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Charlie’s back! 

Charlie’s back and we are so glad he’s had his sabbatical and resumed his involvement in the
Switzer Report and other things we do here at Switzer, such as the next webinar on Friday 1 February.

Today Charlie has an update on Aristocrat Leisure and believes we could see a retest of the
December lows over the next few months, which could be a tremendous buying opportunity in high
quality long duration companies that are rarely on sale. On that basis, he says he is holding some
cash, waiting to deploy at lower prices with what he calls a “shopping list” of great companies he
hopes to buy with a “margin of safety”.

    Sincerely,

 
  Peter Switzer
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Why I’m buying Aristocrat Leisure
by Charlie Aitken

 
After a volatile 2018, which ended in an aggressive
global equity market sell off, it’s nice to turn a new
leaf in 2019 and search for stocks that have the
potential to generate us double-digit returns from
current depressed prices.

The most interesting aspect of the December 2018
sell off was it became indiscriminate by stock and
sector. Virtually nothing was immune to selling
pressure in the last few weeks of 2018, a market
phenomenon that’s often associated with a
sentiment capitulation bottom.

As we have seen, markets have bounced solidly from
those December lows, but I’d have to say you
generally don’t get a true market bottom until the
market itself “returns to the scene of the crime”. I
believe we could see a retest of the December lows
over the next few months and that would be a
tremendous buying opportunity in high quality long
duration companies that are rarely on sale.

On that basis, I am holding some cash, waiting to
deploy at lower prices with what I would call a
“shopping list” of great companies I hope to buy with
a “margin of safety”. It will pay to be a little patient I
suspect, but when the moment comes at the right risk
adjusted price, you must act and put cash to work.

One of the stocks on my “shopping list” is Aristocrat
Leisure (ALL.ASX). ALL is one of my core portfolio
holdings and its underperformance was a detractor
from our portfolio performance in the second-half or
2H of 2018.

The 2H de-rating on ALL was driven mainly by small
earnings downgrades in a stock that was heavily
owned by momentum investors. The chart below
confirms that consensus FY19 EPS estimates have
fallen by -4.31% over the last six months, yet the

stock fell -36% from its peak.

That is a clear P/E de-rating back to 17.8x FY19
consensus estimates, the same estimates that
forecast 19% EPS growth. ALL is now trading back
on a price to growth ratio of less than 1x, which I
believe will prove an attractive entry point.

The P/E de-rating was really about the uncertainty of
ALL’s large scale digital investments. Markets hate
uncertainty, but particularly so when they see
back-to-back large scale acquisitions, albeit in an
area of competence from the given company. This
combined with a “momentum” investor register led to
an overly-aggressive de-rating.

However, we are now starting to get a little clarity on
ALL’s digital investments. The news is incrementally
positive and that is all you need in a stock that has
been heavily over-sold. A little clarity helps.

The Eilers social casino tracker for the December
2018 quarter (Aristocrat’s 1Q19) was released in the
US last week. I am going to quote directly from Evans
& Partners research that succinctly summarised the
event.

Aristocrat social casino pro-forma revenues (Product
Madness & Big Fish) were estimated to have grown:
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7% year-on-year (PM 12.3% and BF 21.3%)
vs. 12.9% year-on-year in the September
2018 quarter.
4% quarter-on-quarter (PM 0.8% and BF
6.2%) vs. 4.4% quarter-on-quarter in the
September 2018 quarter.
Aristocrat’s market share was 12.73% vs.
12.67% in the September 2018 quarter.
Aristocrat remains the clear number 2 in the
market.

The overall social casino market grew:

9% year-on-year vs. 12.1% year-on-year in
the September 2018 quarter.
9% quarter-on-quarter vs. 0.7%
quarter-on-quarter in the September 2018
quarter
The top 5 operators comprised 63.8% of
revenues in the December quarter, up 120bps
, but down 10bps quarter-on-quarter.
CY2018 revenues of US$5.193 billion were
largely in line with expectations; Eilers market
growth estimates are largely unchanged
(CY2018-22 CAGR of 7.5%).

Industry trends:

Active users declined in 2018 (DAUs declined
4% in CY18)
However, this was more than offset by strong
yields (ARPDAU up 18% in CY18)
Acquisition costs were surprisingly down in
the Dec quarter (Cost per install or CPI)

NOTE: The Eilers social casino tracker revenue data
is derived from average gross ranking position on the
iOS and Google Playstore, 3rd party data, and
proprietary estimates. The report’s estimates have
historically been highly correlated with company
reported social casino revenues. 

Source: Evans & Partners

This is a positive result for Aristocrat for 5 reasons:

1. Aristocrat social casino revenue growth
improved in the Dec quarter and is on track to
comfortably meet FY19 growth forecast of 8%
year-on-year.

2. Aristocrat social casino revenues continue to
grow above market.

3. Aristocrat’s multi-app strategy is proving
successful with new apps (Lightning Link from
Product Madness, Jackpot Magic from Big
Fish) more than offsetting softer numbers
from flagship apps (i.e. Heart of Vegas).

4. The overall market continues to grow strongly.
5. The top 5 operators continue to maintain

dominant market shares, controlling 64% of
the market.

Source: Evans & Partners

Most of the industry analysts have seen the data now
and have made constructive comments about it.
Some suggest the run rate is ahead of their
expectations and may lead to small earnings
upgrades. This is important as it suggests the small
ALL earnings downgrade cycle, that triggered the
heavy sell off, is over. ALL stock rose +3.1% on the
first day after the US social casino data was released.

ALL shares hit a low of $20.66 on Christmas Eve
2018. The technical relative strength index (RSI)
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bottomed that day at 25, an oversold reading.

Since then, the stock has regained the 50-day moving
average at $23.68, and through time should regain
the 100-day moving average at $26.11 and eventually
the 200-day moving average at $27.87. This recovery
won’t be without volatility but I will be looking to use
weak days to accumulate ALL stock, as I genuinely
believe the worst is behind it now both fundamentally
and technically. It’s also worth noting around 30% of
the register has changed hands in the last six
months, which suggests weak holders have exited
the stock.

Interestingly, the analysts community remain bullish
on ALL. There are 11 buys, 2 holds and 0 sell
recommendations and the median 12-month price
target is $31.19. That would be a +28.3% gain if
proved accurate.

I realise some people have ethical issues with owning
gaming stocks or those who manufacture gaming
software. I do have sympathy for those views as the
social cost of problem gambling is enormous.
However, the company operates in a highly regulated
market and my job as a fund manager is to invest in
the best-of-breed companies in structurally growing
industries. ALL fits that description.

As I said earlier in this note, I do believe a broader
better buying opportunity will emerge again in equity
markets over the next few months. I feel ALL trading
on a PEG ratio less than 1x will be a good place to
put some cash to work into a broader market
pullback.

That’s my final point today: this is going to remain
volatile. I don’t believe there’s any great rush to do
anything and that patience in times of volatility will be
rewarded. Wait for your moments to act: they will
come.

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 regard to your
circumstances.
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5 reasons why I like Invocare
by Tony Featherstone

 
This column’s readers know I have taken a more
cautious stance in the past six months, nominating
gold, cash, monopoly-style assets and other
defensive investments. Market uncertainty is too
great to chase pricey, momentum-based growth
stocks.

As written before, I see 2019 as a transition year, one
where more clarity is provided on four key issues: the
pace of US interest rate rises, China’s economic
slowdown, whether there is a hard or soft landing in
Australian property prices, and government/policy
change.

The US Federal Reserve in December signalled
“some further gradual” rate rises this year, so that is
broadly supportive for equities if the US economy
continues to perform.

But China appears to be slowing faster than markets
expected, judging by this week’s growth figures. The
Australian property correction is escalating and more
economists are downgrading their forecasts (i.e.,
larger peak-to-trough price falls in Sydney and
Melbourne). The downturn is hurting retailers and
shopping-centre foot traffic as home owners feel less
wealthy.

In politics, the odds of a Labor victory in this year’s
Federal election shorten by the day and Labor will
implement punitive negative gearing and franking
credit policies, at precisely the wrong time, if elected.
Some listed investment companies have recently
rushed out special dividends to beat the franking
change, assuming a Labor win.

So, three of the four issues are moving in the wrong
direction for Australian shares. Do not be fooled by
short-term “relief rallies”; markets are ultimately
driven by earnings, and global growth is slowing.

More profit downgrades are inevitable.

Use market rallies to take profits on stocks that are
fully valued and reinvest into cash or other defensive
investments. Cash is most valuable when nobody has
it and there will be bargains later this year for
cashed-up investors. This is no time to be invested
fully in equities.

I do not know how these four issues will play out but I
am becoming more concerned about China’s growth
and the local housing downturn and its effect on
consumption. The only certainty is continued higher
share market volatility in 2019.

Those who want to add to stock positions should
consider companies with defensive earnings streams,
pricing power and reasonable valuations – companies
that can maintain or steadily grow profits even if the
global economy slows.

Invocare’s defensive qualities 

Funeral operator Invocare (ASX Code: IVC) fits the
bill. The small-cap company is Australia’s market
leader in funeral homes, cemeteries and crematoria.
It owns White Lady Funerals, Simplicity Funerals and
Singapore Casket, operates two Chinese memorial
gardens, provides pre-paid funeral insurance through
Guardian Plan and has online memorial communities.

Australia’s death rate is the key driver of Invocare’s
earnings. More deaths means more funerals and
cremations, and higher sales. The company has a
wide moat (competitive advantage) because the
business of death is defensive, although not as
straight forward as it seems.

Invocare has a 25% share of this market, says
business forecaster IBISWorld. A newer ASX-listed
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rival, Propel Funeral Partners (PFP), has a 5% share.
Like Invocare, Propel’s strategy is partly based on
acquiring smaller competitors in the fragmented
funerals industry.

The funeral, crematoria and cemeteries industry in
Australia is growing slightly faster than the economy.
IBISWorld predicts the $1.6-billion industry will have
annualised growth of 3.2% between 2014 and 2019.
Its expect the industry to earn $309 million profit in
FY19.

Annual industry growth will slow to 2.5% over 2019 to
2024, tips IBISWorld. Invocare in October announced
that funeral case volume for the first half of FY19 was
soft and would hurt full-year profits if the trend
continued.

A mild winter and effective flu-vaccine campaigns led
to a 5.9% decline in Australia’s death rate in June to
August compared to the previous comparative period,
and possibly the same to September, said Invocare.

Longer term, medical advances, higher living
standards and healthier lifestyles are expected to
increase life expectancy and slow growth in the death
rate. It varies year to year, but an 8% death-rate
decline in some Invocare segments is unusual.

The market expects subdued growth from Invocare, a
reason its total return (including dividends) is down
21% over one year. The increasing popularity of
cremations over funerals is another headwind; the
former costs less and has lower profit margins.

Competition from Propel Funeral Partners is another
consideration. Rising competition to buy small funeral
operators inevitably drives up their price. The same is
true in dentistry, veterinary and other fragmented
industries when ASX-listed companies grow through
acquisition.

Factors supporting Invocare

I like Invocare for five reasons. First, the death rate
will eventually return to its long-run average; it always
does. We have roughly hovered between 6.5 to 7.5
deaths per 1,000 Australians each year since 2000.
Long-term trends shows that a higher-than-average
death rate in one year is often followed by a

lower-than-average year, and vice versa.

If this pattern plays out as usual, Invocare should
benefit from a slight uptick in the death rate in the
next few years. People are living longer but that trend
is hardly new and Australia, like most developed
nations, has an ageing population that will maintain
the death rate.

Population growth is the second driver. Invocare has
a dominant position in east coast capitals, the source
of most of Australia’s population growth. More
people means higher absolute death volumes, even
though the death rate might be steady.

Population growth plays into the third factor
supporting Invocare: pressure on burial space. As
capital-city densification increases, burial plots in
cities will become costlier to secure. That should
support Invocare’s pricing power and help overall
industry growth.

This trend might also encourage a greater shift to
lower-margin cremations that use less space. The
decline in church attendance is another factor,
because practising Christians tend to prefer funerals
to cremations. Younger generations, too, might favour
cremations.

Nevertheless, funeral services are fairly price
insensitive. As harsh as it sounds, people who suffer
grief tend not to haggle over funeral costs or shop for
lower prices. Owning companies with reasonable
pricing power in a slowing economy is critical.

The fourth factor supporting Invocare is acquisitions.
Invocare and Propel have a combined 30% market
share and the industry has 840 operators, says
IBISWorld.

There is plenty of room for acquisitions and the lower
death rate has seen some smaller, unprofitable
operators exit the industry over the past five years.
Big players could use their balance sheets to eat up
more of the industry, buying weakened competitors at
better prices.

Valuation is the fifth factor. At $11.65, Invocare trades
on a forward price-earnings (PE) multiple of 22 times
FY19 earnings. That is well above the market
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average of about 15, but Invocare warrants a
premium given its dominant position in an attractive
industry.

An average share price target of $11.68, based on
the view of seven broking firms that cover Invocare,
suggests the stock is fully valued. Morningstar values
Invocare at $16.

I’m not nearly as bullish as Morningstar but see
potential for a double-digit return from Invocare in
FY19. A grossed-up yield of 5% (after franking
credits) is an attraction and there is potential for a
gradual share price rerating as the market realises
the abnormally low death rate in 2018 is temporary.

Expectations of a modest double-digit return from
Invocare might seem dull. But this type of return will
look increasingly attractive if the market struggles in
2019, and it comes from a company with a wide
economic moat and defensive earnings profile.

Gyrations in China’s economic growth and US
interest rates will not directly affect Invocare’s
earnings, although they will influence the stock
indirectly through market sentiment.

Death seems a good bet as the market’s health
deteriorates in 2019.

Chart 1: Invocare 

Source: ASX

Chart 2: Propel Funeral Partners

Source: ASX 

Tony Featherstone is a former managing editor of 
BRW, Shares and Personal Investor The information
in this article should not be considered personal
advice. It has been prepared without considering your
objectives, financial situation or needs. Before acting
on information in this article consider its
appropriateness and accuracy, regarding your
objectives, financial situation and needs. Do further
research of your own and/or seek personal financial
advice from a licensed adviser before making any
financial or investment decisions based on this article.
All prices and analysis at 23 January 2019.
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Stock of the Week – Xero Limited (XRO)
by Michael Wayne

 
What is the stock?

Xero Limited (ASX: XRO)

How long have you held the stock?

Three months. It’s a fairly recent purchase for us.

What do you like about it?

We like Xero due to its capital-light business model
that offers a high return on invested capital.

As a percentage of revenue, product costs which
include operating expenses and capital expenditures
have been decreasing over the last few years which
enables the business to have high and expanding
margins. The product is very sticky. Once the cloud
technology is adopted, customer retention tends to
remain high, helping to drive recurring revenues. The
company benefits from a strong network effect, as the
larger the platform becomes, the more attractive the
solutions become to potential customers.

How is it better than its competitors?

In Australia and NZ, Xero has the first mover
advantage in the cloud accounting software space
giving it invaluable experience and data that
incumbent competitors are struggling to overcome.

Ambitious and innovative management takes a
unique approach. For instance, the company’s
investment in marketing platforms, such as Xerocon
London has helped to drive brand awareness.

The easy usability of the Xero platform has often
been sighted as an advantage.

What do you like about its management?

Management has pursued an aggressive growth
strategy unashamedly sacrificing profitability to chase
growth. To date, you’d have to suggest that they
have been proven correct, with the company usurping
established competitors in Australia and the UK to
establish itself as one of the market leaders.

What is your target price?

$54. (Current price $42.19)

At what point would you sell it?

If subscriber growth in the UK, Australia and the US
started to stall or retrace. Should product costs
(including operating expenses and capital
expenditure) as a percentage of revenue start to
increase. If the company remains unprofitable looking
out two years, the business will then need to raise
capital.

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

It is a recent purchase and to date the gains have
been minimal. For some clients, the position would be
up 5% on an approximate 5-7% portfolio weighting.

Where do you see the value?

We see potential for the business to double its
revenue in the space of two years. The UK authorities
are forcing digitisation of tax returns for small-mid
size businesses driving uptake of cloud accounting
platforms such as Xero. In Australia, similar
developments with payroll reform are driving an
uptake of digital business solutions. Finally, the
business is still chipping away in the US trying to gain
a foothold in a large but highly competitive market
where adoption rates are slow.
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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 regard to your
circumstances.
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Buy, Hold, Sell - What the Brokers Say
by Rudi Filapek-Vandyck

 
In the good books

Abacus Property Group (ABP) was upgraded to
Buy from Neutral by Citi

Citi believes the stock has sold off on concerns
relating to the delays in realising the residential
project in NSW, while a slowing residential market is
weighing on earnings. The broker suspects the new
strategy of moving towards a higher recurring base
simplifies the business and could lead to a multiple
re-rating. The broker does not believe much has been
priced in for the land bank and upgrades to Buy from
Neutral. Target is raised to $3.91 from $3.80.

Ansell (ANN) was upgraded to Buy from Hold by
Deutsche Bank

Deutsche Bank has a mixed outlook for Australian
healthcare companies and expects lower growth in
Australian hospital and GP markets. The broker has a
positive outlook on the global plasma, OSA and
hearing implant markets. Those with exposure to
global markets have a better outlook, in the broker’s
view, although this is already largely priced in, as
valuations are at the upper end of historical ranges.
The broker upgrades Ansell to Buy from Hold. Target
price improves to $29.78 from $27.25.

Aristocrat Leisure (ALL) was upgraded to Buy
from Accumulate by Ord Minnett

Ord Minnett puts Aristocrat Leisure at the top of its
picks for the gaming sector and raises the rating to
Buy from Accumulate. Target is $32.45. The
company remains the land-based market leader in
North America while Australasian slot expenditure is
expected to stay weak. Nevertheless, the company’s
expansion into casual/social gaming puts it to the
fore. This stock is not covered in-house by Ord

Minnett. Instead, the broker whitelabels research by
JP Morgan.

Brambles (BXB) was upgraded to Buy from
Neutral by Citi

Citi observes the share price has been pressured in
recent years by the decline in earnings for the CHEP
Americas business. These headwinds are expected
to fade in the second half and lead to double-digit
earnings growth from FY20. The broker upgrades to
Buy from Neutral and lifts the target to $12.10 from
$11.00. Citi now forecasts underlying margins to
decline by -190 basis points for the CHEP Americas
division in the first half, affected by cost inflation and
the timing of costs recovery strategies.

Carindale Property (CDP) was upgraded to Hold
from Lighten by Ord Minnett

In Ord Minnett’s view, the outlook for property
earnings is robust while balance sheets are well
positioned. Nevertheless, various asset classes are
at, or approaching, peak cycle conditions.
Capitalisation rates are expected to bottom in the first
half of FY19 and real estate assets to soften around
-25-75 basis points, because of an excess supply of
assets for sale and softening rental growth. Office
remains the stronger segment but the key market,
Sydney, is at risk of reaching an inflection point in
2020. Ord Minnett upgrades to Hold from Lighten
based on valuation. Target is reduced to $7.50 from
$7.80. This stock is not covered in-house by Ord
Minnett. Instead, the broker white labels research by
JP Morgan.

Charter Hall (CHC) was upgraded to Accumulate
from Hold by Ord Minnett

Ord Minnett expects the company to end FY19 with
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assets under management of $29bn, up 25%. The
broker also forecasts 12% growth in earnings per
share. FY20 is forecast to be a strong year for
earnings, expected to be up 85%. Estimates are
raised and the target is lifted to $8.25 from $7.50.
Rating is upgraded to Accumulate from Hold. This
stock is not covered in-house by Ord Minnett.
Instead, the broker white labels research by JP
Morgan.

Coca-Cola Amatil (CCL) was upgraded to Neutral
from Sell by Macquarie

Macquarie believes valuation support is emerging
following the underperformance in the share price
recently, and upgrades to Neutral from Underperform.
Australian beverages are still under pressure and
management expects 2019 to be another
“transitional year”. Macquarie believes more money
will need to be spent to meet growth targets. Target is
raised to $8.28 from $8.26.

Cromwell Property (CMW) was upgraded to
Accumulate from Lighten by Ord Minnett

Ord Minnett upgrades Cromwell to Accumulate from
Lighten because of reduced risk and M&A potential.
Target is raised to $1.10 from $1.05. This stock is not
covered in-house by Ord Minnett. Instead, the broker
whitelabels research by JP Morgan.

Dexus Property (DXS) was upgraded to Neutral
from Sell by UBS

UBS upgrades to Neutral from Sell and raises the
target to $11.17 from $9.39. The broker had expected
office supply would pick up more quickly and there
was downside risk to bullish rental expectations. UBS
now expects supply to remain constrained amid
another good year for rental growth in Sydney. UBS
is also attracted to the low gearing and balance sheet
flexibility of Dexus.

GPT (GPT) was upgraded to Outperform from
Neutral by Macquarie

Macquarie assesses the growth outlook as solid, with
gearing potentially declining to less than 20% and
putting the business in a good position to capitalise
on the next cycle. The broker forecasts 2019 growth

of around 5%. As well, a boost should be forthcoming
from the sale of its 50% stake in the MLC
centre (A-grade Sydney offices). The broker
upgrades to Outperform from Neutral. Target is raised
to $5.95 from $5.47.

Harvey Norman (HVN) was upgraded to
Outperform from Neutral by Macquarie

There are structural threats from online and a cyclical
slowdown in housing, Macquarie acknowledges, but
the international & property business, around 50% of
operating earnings (EBITDA), is likely shielding the
downside. The broker upgrades to Outperform from
Neutral, contending the stock is cheap. Target is
steady at $4.10.

Hotel Property Investments (HPI) was upgraded to
Accumulate from Hold by Ord Minnett

Ord Minnett upgrades to Accumulate from Hold.
Target is steady at $3.25. This stock is not covered
in-house by Ord Minnett. Instead, the broker white
labels research by JP Morgan.

Industrial REIT (IDR) was upgraded to Outperform
from Neutral by Macquarie

Macquarie forecasts upside risk to valuations, noting
strong re-valuations in suburban office and industrial
assets over recent months. The broker also believes,
with Growthpoint ((GOZ)) holding an 18% stake there
is corporate support. The broker upgrades to
Outperform from Neutral and raises the target to
$2.85 from $2.58.

Kathmandu (KMD) was upgraded to Outperform
from Neutral by Credit Suisse

The stock sold off by -26% since its August highs,
Credit Suisse observes. Disappointing Christmas
trading drove a high percentage of this drop, but the
broker believes the current share price overstates the
impact from weak trading in a period that typically
contributes only 25-30% of full year earnings. The
broker believes the stock offers attractive value for a
company that is guiding towards earnings growth and
has a strong balance sheet. Rating is upgraded to
Outperform from Neutral and the target is reduced to
NZ$2.90 from NZ$3.25.
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Lendlease (LLC) was upgraded to Buy from
Neutral by Citi and to Outperform from Neutral by
Macquarie

Citi forecasts the year ahead will be one of lower
returns for A-REITs, expecting total returns of around
5% in 2019. The main risks are to the downside, in
the broker’s view, including falling shopping centre
values and the risk that cap rates will rise in
office/industrial. A synchronised commercial property
downturn is not the broker’s base case but is slated
as a possible occurrence if global and domestic
economic growth risks recede and upward pressure
resumes on global security yields. Citi upgrades
LendLease to Buy/High Risk from Neutral. Target is
steady at $15.06.

Macquarie observes, while risks continue to exist
around completing underperforming projects, the
current share price is implying negative value for
the construction business. The broker believes there
is enough going on to have confidence in the
company, and suspects engineering will be labelled
non-core at the upcoming results. Rating is upgraded
to Outperform from Neutral. Target is raised to $15.15
from $15.08.

Metcash (MTS) was upgraded to Neutral from
Underperform by Macquarie

Macquarie accepts the outlook is still challenging and
FY20 growth is hampered by the loss of the Drakes
contract. Still the recent de-rating of the share price
means the broker upgrades to Neutral from
Underperform, given the improving valuation. Target
is steady at $2.41. The broker notes, despite the
difficult trading conditions, the company has done
well on costs, although the gains in this area appear
to be coming to an end.

Saracen Mineral (SAR) was upgraded to
Outperform from Neutral by Macquarie

Macquarie includes Saracen Mineral as one of its
preferred producers, as the business displays organic
growth prospects. An improved earnings outlook
across gold producers drives modest increase in the
broker’s target, to $3.20 from $2.90. Rating is
upgraded to Outperform from Neutral.

Shopping Centres Australasia (SCP) was
upgraded to Accumulate from Hold by Ord
Minnett

Ord Minnett upgrades to Accumulate from Hold.
Target is steady at $2.75. This stock is not covered
in-house by Ord Minnett. Instead, the broker white
labels research by JP Morgan.

Stockland (SGP) was upgraded to Buy from
Neutral by Citi

The broker prefers fund managers and residential
A-REITs in the sub-sector. Citi upgrades Stockland to
Buy from Neutral and raises the target to $4.00 from
$3.98.

Super Retail (SUL) was upgraded to Outperform
from Neutral by Credit Suisse

Credit Suisse analysts simply cannot believe the
present share price accurately reflects the outlook for
this company, suggesting things are probably a lot
less bad as suggested by how low the share price
has fallen. Hence the upgrade to Outperform from
Neutral. Target price does fall to $7.75 from $8.39 on
downgraded forecasts. The announcement that
Anthony Heraghty is the new CEO is considered a
potential circuit breaker to negative sentiment.

In the not-so-good books

Bank of Queensland (BOQ) was downgraded to
Hold from Add by Morgans

The latest APRA data show Bank of Qld’s home loan
book contracting in the three months to November.
Loan repricings announced earlier this month will go
some way to providing an offset, Morgans notes. Yet
now that the St Andrew’s sale is off, the broker is no
longer expecting a special dividend. Morgans does
not see any earnings growth over the forecast period
and thus downgrades to Hold from Add. Target falls
to $10.40 from $11.30.

BWP Trust (BWP) was downgraded to Lighten
from Hold by Ord Minnett

Ord Minnett downgrades BWP Trust to Lighten from
Hold. Target is steady at $3.30. This stock is not
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covered in-house by Ord Minnett. Instead, the broker
white labels research by JP Morgan.

Charter Hall Long WALE REIT (CLW) was
downgraded to Lighten from Hold by Ord Minnett

Ord Minnett downgrades to Lighten from Hold,
because of a reduced growth outlook. Target is
steady at $4.15. This stock is not covered in-house by
Ord Minnett. Instead, the broker white labels research
by JP Morgan.

Charter Hall Retail REIT (CQR) was downgraded
to Lighten from Hold by Ord Minnett

Ord Minnett downgrades to Lighten from Hold. Target
is steady at $4.30. This stock is not covered in-house
by Ord Minnett. Instead, the broker white labels
research by JP Morgan.

Dexus Property (DXS) was downgraded to Neutral
from Buy by Citi, to Lighten from Hold by Ord
Minnett, and to Neutral from Outperform by
Macquarie

Citi trims office exposure and reduces the Dexus
rating to Neutral from Buy. Target is raised to $11.05
from $10.83. Ord Minnett downgrades Dexus to
Lighten from Hold based on elevated multiples.
Target is reduced to $10.60 from $11.00. This stock
is not covered in-house by Ord Minnett. Instead, the
broker white labels research by JP Morgan.

Macquarie reviews its stance on direct office markets
and its investment thesis for Dexus, heading into the
first half results. Strong rental growth in last few years
is expected to underpin growth. Market conditions are
expected to soften from 2022 as major projects
seeking pre-commitments may target tenants in
existing stock and affect the outlook. As the share
price is trading largely in line with valuation,
Macquarie downgrades to Neutral from Outperform.
Target is raised to $11.51 from $11.06.

Goodman Group (GMG) was downgraded to Sell
from Lighten by Ord Minnett

Ord Minnett downgrades to Sell from Lighten. Target
is steady at $9.10. This stock is not covered in-house
by Ord Minnett. Instead, the broker white labels

research by JP Morgan.

Mirvac (MGR) was downgraded to Hold from
Accumulate by Ord Minnett

Ord Minnett downgrades Mirvac to Hold from
Accumulate and reduces the target to $2.50 from
$2.55. This stock is not covered in-house by Ord
Minnett. Instead, the broker white labels research by
JP Morgan.

National Australia Bank (NAB) was downgraded
to Neutral from Outperform by Macquarie

Macquarie suspects National Australia Bank will be
unable to sustain its elevated pay-out ratio. The
broker downgrades earnings growth forecasts and
lowers the target to $25.50 from $28.50. Rating is
downgraded to Neutral from Outperform, given
potential capital concerns following the
announcement of NZ capital rules. Healthy dividends,
which should be sustained inside a lower growth
environment, should still provide support for the
sector at current levels.

Pact Group (PGH) was downgraded to Neutral
from Outperform by Credit Suisse

Credit Suisse observes the share price has rallied
ahead of the result, due on February 20. As a result,
the broker downgrades to Neutral from Outperform.
Target is steady at $3.85. Guidance signals FY19
operating earnings (EBITDA) of around $245m in
earnings will be weighted towards the second half,
with the full year inclusion of the TIC acquisition.
Guidance assumes no changes to resin prices.

Peet & Company (PPC) was downgraded to
Neutral from Outperform by Macquarie

As the company’s earnings are solely leveraged to
the residential market, Macquarie believes there is a
risk that earnings and margins decline.

The buyback provides support but the broker
downgrades to Neutral from Outperform. The target is
reduced by -28% to $1.06 to reflect the medium-term
outlook for residential earnings.

Rio Tinto (RIO) was downgraded to Hold from
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Add by Morgans

Mined copper production in the December quarter
surprised Morgans on the upside, driven by the
ramping up of volumes from Escondida and solid
output from Kennecott. Healthy volumes were also
delivered from the flagship Pilbara iron ore
operations. The broker notes the company has built
an incredibly strong position after multi-year process
of refining the business. With the stock supported by
strong fundamentals and a positive share price
performance, Morgans downgrades to Hold from Add.
Target is raised to $82.55 from $82.28.

ResMed (RMD) was downgraded to Hold from Buy
by Deutsche Bank

Deutsche Bank has a mixed outlook for healthcare,
being positive on the global plasma, OSA and hearing
implant markets and expecting slower growth in
Australian hospital and GP markets. Companies with
exposure to global markets generally have a better
outlook, although this is largely priced into valuations.
The broker downgrades ResMed to Hold from Buy.
Target is raised to US$123 from US$122.

Scentre Group (SCG) was downgraded to Hold
from Accumulate by Ord Minnett

Ord Minnett downgrades Scentre Group to Hold from
Accumulate. Target is steady at $4.50. This stock is
not covered in-house by Ord Minnett. Instead, the
broker white labels research by JP Morgan.

Sims Metal Management (SGM) was downgraded
to Sell from Neutral by UBS

The company has guided to a downgrade to
December half operating earnings (EBIT), to around
$110m. UBS observes most of the weakness during
the period has reflected for margins in Europe, which
in turn reflects underinvestment and increased
competition. Municipal recycling was also weak. The
broker remains cautious on the outlook, as global
scrap markets face increasing disruption. UBS
acknowledges forecasting the company’s earnings
trajectory has not become easier. Forecasts are
reduced by around -15-20% and downside risk is still
envisaged. The broker downgrades to Sell from
Neutral and reduces the target to $8.50 from $12.50.

Unibail-Rodamco-Westfield (URW) was
downgraded to Accumulate from Buy by Ord
Minnett

Ord Minnett incorporates downgraded capital
growth forecasts for retail property in the UK and
Europe, following a challenging fourth quarter. The
broker believes the retail challenges will depress
investor expectations of future rental growth. This
leads Ord Minnett to lower the target to $13 from $15
and downgrade the rating to Accumulate from Buy.
This stock is not covered in-house by Ord Minnett.
Instead, the broker white labels research by JP
Morgan.

Woolworths (WOW) was downgraded to Neutral
from Buy by Citi

Citi suspects the first half reporting season will be
defined by retail trading through the Christmas period.
Grocery remains the broker’s preferred exposure,
with favourable conditions continuing. Citi
downgrades Woolworths to Neutral from Buy as the
valuation factors in upside from capital returns and
margin expansion. Target is reduced to $31.30 from
$33.00.

The above was compiled from reports on FN Arena.
The FNArena database tabulates the views of eight
major Australian and international stock brokers: Citi,
Credit Suisse, Deutsche Bank, Macquarie, Morgan
Stanley, Morgans, Ord Minnett and UBS.

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 regard to your
circumstances.
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Questions of the Week – Franking credits, a LIC
and an ETF
by Paul Rickard

 
Question 1. With the Federal Election looming ever
closer and the strong probability of Labor winning, my
question is: I have an SMSF all in pension phase, no
concessional contributions.  Could one commute part
of one’s pension back to accumulation phase so as
to use the franking credits that would be otherwise
lost to Labor’s policy change? If one was currently
receiving around $5,000 to $10,000 in franking
credits, how much would you have to roll back?

Answer (by Paul Rickard). If you were eligible to
make a contribution (capped at $25,000), then you
could apply those franking credits to reduce or
eliminate the 15% tax on the contributions.
Contributions are automatically are applied to the
accumulation part of super until you elect to
commence a pension. Moving money from a 0% tax
state (pension) to a 15% tax state (accumulation),
and then applying those franking credits to bring it
back to a 0% tax state, won’t achieve any net
benefit.

Question 2. I have enjoyed being a holder of WAM
Capital (WAM), but at present it seems to be on a
down run. Should I continue to hold?

Answer (by Paul Rickard):  Yes, it is on a down run.
Some of the gloss has come off the performance and
the premium to NTA is still too high. I think the latter
is unsustainable – and on this basis, it is a sell.
Further, if you are worried about the impact of a
possible change to franking credits (as proposed by
Bill Shorten), LICs trading at a premium are
particularly vulnerable.

Question 3. I’d like to ask about YMAX Yield
Maximiser Fund from Betashares. I’m looking at
ways to try and increase the yield on my super fund.
What are your thoughts please?

Answer (by Paul Rickard): The fund pays a high
income, but this appears to come at the expense of
capital. It has underperformed versus the ASX 20
index: -3.21% vs -0.35% over last 12 months; 1.79%
pa vs 3.75%pa over last 5 years.

Important: This content has been prepared without
taking account of the objectives, financial situation or
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