market, knowledge is superfluous and experience is a handicap”. But the typical 

experience of the speculator is one of temporary profit and ultimate loss. 

The Valuation Illusion 

The S&P/ASX 200 surely hasn’t felt much like a value market of late. The index is trading at a price-to-earnings 

multiple nearly two standard deviations above its long-term average. That makes strong expected returns from a 

passive investment in the index increasingly hard to justify. However, finding value in today’s equity market isn’t 

hard, but we believe that one must look past the momentum-driven parts of the Australian equity market and 

towards value style stocks to find the alpha opportunities. 

Our 20-plus years of fundamental company valuations give us a clear view of how far prices for Australian stocks 

have drifted from underlying worth. We do this by tracking the spread between our proprietary analyst valuations 

for our Australian Value Equity portfolio holdings (those undervalued stock ideas selected by our investment 

team) and those of the broader S&P/ASX 200. 

The data is striking: our valuation spread measure surpassed 40 per cent in November 2024 and has remained 

elevated ever since. This is a level that has been reached only three times in the past two decades. History tells us 

that such extremes don’t last. When liquidity tightens and sentiment shifts, the market’s illusion fades, and 

investors rediscover the appeal of real value. Each of those over 40 per cent spread periods (post-Tech Bubble, 

during the GFC, and following the Covid-19 pandemic market crash) was followed by extraordinary 

outperformance for value investors. 

Are Valuations Too Stretched or are Real Stories Being Ignored? 

One of the key reasons we feel that prices have become detached from their earnings potential is that passive 

investors are focused on buying to match an index rather than assess a business. The high index concentration 

stocks in Australia are the market equivalents of the emperor’s imaginary finery — impressive only as long as no 

one questions them. 

The Commonwealth Bank of Australia is a case in point. Despite limited earnings growth over the past decade, its 

P/E ratio has expanded to levels difficult to justify, making it the poster child for index-led exuberance. 

Wesfarmers tells a similar story, with its re-rating also driven more by index flows than by fundamental growth. 

In contrast, we believe that many high-quality companies are being overlooked amid the passive buy spectacle. 

Not all cheap stocks are genuine value opportunities, but disciplined analysis reveals many businesses with solid 

balance sheets, strong cash flows, and stable earnings that the market is currently discounting. Our bottom-up 

research allows us to distinguish true value from “value traps”. We’ve deliberately positioned away from crowded, 

high-multiple names and toward attractively valued, quality stocks such as ANZ Banking Group, BHP Group, 

Aurizon, AGL Energy and Amcor. These are the businesses quietly building substance while others chase 

appearance. When the crowd finally sees through the illusion, we think they’ll be the ones still clothed in the 

fundamentals. 

Guidance for Asset Allocators 

Yes, we are in a momentum-driven market. No, we don’t know exactly what will end it, but we do know how it 

ends. Every cycle of exuberance gives way to a reckoning, and those with portfolios tied too tightly to the 

momentum trade risk being caught unprepared.  

We are starting to see signs that we may be close to end of the momentum story given recent returns of typical 

growth names, Commonwealth Bank, and bitcoin etc. Once value spreads start tightening, they’ll keep on going. 

For asset allocators, we see a clear path: 
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• Use global allocations to capture thematic or AI-related exposures, where earnings justify optimism. 

• Use Australian equities to access the value dispersion and mean-reversion opportunity, where the disconnect 

between prices and fundamentals is starkest. 

When the Illusion Breaks 

True value investing demands patience and discipline. It requires a willingness to see what others ignore and to 

act accordingly.  

Just as the emperor’s parade eventually met its truth-teller, markets too will confront reality. When momentum 

fades and fundamentals reassert themselves, those with fundamental valuation-driven exposures will not only 

preserve capital but stand ready to lead the next phase of performance. 

The illusion may dazzle for now, but history, and the data, tell us what comes next. In the end, fundamentals are 

the only fabric that truly endures. 
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Important Information  

Franklin Templeton Australia Limited (ABN 76 004 835 849) is part of Franklin Resources, Inc., and holds an Australian Financial Services Licence (AFSL No. 240827) issued pursuant to 

the Corporations Act 2001. The ClearBridge Australian Equities Investment Team, a division of Franklin Templeton Australia Limited, is operationally integrated under the “ClearBridge 
Investments” global brand, alongside ClearBridge Investments, LLC (“CBI”), and other ClearBridge entities indirectly wholly owned by Franklin Resources, Inc. Distribution of this 
material is issued and approved in Australia by Franklin Templeton Australia Limited. 

This publication is issued for information purposes only and does not constitute investment or financial product advice. It expresses no views as to the suitability of the services or 

other matters described in this document as to the individual circumstances, objectives, financial situation, or needs of any recipient. You should assess whether the information is 
appropriate for you and consider obtaining independent taxation, legal, financial or other professional advice before making an investment decision.  

The document does not form the basis of, nor should it be relied upon in connection with, any subsequent contract or agreement. It does not constitute, and may not be used for the 

purpose of, an offer or invitation to subscribe for or otherwise acquire shares in any of the products mentioned. 

Past performance is not a guide to future returns.  

The distribution of specific products is restricted in certain jurisdictions, investors should be aware of these restrictions before requesting further specific information. 

The views expressed are opinions of the portfolio managers as of the date of this document and are subject to change based on market and other conditions and may differ from other 

portfolio managers or of the firm as a whole. These opinions are not intended to be a forecast of future events, research, a guarantee of future results or investment advice.  

Some of the information provided in this document has been compiled using data from a representative account. This account has been chosen on the basis it is an existing account 

managed by the investment team, within the strategy referred to in this document. Representative accounts for each strategy have been chosen on the basis that they are the longest 

running account for the strategy. This data has been provided as an illustration only, the figures should not be relied upon as an indication of future performance. The data provided for 
this account may be different to other accounts following the same strategy. The information should not be considered as comprehensive and additional information and disclosure 
should be sought.  

The information provided should not be considered a recommendation to purchase or sell any particular strategy / fund / security. It should not be assumed that any of the securities 

discussed here were or will prove to be profitable.  It is not known whether the stocks mentioned will feature in any future portfolios managed by the investment team. Any stock 
examples will represent a small part of a portfolio and are used purely to demonstrate our investment style. 

Risk warnings - Investors should also be aware of the following risk factors which may be applicable to the strategy shown in this document.  

• Investing in foreign markets introduces a risk where adverse movements in currency exchange rates could result in a decrease in the value of your investment.  

• This strategy may hold a limited number of investments. If one of these investments falls in value this can have a greater impact on the strategy’s value than if it held a 

larger number of investments. 

• Smaller companies may be riskier and their shares may be less liquid than larger companies, meaning that their share price may be more volatile. 

• The strategy may invest in derivatives (index futures) to obtain, increase or reduce exposure to underlying assets. The use of derivatives may restrict potential gains and 

may result in greater fluctuations of returns for the portfolio. Certain types of derivatives may become difficult to purchase or sell in such market conditions. 
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