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Outdoor advertising 

Overnight the Federal Reserve raised interest rates for the second time in a decade! I wrote more
about it on Switzer Daily here.

Closer to home, just when we thought things were starting to wind down for the year, APN Outdoor
and oOh!Media announce a merger! Today Charlie Aitken, who has been following the outdoor
advertising sector, explains why he thinks this is a good thing, and also shares a HIGHLY
SPECULATIVE stock idea.

    Sincerely,

 
  Peter Switzer
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Things that make you go oOh! OML and APO
announce merger
by Charlie Aitken

 
Well, that was an unexpected early Christmas
present. Last week, I wrote to you about how bullish I
was on the Australian outdoor advertising sector and
why my fund owns APN Outdoor (APO) and Ooh
Media (OML). Yesterday, completely out of the blue,
APO and OML announced a merger of equals, which
I think is a MAJOR WIN/WIN for both sets of
shareholders and assures further outperformance
from these stocks as they eventually become one.

This is the no.1 and no.2 player in the structurally
growing sector of outdoor advertising merging. The
revenue and cost synergies are larger, and the
merged company becomes a $1.6b market cap
growth stock that is investable to all investors.

The final piece of what is undoubtedly positive news
was both companies UPGRADED earnings guidance
as part of the merger announcement. This is a
merger of two strong companies that have structural
tailwinds.

My argument last week in favour of the sector and
both stocks was that the industry is growing at double
digits, the earnings of both stocks are growing at
double digits, yet both stocks traded on P/E discounts
to the market. They were and remain structural
growth at a reasonable price investment.

The merger in point form summary and some key
slides:

APN and OML have announced a merger
whereby OML shareholders receive 0.83 APN
shares for every OML share.
Both Boards have recommended the
transaction
Conditions include no regulatory intervention,
OML shareholder approval and other
customary conditions

Both companies have agreed to cap final
December 16 dividends at 12.5c for APN and
10c for OML respectively
The merger is expected to deliver pre-tax cost
synergies of at least $20m per annum and the
companies believe the deal will deliver FY16
pro forma EPS accretion of 14.7% and 14.2%
respectively
OML is expected to vote in March 17 with
implementation in April 17
As part of the announcement, APO provided a
positive trading update.
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All in all, I think this is an excellent result for both
APO and OML shareholders, of which my fund is
both. The combined entity is significantly stronger and
more profitable than either standalone options. This is
a classic merger of equals that makes sense and I
will continue to hold both stocks, as I think this deal
assures my investment thesis is right. The good news
is that in April, when the merger completes, I will only
have to hold one stock to get leverage to this
structural growth theme known as outdoor
advertising. I hope some of you bought some APO
and OML last week after my note.

I thought I better update you on the APO/OML
developments as that is a major development, but I
also wanted to finish the year with one highly
speculative idea to put in your Xmas stocking.

I want to reiterate that this is a HIGHLY
SPECULATIVE IDEA and NOT SUITABLE TO ALL
INVESTORS.

The stock I am writing about today is Kidman
Resources (KDR), a stock that has the potential to
be the largest lithium producer in Australia.

The reason KDR has a market cap of just $176m is
that there is, in my opinion, a spurious legal claim of
ownership of its major resource, Earl Grey, by
another small mining company. Without that legal
claim, which only came recently, I would strongly
suspect KDR’s market capitalisation would be double
the current market cap.

My view is that legal claim will be resolved and upside
value will be released in KDR. In reality, the

discounted current value of KDR is based off this
legal claim, which I think will be resolved.

So why am I so bullish on KDR??

Firstly I am bullish on lithium and  I note that FOB 6%
lithium prices have advanced to US$905t versus
current market estimates of $700t. I believe in
structural demand growth for lithium, based on growth
in battery demand for electronic cars etc. The tables
below are from Galaxy Resources and are a good
macro summary of Electronic Vehicle (EV) growth
and potential associated demand growth for lithium.

Secondly, the Earl Grey deposit is a world class hard
rock lithium deposit with the potential to be at the
bottom of the lithium cost curve, due to the scale of
the deposit and its flay lying nature.
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The simple point is that Earl Grey is a world-class
lithium discovery. My personal view is the stock is
very cheap versus its grade, scale and potential.

Obviously, this is high risk and speculative, but my
experience in mining investment suggests that the
underlying resource decides the success of the
investment. Remember, I was the first East Coast
broker to ever recommend Fortescue (FMG) about a
decade ago.

If KDR successfully settles any legal action, a view I
feel is likely, then it would be fair to assume KDR
would be re-rated to peer group sector valuations. In
that scenario, I would be expecting to see a KDR
share price above $1.00, which makes KDR at 58c a
solid risk/reward opportunity.

To put this in context, I currently have 2% of my fund
in KDR as our no.1 play on potential large scale

lithium exposure, yet with the investment sized in the
portfolio to represent that it’s highly speculative and
the volatile nature of mining exploration stocks.

Anyhow, that’s my idea for the Festive Season and
2017 – KDR.

I hope you all have a safe and happy New Year.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Four more stocks to sell
by Tony Featherstone

 
Investors could not get enough of top small- and
mid-cap stocks for much of this calendar year. In a
sluggish market, they paid up for companies growing
faster than the economy.

The S&P/ASX Small Ordinaries index returned 27%
(including dividends) over the year to September
2016 – almost three times better than the ASX 100
index in that period.

Small-cap outperformance astonished. Index quirks,
such as the higher weighting of resource stocks in the
Small Ords, partly explained the higher returns.
Small-cap gains followed relatively poor performance
from mid-2012 to 2016.

Weight-of-money pushed small-/mid-cap valuations
higher. Fund managers that normally dabbled in ASX
100 stocks looked further afield for “alpha” (a return
greater than that of the market). Some even changed
their investment mandates and invested in microcaps
and pre Initial Public Offering (IPO) opportunities.

At the small-cap peak, sentiment more than
fundamentals drove aggregate returns. The Small
Ords traded at a valuation premium to the ASX 200
index, when it historically trades at a discount
because of the general lower quality and liquidity of
small stocks.

Small-caps usually do best when risk appetite is
rising; not when investors are fearful of global
recession and market volatility is persistently high.
But such was the asset-price distortion from a
backdrop of record-low interest rates and radical
monetary policies.

Simply, investors bought large defensive stocks for
yield and small-/mid-caps for growth.

That trend started reversing in the fourth quarter as
Donald Trump’s surprise United States election win
primed the “reflation trade”. Hopes of higher US
infrastructure spending and better global economic
growth lifted interest-rate and inflation expectations.

The consensus swung to large-cap Australian
equities over small ones, and growth stocks over
yield. Resource stocks soared and banks lifted.
Defensive sectors, such as infrastructure, utilities and
listed property trusts, fell. Small-caps retreated.

Fund managers took profits in small- and mid-cap
stocks on high Price Earnings (PE) multiple and
rotated into undervalued large-cap stocks.

The Small Ords’ one-year return of 15% is now
slightly above that of the ASX 200 – a remarkable
narrowing given the Small Ords was ahead by a
factor of three at one stage this year. Watch the ASX
200 finish ahead of the Small Ords by year’s end.

The Small Ords has already lost 5% this quarter in a
rising sharemarket. The ASX 200 is up 3%.
Institutional capital is rotating out of price
small-/mid-caps into the large-cap rally. Small-caps
that had huge rallies are easier to sell.

However, I doubt the sustainability of the “reflation
trade” and do not believe it warrants a bull-market in
resource stocks and soaring valuations for big
miners. Granted, the trade could run well into the
New Year and last longer than many commentators
expect. But a Trump Presidency – and its effect on
the global economy – is rife with uncertainty.

There is a good case to reduce exposure to
small-/mid-caps that have rallied. The market is
itching to take profits; witness the brutal sell-down of
any small-caps that lower their earnings guidance.
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Some commentators argue that price falls of 20-30%
in popular mid-caps suggests the selling will soon be
exhausted. But several top-performing mid-caps
doubled or tripled in the past few years, meaning
there is there plenty of room for further falls.

The sell-off in small and mid-caps has further to run
because fund managers are, collectively, still
underweight the resource sector and, to a lesser
extent, large-cap industrials. Taking some profits on
soaring smaller caps makes sense.

The list below nominates small-caps that have rallied
too far, too fast. Each is a quality, well-run company
that investors could consider buying at lower prices.
Their inclusion is based on valuations that are
factoring in too much earnings growth.

1. Webjet (WEB)

Source: Yahoo!7

The travel provider is on the right side of tourism
trends as more bookings are made online. But after
more than tripling from its 52-week low this year by
October, Webjet’s valuation was arguably priced for
perfection.

It has fallen from a peak of $12.20 in October to
$9.80 – a casualty of the market rotation out of
high-priced small-caps into large-caps.

Webjet deserved its re-rating this year. The market
had misunderstood the company (which has not
always been the best communicator) for years.

Analysts underestimated Webjet’s rapidly improving
business-to-business division, currently loss making,
but potentially a bigger earnings engine than its
consumer business given the operation’s global

focus. Webjet expects more than 30% compound
annual growth in its business-to-business division
over five years.

It’s hard to fault Webjet’s strategy, execution or the
size of its online opportunity. And there’s a danger in
reading too much into its forecast PE of 24 for FY17
based on consensus forecasts. Some stocks warrant
a high PE multiple because of their high expected
growth. Webjet is an example.

My concern is the risk of greater competition from
online travel giants in the next few years, in a highly
price-sensitive market where few companies have
sustainable advantages. Much depends on Webjet’s
business division beating market estimates.

Some profit taking seems in order given Webjet’s
industry risks and valuation.

2. Helloworld (HLO)

Source: Yahoo!7

My column for last week’s Switzer Super Report 
outlined problems facing bricks-and-mortar travel
retailers as online travel competition goes up several
notches.

Helloworld (the rebranded JetSet Travelworld) has
been a terrific turnaround story. It looked down for the
count a few years ago: the brand was tired, larger
competitors continued to eat into its market share and
its rebranding was fraught with risk.

Helloworld soared from a 52-week high of $1.94 to
$4.95, before easing to $3.85.

Acquisitions and better-than-expected earnings
growth boosted market confidence in Helloworld’s
turnaround prospects and management. Strong
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growth in inbound and outbound tourism was another
tailwind.

At $3.85, Helloworld trades on a forecast PE of about
20 times FY17, based on a consensus of a small
group of analysts. That’s a substantial premium for a
small-cap company that has no discernible
competitive advantage in an intensely competitive,
price-driven market.

As online travel giants continue to reshape the global
travel industry, it is hard to justify paying big
valuations for small-cap, “shopfront” travel retailers.

Helloworld deserved its share-price re-rating: it’s one
of the better small-cap turnarounds in the past few
years. But it still needs to do more to warrant its
valuation. 

3. SeaLink Travel Group (SLK)

Source: Yahoo!7

Long-time followers of this column will be aware of
my early interest in stocks exposed to the inbound
Asian tourism theme. I have written about this trend
for years and highlighted the effect of middle-class
Asian consumption on Australian tourism.

This megatrend underpinned my previously positive
view on the likes of Sydney Airport (SYD), The Star
Entertainment Group (SGR), Mantra Group (MTR)
and SeaLink Travel Group. The latter, a ferry and
small-cruise operator, was a small-cap favourite of
mine.

I followed SeaLink during its 2013 Initial Public
Offering. It was the type of well-run, understated
industrial company that tends to over deliver after
listing. The influx of Asian tourism to Sydney would

drive demand for SeaLink cruises, and it did.

SeaLink soared from a $1.10 issue price to a
52-week high of $4.85 after a string of impressive
profit results. It now trades at $4.35 after recent profit
taking.

At that price, SeaLink is on a forward PE of about 16
times FY18, using a consensus of a small group of
analysts. Always take care relying on consensus
forecasts based on a low number of analyst
forecasts, for results can be skewed. But even the
trailing (historic) PE of 18 shows SeaLink trades at a
premium to the broader market.

Like others on this list, SeaLink deserved its price
re-rating. The company has good long-term
prospects, but needs to pedal faster to maintain that
valuation. Long-term investors might consider taking
some profits and buying back at lower prices. 

4. Domino’s Pizza Enterprises (DMP)

Source: Yahoo!7

CEO Don Meij could justifiably have a quiet laugh
when yet another analyst suggests the pizza group is
overvalued. For years, many analysts argued that
Domino’s was overvalued, only to miss one of the
great rallies from one of Australia’s great companies.

Better judges argued that the market was
underestimating Domino’s transformation into a
technology company. Its capabilities in food-ordering
and delivery technology in the Australian fast-food
industry are valuable competitive advantages and a
reason why Domino’s is being valued more like a hot
tech stock than a low-margin food provider.

A fall from the 52-week high of $80.69 to $66.48 has
reduced Domino’s nose bleeding valuation. But even
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at the current price, Domino’s trades on a forecast
PE of 46 times FY17 earnings, according to
consensus analyst forecasts.

True believers will stick with Domino’s. Long-term
investors could take some profits as the market
continues to rotate out of pricey industrials.

Rising competition from Pizza Hut and concerns
about higher wage costs for pizza-shop workers could
affect Domino’s franchisee profits. Domino’s will yet
again overcome its industry challenges, but its
valuation, even after recent falls, leaves little room of
error.

Tony Featherstone is a former managing editor of
BRW and Shares magazines. All prices and analysis
at December 14, 2016. 

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Is a TRIS a good thing once the new rules start?
by Graeme Colley

 
Despite a pessimistic view by some, the reasons for
having a transition to retirement income stream
(TRIS) haven’t changed, it’s just that the investment
income earned by the superannuation fund will be
taxed at 15% from 1 July 2017. For many, that result
is better than investing the same amount as an
individual and being taxed at personal rates of up to
47% plus Medicare.

A TRIS provides many advantages, even after the
changes to superannuation take place from 1 July
2017. The most important is probably access to
preserved benefits, prior to meeting the ‘retirement’
condition of release. Then there’s the ability to
receive a tax advantaged regular payment from
superannuation and the concessional rate of tax on
the balance held by the fund. In addition, a TRIS can
be complemented with salary sacrifice arrangements
for anyone who has met their preservation age,
currently age 56. What’s not to like about that?

A TRIS is an income stream payable from a
superannuation fund that has a number of restrictions
placed on it, compared to an account-based income
stream. A TRIS has the following features:

The minimum amount of income paid under
the TRIS must be no less than 4% of the
account balance for the financial year. This is
pro-rated on a daily basis if it commences or
ends during the year.
A cap equal to 10% of the account balance
each financial year exists on the maximum
amount that can be paid, however, it is not
pro-rated.
The amount of the TRIS, which is taxed in the
hands of the individual, is eligible for a 15%
tax offset.
Once the pensioner reaches age 60, the TRIS
is tax-free on receipt.
When drawing down a TRIS, the

non-preserved components are withdrawn
first, before drawing preserved components.
A prohibition exists on withdrawing preserved
amounts as lump sums, however,
non-preserved components can be withdrawn
as lump sums any time.
On the death of the pensioner, the amount left
in the TRIS account can be paid as a
reversionary income stream to dependants.
A TRIS can be returned to the accumulation
phase of super at any time, if required.
A TRIS cannot be used as security for a loan.
It is not possible to add contributions or rolled
over benefits to the balance of a TRIS.

A comparison of the use of a TRIS before and after
the commencement of the changes on 1 July 2017
shows that while there is a reduction of the amount
available to provide the TRIS year by year, it still
provides sound advantages. This can be illustrated in
the case study of Natasha.

Case Study

Natasha is 57 and plans to work full-time until she is
65. She commences a TRIS on 1 July 2017 with the
preserved component of her superannuation balance
of $800,000. The minimum TRIS will be $32,000 and
the maximum will be $80,000. A long-term earnings
rate is 7.1% p.a. before tax has been used (ASFA
annual study of long-term returns published in Super
Funds magazine, September 2016 – the 20-year
rolling rate of return is 7.1%).

The impact of paying tax on the income earned on
investments that support the TRIS over the eight
years that Natasha plans to receive the income
stream is $93,944. This will include the reduction in
the balance year-by-year to take into account the
lower carry forward balance and the lower amount of
minimum pension that can be withdrawn from the
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fund.

The amount accumulated in the fund after eight years
would be $1,052,975, if no tax was payable by the
fund, and $959,031 if 15% tax was payable by the
fund.

While the amount of tax payable by the fund does
make a difference in the balance available to pay the
TRIS year-by-year it may provide a better alternative
than investing the $800,000 in the name of the
individual. If they were able to earn 7.1% long-term
on the balance ($56,800 p.a.) the amount of tax
payable would be $10,007 (excluding Medicare and
other tax offsets) for the 2017-18 financial year,
compared to $8,520 payable by the fund on the same
amount of income.

Commencing a TRIS from 1 July 2017 will continue to
have advantages. It will provide access to preserved
benefits, a regular income stream that is tax effective
and concessional rates on the tax payable by the
superannuation fund.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

10Thursday 15 December 2016



Buy, Sell, Hold – what the brokers say
by Staff Reporter

 
In the good books

Ardent Leisure (AAD) Upgrade to Buy from
Neutral by Citi B/H/S: 1/6/0

Ardent Leisure selling its Marinas operations is seen
as yet another move to unlock value, with Citi
analysts explaining the proceeds from the low
returning asset will be reinvested in the high growth
Main Events expansion in the USA.

On Citi’s calculation, Ardent Leisure will have circa
$102m left over “net” from the sale, which could fund
10 new Main Event centres. The bottom line should
also benefit from a weaker Australian dollar.

All in all, small reductions to estimates have been
implemented. DPS forecasts have been cut too.
Target price gains 10c to $2.65. Upgrade to Buy from
Neutral.

Boral (BLD) Upgraded to Equal-weight from
Underweight by Morgan Stanley B/H/S: 0/3/0

Uncertainty surrounding the Headwaters transaction
is likely to continue for some time, but Morgan
Stanley believes the current price fairly incorporates
this.

Headwaters’ guidance appears achievable to the
broker, as the US housing market continues to
improve.

The valuation now appears more attractive, given the
movement in the stock price after the capital raising,
and the broker upgrades to Equal-weight from
Underweight. Target is $5.58. Industry view is In-Line.

Caltex (CTX) Upgraded to Buy from Neutral by
UBS B/H/S: 5/2/0

November sales and margins data reveal a run-rate
that suggests the best year for Caltex in UBS’ recent
memory. Operational performance at Lytton has been
the key focus since Kurnell closed, and on a belief
that outperformance can be sustained, the broker has
lifted earnings forecasts.

Caltex’ share price has been weak for the past
couple of months, on concerns that the sale of
Woolworth’s ((WOW)) fuel business may mean the
end of the Caltex contract. While this would clearly
impact on earnings, UBS suggests the share price fall
has already taken such a loss into account. Upgrade
to Buy. Target rises to $34.50 from $33.90.

Corporate Travel Management (CTD) Upgraded to
Buy from Hold by Ord Minnett B/H/S: 3/1/0

Corporate Travel Management has acquired
govt/corporate focused agency Redfern Travel in the
UK. Given Redfern’s bookings are almost 100%
online, significant technology and back office synergy
is available, Ord Minnett suggests.

Corporate Travel is offering global scale, significant
margin improvement potential, solid organic growth in
most businesses and a forecast total shareholder
return of around 12%, the broker calculates. Upgrade
to Buy. Target rises to $18.54 from $16.38.

Dulux (DLX) Upgraded to Hold from
Lighten by Ord Minnett B/H/S: 0/5/3

At its AGM, Dulux highlighted a strong performance in
early FY17 and reiterated guidance of FY17 profit
being higher than FY16. While Ord Minnett does not
dispute guidance, the broker believes growth will be
more subdued in FY17 as the macro tailwind of the
housing boom begins to fade.
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That said, Ords does believe Dulux can continue to
make market share gains in paints and coatings
thanks to its alignment with Bunnings ((WES)) and
the expectation Bunnings will make its own market
share gains. Given Dulux’ share price is now trading
near to Ords’ target price of $5.90, the broker
upgrades to Hold from Lighten.

Domino’s Pizza (DMP) Upgraded to Buy from
Neutral by UBS B/H/S: 4/2/0

Domino’s has been caught in the high growth stock
sell off, UBS notes, dropping 20% since August
despite 5% consensus earnings upgrades. This has
put the share price back into the attractive territory.

Domino’s is looking to expand takeaway in A&NZ
from its pizza dominance, is starting to integrate its
new A&NZ technology into Europe and there remains
significant store count upside, UBS believes. The
market is now under-pricing this growth potential and
hence the broker upgrades to Buy. Target rises to
79.70 from $56.00.

Iluka Resources (ILU) Upgraded to Neutral from
Underperform by Macquarie B/H/S: 3/3/1

The company has completed its merger with Sierra
Rutile. The total transaction costs of $473m are fully
funded from existing debt facilities.

This cements the company’s position as a dominant
player in the global chloride titanium dioxide market.
Yet, Macquarie notes it also skews the company’s
resource base away from a predominantly sulphate
route Chinese pigment market.

With the planned expenditure at the Sierra Leone
operations and likely construction of the Cataby
project in Western Australia in FY18, Macquarie
expects gearing will peak at 31% in FY17/FY18. The
broker also believes that, without a significant uplift in
mineral sands prices, the company’s dividend could
potentially be suspended during the construction of
new projects.

Rating is upgraded to Neutral from
Underperform. Target rises to $6.40 from $4.60.

Lovisa (LOV) Upgraded to Add from Hold by

Morgans B/H/S: 2/1/0

Morgans found the first half trading update and
guidance particularly strong. Like-for-like sales growth
is around 10%, with a 77% gross margin. The broker
notes the sales growth was entirely driven by price
increases.

Morgans considers the trading update highlights just
how the company can perform when product
execution is strong.

Based on the quantum of upward revisions to
earnings per share, the broker upgrades to Add from
Hold. Target is raised to $4.26 from $3.43.

NextDC (NXT) Upgraded to Add from Hold by
Morgans B/H/S: 6/0/0

The share price has fallen dramatically over the last
six months and now looks compelling to Morgans.
Thus, the broker upgrades to an Add rating. Target is
reduced to $4.01 from $4.43.

The broker believes investors have the jitters, as new
wholesale supply comes to the market.

The broker attributes a large portion of the share
price fall to rising interest rates, which lowers
valuations, and also to confusion over market
dynamics. The former may be justified but the latter is
misplaced, in the broker’s opinion, and that creates
an opportunity.

Sirtex (SRX) Upgraded to Hold from Reduce by
Morgans B/H/S: 3/0/0

The company has downgraded FY17 dose sales
growth expectations. Issues such as competition,
reimbursement, a short sales cycle, and the first
admission that SIRFLOX survival data is needed to
drive front-line use, have been cited as causing the
weakness.

Morgans considers the timing of the update curious
but believes the base business is viable and able to
recover, although SIR-Spheres remains relegated to
last resort treatment.

The broker considers the sell-off in the stock now
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better balances the risk/return profile and upgrades to
Hold from Reduce. Target is lowered to $15.60 from
$20.08.

Speedcast International (SDA) Upgraded to Buy
from Neutral by UBS B/H/S: 3/1/0

UBS observes the market, at current prices, is
attributing zero value to Harris CapRock synergies.
The risk, therefore, is skewed to the upside.

The broker upgrades to Buy on valuation, despite
concerns over exposure to the energy sector and the
reliance on an overall energy sector rebound.

Gearing also looks aggressive to UBS and there is
little earnings visibility, particularly given two
operational downgrades in FY16. A $3.80 target is
retained

Village Roadshow (VRL) Upgraded to Buy from
Hold Deutsche Bank B/H/S: 2/2/0

The stock has underperformed the market materially
over the last two months, in large part because of
concerns about the impact of the Dreamworld
incident on theme parks.

Deutsche Bank notes the impact is difficult to
determine but retains a more relevant concern about
the high level of gearing and weak cash flow at
Village Roadshow.

The broker envisages a need to reduce debt through
asset sales or an equity issue and believes the stock
has meaningful latent asset value, which could deliver
valuation upside through divestments.

Rating is upgraded to Buy from Hold. Target is
reduced to $4.75 from $4.90.

In the not-so-good books

APN Outdoor (APO) Downgraded to Neutral from
Outperform by Credit Suisse B/H/S: 3/2/0

The company is proposing to merge with its main
competitor, oOh!media (OML) in an all-scrip
transaction.Credit Suisse believes APO
shareholders will benefit from stronger accretion in

earnings per share and are clear winners from a
portfolio diversification point of view.

The broker has no complaint about the logic of the
merger, as both companies have leading market
positions in key outdoor verticals and are
well-managed.

While the sector continues to enjoy tail winds, the
broker suspects issues around the proposed merger
will dominate sentiment in the near term and,
therefore, downgrades to Neutral from Outperform.
Target falls to $6.10 from $6.70.

See upgrade above.

Beach Energy (BPT) Downgraded to Sell from
Neutral by Citi B/H/S: 1/3/2

Short to medium term, Citi remains of the view that oil
prices are in an uptrend. Longer term, the analysts
have come to the conclusion that the global cost
curve has compressed. This implies the long-term
incentive price for new supply is no longer at
US$70/bbl but instead inside the US$55-65/bbl
range.

Citi has reduced its long term price estimate to
US$65/bbl from US$70/bbl. In general terms, the
analysts note oil & gas stocks are no longer cheaply
priced. For Beach Energy, the rating has been pulled
back to Sell/High Risk from Neutral/High Risk. Target
falls to $0.65 from $0.74.

Flight Centre (FLT) Downgraded to Underweight
from Equal-weight by Morgan Stanley B/H/S: 1/4/2

Morgan Stanley suspects second half guidance is
again too bullish. The broker’s data points to an
acceleration in international flight price deflation.
 Analysis of historical seasonality trends also
highlights a risk to FY17 profit guidance.

Morgan Stanley takes advantage of the recent share
price strength to downgrade to Underweight from
Equal-weight. Target is reduced to $25 from $30.
Industry view is In-Line.

oOh!Media (OML) Downgraded to Neutral from
Outperform by Credit Suisse and to Accumulate
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from Buy by Ord Minnett B/H/S: 1/1/0

The company is proposing to merge with its main
competitor, APN Outdoor (APO) in an all-scrip
transaction. Credit Suisse has no complaint about the
logic of the merger, as both companies have leading
market positions in key outdoor verticals and are well
managed.

While the sector continues to enjoy tail winds, the
broker suspects issues around the proposed merger
will dominate sentiment in the near term and,
therefore, downgrades to Neutral from Outperform.

Credit Suisse believes the rally in the share price fully
captures the accretion to OML shareholders, without
factoring in the risks around the deal completing.
Target falls to $5.15 from $6.00.

oOh!media and peer APN Outdoor (APO) plan to
merge via a nil-premium scrip swap that would see
oOh! shareholders receive 0.83 APN shares for one.
Ord Minnett sees the deal as earnings accretive for
both parties given the significant cost savings
available.

Now it’s over to the ACCC, noting the combined
entity would dominate the out-of-home ad market.
Ords nevertheless suggests the ACCC will approve
on the basis of the wider media market, with o-o-h
merely one advertising option for clients among
many.

On the rally the news sparked in the share price, the
broker downgrades to Accumulate from Buy. Target
unchanged at $5.25.

Origin (ORG) Downgraded to Sell from Neutral
Citi B/H/S: 1/4/2

Citi has reduced its long-term price estimate to
US$65/bbl from US$70/bbl. In general terms, the
analysts note oil & gas stocks are no longer cheaply
priced. For Origin Energy, the rating has been pulled
back to Sell from Neutral. Target falls to $6.32 from
$6.95.

Senex Energy (SXY) Downgraded to Neutral from
Buy by Citi B/H/S: 3/3/0

Citi has reduced its long term price estimate to
US$65/bbl from US$70/bbl. In general terms, the
analysts note oil & gas stocks are no longer cheaply
priced. For Senex Energy, the rating has been pulled
back to Neutral/High Risk from Buy/High Risk. Target
falls to $0.28 from $0.33.

Tatts Group (TTS) Downgraded to Hold from
Add by Morgans B/H/S: 3/3/0

The company has received a proposal from Pacific
Consortium at  $3.40 cash and one share in
“Wagering & Gaming Co”. The board has not yet
formed a view on the proposal.

With the stock trading marginally below valuation
and, given Morgans considers the likelihood of a
higher bid emerging as low, the rating is downgraded
to Hold from Add. Target is raised to $4.53 from
$4.47.

Woodside Petroleum (WPL) Downgraded to
Neutral from Buy by Citi B/H/S: 2/5/1

Citi has reduced its long term price estimate to
US$65/bbl from US$70/bbl. In general terms, the
analysts note oil & gas stocks are no longer cheaply
priced. For Woodside, the rating has been pulled
back to Neutral from Buy. Target falls to $30.53 from
$33.48.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Professional’s Pick – Aristocrat Leisure (ALL)
by Julian Beaumont

 
What is the stock?

Aristocrat Leisure Limited (ASX: ALL)

How long have you held the stock?

We have held the stock since mid-2014. It is currently
one of the larger positions across the portfolios we
manage.

What do you like about it?

The company has terrific momentum in its business,
achieving strong earnings growth ahead of what the
market has been expecting. Increasingly, it is selling
its games on revenue-share arrangements rather as
one-off upfront payments, and this results in a
recurring and growing base of earnings, which in turn
adds to forward earnings visibility. In addition, it is
building out a very profitable and valuable online
social gaming business.

How is it better than its competitors?

Competing in the slot machine market is largely about
the product. Currently, Aristocrat is out-designing its
peers with games that are very popular with its
customers, including the very successful Lightening
Link, and we understand it has an attractive pipeline
of new products to come. These new games will also
add to the games available for its online social
gaming business, which is an advantage that its
online peers don’t have.

What do you like about its management?

There has been a change in CEO, about which one
should be cautious. However, the new CEO looks like
a safe pair of hands and there is significant depth to
the management team. Management is doing well by

investing in the company’s future, something quite
rare among listed companies. This includes
approximately $200 million per annum on the design
and development of new games, which adds to the
product pipeline, as well as accretive acquisitions.

Where do you see the value?

The value is in reappraisal by the market of the higher
quality of earnings, the very strong growth in the very
profitable online social gaming business, and the
optionality that comes with the potential for accretive
acquisitions.

What is your target price on ALL?

We don’t have fixed price targets. The company
continues to build earnings and value over time, and
this is not given to a stagnant value assessment. We
believe it offers very decent returns from here.

At what point would you sell it?

Once the share price gets ahead of itself in terms of
what the company can achieve. However, right now,
investor expectations still underappreciate what’s
happening at the company, including improvements
to business quality. We’ll be monitoring the business,
including, for example, any sign that the product
offerings are beginning to suffer, which we’ll be able
to gauge from talking to customers, attending industry
conferences, etc.

How much has it added (subtracted) to your
overall portfolio over the last 12 months?

The stock has returned approximately 65% over the
last year and has added to our portfolios helpfully. For
some of our funds, it added ~250 bps towards our
outperformance against the market.
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Source: Yahoo!7

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Questions of the Week – A-REITs, fixed income
ETFs and franking credits
by Questions of the Week

 
Question: I have a question with regard to the risk
factors with investing in A-REITS. I have holdings in
several small REITS paying 7-8% returns. Their
occupancy looks fine as do their lease and loan
expiry profiles. Their debt levels are low.

So these factors appear OK. Recently there has been
talk about A-REITS being “bond proxies” with values
hit by rising bond yields. Are REITS that trade around
NTA subject to this risk or is it only the REITS that
have been trading at a premium to their NTA? There
is also the prospect of increasing finance costs as
interest rates start to lift. I believe the impact s on
performance will be slow to appear, but could the
market move more quickly than actual finance costs.

I see these issues as particularly relevant as small
A-REITS have very low turnover and exiting them
may be more difficult than exiting a large A-REIT.

Answer: Thanks for the excellent question.

I think that if:

occupancy rate is good;
strong WALE;
close to NTA; and
low debt, with interest rates fixed

then you should be broadly ok, but if the whole REITs
market continues to comes under pressure, your
REITs won’t be able to stand in the way.

You are right about REITs, particularly smaller REITs.
In 2008-2010, no one wanted to know REITs and
they were the worst performing sector on the ASX. In
2014 to 2016, they have (until recently) been one of
the best performers. It is almost like there is no half
-way position.

My view is that interest rates are going higher, so I
am not investing in REITs and staying underweight.
Would I use this recent recovery as a chance to get
out of my less liquid holdings/ most marginal
exposures? Probably yes.

Question: How will franking credits be affected by
the company tax changes advocated by the Prime
Minister?

Answer: Let’s answer this through an example.
Assume that a company makes a profit of $100.

If the company tax rate reduces, franking credits will
also reduce. Currently, for every $30 of tax paid, a
company is able to pay a franked dividend of $70
(dividend $70, franking credit $30). If the tax rate is
lowered to 29%, then for every $29 of tax, a company
can pay a franked dividend of $71 (dividend $71,
franking credit $29).

However, although franking credits will reduce, the
dividend in cash should increase because the
company has less tax to pay. The Company still
makes the same $100, it just pays less tax – and has
fewer franking credits to pass back to you.

Bottom line – it should have absolutely no impact on
you as a shareholder – your net after tax position
shouldn’t be impacted.

Question: Would you be able to revisit and give an
opinion on fixed income ETFs on the ASX?

I wrote an article on this back in October (see here).

I haven’t changed my views since then.

To recap:
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1. I am still a little bearish on bonds (that is,
yields going higher)  – so I would stay with
funds with a short duration;

2. On the basis of the research, the case for
active bond managers is not strong. Hence, I
prefer ETFs over active bond funds; and

3. Unless you are very bullish about interest
rates and need really long duration,
recommend that you look at a blended fixed
interest fund that has corporate bonds and
semi-government/supranational rather than
pure government bonds. Retail investors
don’t need to pay the liquidity and credit
premiums for government treasury bonds.

IAF or VAF.

Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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