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Trading around Donald, our portfolio review and 5 mid-caps 

Trump fans who like to make money from their investments have to feel conflicted right now, with the
US President single-handedly putting the global economy on track for recession, driven by his
weaponization of tariffs. For the Report today, I look at Donald’s damn dramatic trade war and how
shareholders should play it!

Also in the Report, in his 5th review for 2019, Paul Rickard looks at how our income and growth
portfolios performed in May. Our model portfolios tracked the market higher, recording gains for the
5th consecutive month.

    Sincerely,

 
  Peter Switzer
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Donald's damn dramatic trade war and how
shareholders should play it!
by Peter Switzer

 
Donald Trump fans who like to make money from
their investments have to feel conflicted right now,
with the US President single-handedly putting the
global economy on track for recession, driven by his
weaponization of tariffs. Not only he has upped the
ante with his fight with Beijing, he has now put Mexico
on notice that he’ll slug every product they send to
the US with a 5% tariff, unless they help stop the
immigration flow into the United States and take steps
to put the country’s drug lords out of business.

These have given rise not just to Wall
Street-market-driven, alarmist concerns but the big
end of town CEOs are worried that their companies’
futures could be affected.

The Mexican standoff news aside, the next biggest
threat to world trade, market confidence and
individual share prices has been China’s suggestion
that it will blacklist US companies that trade in China.

Any of us invested in Apple, FedEx, Starbucks,
Walmart and many others could see their share
prices crushed, if they get on the list!

So here’s my first play. If you hold China-vulnerable
stocks, I’d sell them and buy them after a big fall on
the basis that Donald will have to pursue a peaceful
settlement before going into the 2020 US election
year.

I’d also be waiting to buy a Chinese-oriented ETF,
which should bounce, if and when Donald cracks a
deal. Clearly, I’ve underestimated how determined
Trump is and how seriously he’ll play hardball to get
what he wants but he might have underestimated
how easily the Chinese capitulate.

The next play involves the Aussie dollar.

On March 27, the South China Morning Post, talked
about how vulnerable our dollar was to a trade war.

“The Australian dollar could struggle if a few opening
salvoes between Washington and Beijing turn into a
China-US trade war, given the importance of China
as an export destination for Australia,” wrote Neal
Kimberley. “No one should underestimate the
cross-border economic links between the two
nations.”

This is the ANZ view on our dollar. “Global risk
sentiment has soured dramatically in the space of just
a few weeks, which is bad news for the highly-cyclical
AUD,” says Daniel Been, head of FX strategy at
ANZ, in a review of the bank’s forecasts. “While the
outlook for the major currencies has remained largely
unchanged, we have drastically cut our forecasts for
risk sensitive, cyclical currencies. We have made
substantial downward revisions to our Asian currency
forecasts as well as to the AUD.”

The scariest call has come from Citigroup, where a
63 US cents call has been made public.

Since March, the dollar has dropped from 71 US
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cents to 69 US cents. If this Donald “drag’em out
and slug’em negotiation” strategy makes matters
worse, our dollar could slide even further.

My favourite currency play is Macquarie (MQG),
which FN Arena says analysts have a $129.81 target
for a stock now at $120.31. It could go lower over the
next few days. That’s nearly an 8% upside for the
stock. CSL has only a 1.2% higher target but if the
dollar falls harder than we think because of the
escalation of trade tensions, then the $220 price
forecasts some have been tipping might materialise.

Of course, with the unknown threat of what Trump’s
trade dealings could ultimately deliver, anyone who
has no capital gains concerns could easily go to cash
and wait out the negotiations and then buy back in
when a deal is struck. However, with someone like
Donald, you could be completely blindsided and a
deal could emerge out of nothing but a Trump tweet!

If you don’t want to be so drastic in your response,
putting some stop loss orders in on those stocks that
could be affected by a more serious trade war
scenario could be an option.

Another option could be to take a more defensive
stance with your portfolio on the basis that this bull
market could be on its last legs. Selling stocks that
are growth plays for ones that could push up your
overall yield to 8%, or even more with franking
credits, might be a sensible play.

Sure, a trade war causing a recession will hurt the
share prices on yield stocks but provided you have at
least 15-20 stocks, the yield shouldn’t fall too far.
Dividends resist gravity much better than stock prices
when panic sets in.

Those who bought my Switzer Dividend Growth Fund
at $2.23 on December 17 have netted 13% in capital
gain. This is a ‘stock’ that has an average dividend
yield around 6% before franking credits. From the
SWTZ website on May 7, this was the latest: “Over
the past 12 months, SWTZ has paid a distribution
yield of 7.5%, or 9.9% including franking credits.
Distribution yield is calculated as the distributions
received over the 12 months to 30 April 2019 relative
to the price at the beginning of the period.”

Sorry for talking my own book but I want to make the
case that many of you should be thinking more about
income rather than trying to shoot the lights out with
capital growth. Putting together a collection of good
income-paying assets, such as SWTZ and others of
course for diversification, might be a smart protective
play ahead of any crazy outcome created by Donald.

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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Portfolios record gains for 5th month in a row
by Paul Rickard

 
On the back of a post-election bounce and growing
expectations of an interest rate cut, the Australian
share market recorded a gain of 1.71% in May. This
stood out from other global markets, with the lead US
market falling by 6.35% (S&P 500). Our model
portfolios tracked the market higher, recording gains
for the fifth consecutive month.

We have made some changes to our growth portfolio,
which are outlined below.

The purpose of these portfolios is to demonstrate an
approach to portfolio construction. As the rule sets
applied are of critical importance, we provide a quick
recap on these.

Portfolio recap

In January, we made some adjustments to our
Australian share ‘Income Portfolio’ and ‘Growth
Portfolio’
(see 
https://switzersuperreport.com.au/here-are-our-portfol
ios-for-2019/ )

The construction rules for the portfolios are:

we use a ‘top down approach’ looking at the
prospects for each of the industry sectors;
for the income portfolio, we introduce biases
that favour lower PE, higher yielding sectors;
so that we are not overly exposed to a market
move, in the major sectors (financials and
materials), our sector biases will not be more
than 33% away from index. For example, the
weighting of the ‘materials’ sector on the
S&P/ASX 200 is currently 18.5%, and under
this rule, our possible portfolio weighting is in
the range from 12.3% to 24.7% (i.e. plus or
minus one third or 6.2%);

we require 15 to 20 stocks (less than 10 is
insufficient diversification, over 25 it is too
hard to monitor), and have set a minimum
stock investment size of $3,000;
our stock universe is confined to the ASX 100.
This has important implications for the growth
portfolio, because the stocks with the best
medium-term growth prospects will often
come from outside this group (the so called
‘small’ caps);
we  avoid stocks from industries where there
is a high level of exogenous risk, such as
airlines;
for the income portfolio, we prioritise stocks
that pay fully franked dividends and have a
consistent record of paying dividends; and
within a sector, the stocks are broadly
weighted to their respective index weights,
although there are some biases.

Overlaying these processes were our predominant
investment themes for 2019, which we expected to
be:

Economic growth to slow in the USA, Europe,
China and Japan, but not into recession
territory;
The US Fed moving to a more neutral stance
on US interest rates. If not pausing, only one
or two more hikes in 2019;
Interest rates in Australia to remain at
historically low levels, with the RBA unlikely to
move rates higher;
AUD around  0.75 US cents, but with risk of
breaking down if the US dollar firms;
Oil price remaining well supported around
US$50 per barrel. Base metal and iron ore
prices to soften;
A positive lead from the US markets;
Growth in Australia  to ease to around 2.5%,
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with no real pick-up in domestic inflation;
Housing prices in Australia to ease
moderately, but not collapse; and
A federal election which may limit any market
gains in the first half.

Performance

The income portfolio to 31 May is up by 15.93% and
the growth-oriented portfolio by 13.42% (see tables at
the end). Compared to the benchmark S&P/ASX 200
Accumulation Index (which adds back income from
dividends), the income portfolio has outperformed the
index by 0.47% and the growth-oriented portfolio has
underperformed by 2.04%. 

Top 10 stocks lead in May

The biggest companies set the tone in May and this
was reflected in the sector performances, with
financials, materials, healthcare and communication
services posting gains of over 2.5%. The major banks
rallied following the election of the Morrison
government, BHP and RIO continued to benefit from
supply disruptions to iron ore, and Telstra remained
well bid following confirmation of earnings guidance.
CSL rose strongly to help lift the health care sector.

On the other side of the ledger, the high-flying
information technology sector followed the lead of
Wall Street and pulled back by 4.0%. It remains the
best performing sector in calendar 2019 with a return
of 24.1%.

Consumer staples also came under pressure as
Woolworths completed its off-market share buyback
and the market re-assessed the competitive forces at
work in the supermarket sector. The energy sector
eased as oil prices softened, while the real estate
sector responded to the prospect of lower interest
rates and added 2.8%.

All industry sectors are positive for the year. By
historical standards, the gap between the best
performing  sector (information technology) and the

worst performing sector (consumer staples) is
relatively narrow. Returns for the 11 industry sectors
in May and calendar 2019, plus their respecting
weighting as part of the ASX 200, are shown in the
table below.

Income portfolio

On a sector basis, the income portfolio is moderately
overweight financials and utilities, and underweight
materials and health care (where there are no
medium or high yielding stocks in the ASX 100).
Otherwise, the sector biases are reasonably minor.

On paper, it is roughly index weight in industrials.
However, this exposure is being taken through toll
road operator Transurban which is not your typical
industrial stock.

In the expectation that interest rates in Australia are
staying at record low levels, it has a defensive
orientation and a bias to yield style stocks. In a bull
market, we expect that the income portfolio will
underperform relative to the broader market due to
the underweight position in the more growth-oriented
sectors and the stock selection being more defensive,
and conversely in a bear market, it should moderately
outperform.

The portfolio is forecast to yield 5.78%, franked to
82.3%. The forecast yield is higher than would
normally be expected due to the payment by BHP of
a special dividend of $1.42 per share. When this is
excluded, the yield drops back to 5.49%.

In May, the income portfolio returned 1.80% for a
relative out-performance of 0.09%. Year to date, it
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has returned 15.93% for an outperformance of
0.47%.

The return includes both capital and income. On the
income side, the return (which takes into account
dividends that the portfolio is contractually entitled to)
is currently 2.98%, franked at 95.7%. Transurban,
APA and Dexus are yet to declare their first half
dividends.

Helping in May  was the strong performance of the
major banks, and “interest rate sensitive” defensives 
Transurban, APA and Dexus. Offsetting this was the
performance of Link, which fell by 23% on 31 May
following an earnings downgrade.

No changes to the portfolio are contemplated at this
point in time, although we note that Transurban, JB
Hi-Fi and Dexus are looking fully priced. We have
decided to keep the position in Link, notwithstanding
that there could be some more short-term market
pain.

The portfolio was not able to participate in the
Woolworths off-market share buyback, which would
have been very attractive to zero rate and low rate
taxpayers.

The income-biased portfolio per $100,000 invested
(using prices as at the close of business on 31 May
2019) is as follows:

¹Does not include the tax benefit of accepting the
Woolworths off-market share buyback

Growth portfolio

The growth portfolio is moderately overweight
financials and energy, and underweight materials,
consumer staples and real estate. Overall, the sector
biases are not strong.

On paper, it is overweight consumer discretionary.
Part of this exposure is through Aristocrat Leisure
(which is servicing the gaming and gambling markets)
and through conglomerate Wesfarmers.

The stock selection is marginally biased to companies
that will benefit from a falling Australian dollar – either
because they earn a major share of their revenue
offshore and/or report their earnings in US dollars.

In May, the portfolio returned 0.58% for a relative
underperformance of 1.13%. Year-to-date, it has
returned 13.42% for an underperformance of 2.04%.

Gains by the banks, Seek and Aristocrat were offset
by falls with Reliance, Link  and TPG. The latter came
following the rejection of the merger with Vodafone by
the ACCC, while Link and Reliance issued profit
downgrades and their prices slumped by around a
quarter.

We have decided to make two changes to the
portfolio. We propose to take the profit on Aristocrat
Leisure (which is up 33% this year) and realise the
loss on Challenger (where we can’t readily see a
catalyst for re-rating in the short term). The net funds
will be re-invested in NAB and CSL, and a new small
position in Bluescope. We are going to maintain the
holdings in Link and Reliance, which we believe
provide scope for earnings growth in the medium
term.

Our growth-oriented portfolio per $100,000 invested
(using prices as at the close of business on 31 May 
2019) is as follows:
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¹ Aristocrat ($4,000) purchased 1/1/19 @ $21.84, sold
31/5/19 @ $29.12 for profit of $1,333

² Challenger ($4,000) purchased 1/1/19 @ $9.49,
sold 31/5/19 @ $8.07 for loss of $599

³ Following sale of Aristocrat and Challenger,
proceeds re-invested on 31/5/19 into $3,734 NAB @
$26.49, $2,000 CSL @ $205.49 and $3,000
Bluescope @ $10.54

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 mid cap value stocks
by James Dunn

 
Performance at the top of the stock market is not
uniform. If we look at the market’s elite – the
S&P/ASX 100 – there is a startling performance gap
between the top half (the S&P/ASX 50, the 50 largest
Australian-listed companies by market capitalisation),
and the bottom half, those companies that are
ranked 51 to 100 in terms of market capitalisation
(this group has its own index, the S&P/ASX MidCap
50 index.)

In the 12 months to the end of May, according to S&P
Dow Jones Indices, the S&P/ASX 50 large-caps have
generated a return of 13.6%, powered by the
mega-caps (the S&P/ASX 20), which have gained
14.2%.

But the S&P/ASX MidCap 50 have lagged this
performance badly – they are up just 3.3%
collectively, in the year to the end of May.

The S&P/ASX MidCap 50 ranges from Crown
Resorts – valued at $8.5 billion – to Spark
Infrastructure Group, with a market capitalisation of
$3.9 billion. It is a disparate group of companies, and
there is little to explain its underperformance, except
the highly concentrated nature of the Australian stock
market, in which the Top 20 stocks (and within that,
the top 10) are the major driver.

But investors who want to back the MidCap 50 to
mean-revert – to redress its performance lag to the
large caps – might also be looking to compound that
strategy, by looking for the best-value opportunities
they can find in the MidCap 50: to buy the
under-performers in the under-performing market-cap
sector.

Here are 5 candidates for such a strategy.

1. James Hardie (JHX, $18.34)

Market capitalisation: $8.1 billion
12-month total return: –15.5%
FY20 forecast yield: 3.9%, unfranked
Analysts’ consensus target price: $21.04
(Thomson Reuters), $21.57 (FN Arena)

Building materials supplier James Hardie was an
early reporter of full-year FY19 results, because it
uses a financial year to March 31. The company lifted
its full-year revenue by 22%, to $US2.51 billion ($3.63
billion), and boosted net profit by 57% to $US228.8
million ($A331 million), despite the weak housing
market in Australia. The result was helped by higher
sales in Hardie’s North America Fiber Cement
segment, and a promising start for the recently
acquired Fermacell gypsum fibre board business in
Europe. Also contributing was lower-than-expected
asbestos-related adjustments. The Australian and
Philippines businesses were also strong drivers,
gaining volume growth above that in their underlying
market.

These positives outweighed the fact that US housing
market demand for Hardie’s products remain weak:
operating profit in the final quarter of the year actually
fell 9% compared to the same time in 2018. But
Hardie expects conditions in the US is expected to
improve in the current financial year, and projects
modest growth in the US housing market in FY20. As
the company gets some degree of cost relief, its
margins in the US are likely to improve, and that
provides upside for Hardie. Like rival Boral, James
Hardie has been on the nose with investors over the
past year due to weak conditions in the US residential
construction market, but the outlook from Hardie
points to an improving picture there, and that is
making analysts a bit more positive in what they
expect from JHX, to the point where the stock looks
to be good buying.
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2. WorleyParsons (WOR $13.18) 
Market capitalisation: $6.1 billion
12-month total return: –14.9%
FY20 forecast yield: 4.0%, unfranked
Analysts’ consensus target price: $18 (Thomson
Reuters), $18.57 (FN Arena)

In April, global engineering services company
WorleyParsons announced that it would seek
approval from shareholders to change its name to
Worley, and that it would buy the global Energy,
Chemicals and Resource (ECR) division of US
company Jacobs Engineering Group Inc.

The $4.6 billion Jacobs acquisition will almost double
WorleyParsons’ revenue, to about $9.15 billion, and
make it harder for the Australian company to be taken
over – in particular, the Dubai-based Dar Group that
has been creeping up the Australian company’s
shareholder register after an unsolicited $2.9 billion
offer was rejected by WorleyParsons’ board in late
2016.

The deal gives WorleyParsons bigger businesses in
North America, the Middle East and India, and adds
an additional 39,000 employees, to bring its global
staff up to 57,600. The acquisition is also well timed
to take advantage of rebounding confidence in the
resources services sector, and will also help
Worley benefit from the expected global shift towards
lower-carbon energy. WorleyParsons is on record as
expecting a long-term move towards renewables –
wind, solar and gas – but it also forecasts demand for
oil will continue to rise until 2040.

Earlier in the year, Worley Parsons missed first-half
profit expectations, which prompted analysts’
earnings forecasts to be trimmed for the FY19–FY21
period. But the size of the order book did increase at
the half-year, by 10%, with the number of announced
contract awards in the first half being the highest in
10 years, according to the company. If it can
successfully integrate the Jacobs businesses, Worley
should be able to see earnings growth that justifies
buying at these levels – which are still depressed
from the effect of issuing $2.9 billion of new stock to
help fund the buy.

 3. Seven Group Holdings (SVW, $18.76)
Market capitalisation: $6.3 billion

12-month total return: –3%
FY20 forecast yield: 2.4%, fully franked
Analysts’ consensus target price: $22.60
(Thomson Reuters), $22.69 (FN Arena)

The mining revival has been good news for a welter
of companies on the ASX, and Seven Group Holdings
is no exception. The company’s WesTrac Caterpillar
dealership and equipment management business is
benefiting from a flurry of deals, including last
month’s news that it would supply a slate of
state-of-the-art heavy machinery – including
autonomous trucks, loaders, diggers, graders and
blast drills – to Rio Tinto’s $US2.6 billion Koodaideri
iron ore mine, as part of a deal reported at $US200
million ($285 million).

Seven Group Holdings is an industrial services,
media and investment conglomerate which also owns
the hire business Coates Hire. It also owns 41% of
media company Seven West Media. Coates Hire is
tapping into the pipeline of infrastructure projects in
NSW and Victoria in particular, but the downside of a
conglomerate is that one area of business can lag the
others – and in SVW’s case, that is Seven West
Media, which saw impairments drag its net profit
down by 62% in the first half.

But the rest of the business has earnings momentum
on the back of its high-quality exposure to the
resources and infrastructure sectors: SVW has
upgraded guidance to about 40% growth in earnings
before interest and tax (EBIT), up from 25%, on the
back of the business opportunities for WesTrac. The
stock appears to be very good buying at current
prices.

4. Whitehaven Coal (WHC, $3.93)
Market capitalisation: $4.0 billion
12-month total return: –17.3%
FY20 forecast yield: 7.4%, unfranked
Analysts’ consensus target price: $5.13
(Thomson Reuters), $5.05 (FN Arena) 

The federal election result, and the improved chances
of Adani’s Carmichael mine being approved in
Queensland, appeared to re-open investors’ eyes to
Whitehaven Coal in May. Being a pure coal play has
been a lonely road in recent years, but Whitehaven is
generating the kind of cash flows that investors
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notice. While analysts are more bullish on
metallurgical (steelmaking) coal than thermal
(electricity) coal, Whitehaven is adamant that strong
demand growth in Asia underpins its growth profile.
The company predicts that its coal production, which
was about 23 million tonnes (Mt) in FY18, will grow to
more than 40Mt by 2030.

Whitehaven currently has six mines in the Gunnedah
Basin of New South Wales, producing high-energy
thermal coal and metallurgical coal. To that base it is
adding the Vickery project (near its other NSW mines)
and the recently acquired Winchester South project,
in Queensland’s Bowen Basin. Vickery is due to start
up in FY21, and Winchester South in about FY24,
depending upon approval timing.

Many investors will not want to participate in coal. But
for those that do, Whitehaven cites International
Energy Agency (IEA) figures that project coal demand
for both steel and electricity generation to increase by
12% in the Asia Pacific region by 2040: demand is
projected to fall in China and Japan (nuclear restarts),
but increase significantly in India and South-East
Asia. Whitehaven says it will benefit from this growth,
by supplying high-quality thermal coal into Asia and
increased volumes of steelmaking coal into India.

Having lagged badly over the last year, analysts
believe the WHC share price is cheap. It also offers a
high (but unfranked) dividend yield, with potential
upside to the dividend in the FY19 result, and franked
dividends to begin in FY20. 

5. Viva Energy (VEA, $2.14)
Market capitalisation: $4.2 billion
12-month total return: n/a
FY20 forecast yield: 5.3%, fully franked
Analysts’ consensus target price: $2.61
(Thomson Reuters), $2.64 (FN Arena)

Retail fuel and refinery business Viva Energy listed
last July at $2.50, in what was the biggest float of
2018, but has bombed on the stock market suffered a
series of profit warnings, most recently in April, when
it said that a spike in crude oil prices had squeezed
margins on retailing petrol and diesel. As if that were
not disappointing enough, the company’s inaugural
annual general meeting saw shareholder groups
questioning the company’s remuneration report.

Viva is preparing to invest up to $200 million to
upgrade its Geelong refinery (formerly owned by
Shell), which came to it along with the Shell service
stations. It has also bedded down a renegotiated fuel
supply agreement with Coles under which Viva sets
the bowser price and pays Coles a sales commission
as operator of the stores. Viva paid Coles $137
million in compensation – equivalent to Coles
Express’ 2018 earnings – to reflect the value
transfer. For Viva, the deal was viewed as taking
back responsibility of the retailing of its product: Viva
felt that if it wanted to build volume, it could not be at
the mercy of someone else setting the price in part of
its network. The opportunity to raise Coles Express
volumes should compound the additional margin that
Viva can earn now that it has renegotiated the
alliance.

Cyclically, it is a weak time for fuel refining and retail
margins, but Viva now has the tools to boost its retail
margins in particular. Given Viva Energy’s southward
performance since floating, that could very well
represent a longer-term buying opportunity for
investors.

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

 
Further adding to the somewhat lopsided picture is
that only three of the upgrades moved to Buy with five
upgrades stopping at Hold/Neutral. The three fresh
Buy rating all came from stockbroker Morgans and
went to Costa Group, Genex Power and OZ Minerals.

Vocus Group was the sole recipient of two upgrades
during the week, after the company received
take-over interest. Both upgrades moved to Neutral.
Then again, only five out of the 17 downgrades
moved to Sell. BlueScope Steel received two
downgrades, of which one to Sell, and so did QBE
Insurance, with both downgrades moving to Neutral.

With exception of Vocus Group, not much is
happening with positive revisions to valuations and
price targets. There’s only a bit more action on the
negative side where BlueScope Steel, Domino’s
Pizza and GUD Holdings might be worth investor
attention.

A similar picture emerges for changes to earnings
estimates. On the positive side, Fisher & Paykel
Healthcare stands out (following profit update), while
on the negative side Costa Group’s most recent
profit warning makes its impact felt, followed by
reduced forecasts hitting Xero, and Freedom Foods
Group.

In the good books

1. BLACKMORES LIMITED (BKL) was upgraded to
Equal-weight from Underweight by Morgan
Stanley B/H/S: 0/5/1

Reports suggest Australia’s flu season is extensive
and well ahead of any of the previous five years at
this early stage. Morgan Stanley believes this will
translate into strong support for sales in the fourth
quarter of FY19 and first quarter of FY20. There is

also greater confidence in the cost reduction
program, which should support near-term earnings
growth. Morgan Stanley upgrades to Equal-weight
from Underweight and raises the target to $84 from
$75. Industry view is: Cautious.

2. COSTA GROUP HOLDINGS LIMITED (CGC) was
upgraded to Add from Hold by Morgans B/H/S:
4/1/0

It was a litany of disaster for Costa in May. Variable
harvest conditions for Moroccan blueberries, not cold
enough for mushroom demand, crumbly raspberries
and a fruit fly spotted in one of the companies seven
citrus orchards. Morgans has “materially” rebased its
FY20-21 forecasts as a result of the profit warning.
The broker remains concerned about fruit fly, as a
breakout could result in millions per annum to treat
the entire citrus crop. But otherwise the broker
remains attracted to Costa’s portfolio approach,
geographic diversity and protected cropping
techniques. Taking on board fruit fly risk Morgans
upgrades to Add from Hold following yesterday’s
sell-off, anticipating normalisation from a month best
forgotten. Target falls to $4.77 from $5.68.

See downgrade below.

3. GENEX POWER LIMITED (GNX) was upgraded
to Speculative Buy from Hold by Morgans B/H/S:
1/0/0

Morgans is confident the K2-H project will go ahead
although warns investors they need to be aware that,
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as the bulk of the stock’s value comes from this
project, this increases the risk. Management has
targeted June 2019 for financial close on both this
project and Jemalong. The broker also updates
assumptions for the K2-Solar and K3-Wind projects.
Morgans upgrades to Speculative Buy from Hold and
raises the target to $0.29 from $0.25.

4. SIGMA HEALTHCARE LIMITED (SIG) was
upgraded to Neutral from Sell by Citi B/H/S: 0/1/3

Since its FY19 result, Sigma has entered into a new
community service obligation deed with the
Commonwealth government which has provided
some certainty around payments until at least June
2020. Also, the company has provided more clarity
around the cost reductions in relation to the loss of a
major contract. Finally, with the re-election of the
Coalition this suggests the government will be more
supportive of existing regulations around the
pharmacy distribution industry. Citi now upgrades to
Neutral/High Risk from Sell/High Risk while the target
is steady at $0.52.

In the not-so-good books

1. ATOMOS LIMITED (AMS) was downgraded to
Hold from Add by Morgans B/H/S: 0/1/0

The company has updated on prospectus forecasts
and now expects FY19 revenue to be over $50m. Pro
forma operating earnings (EBITDA) of $1.4m are
expected. Morgans assesses the business is gaining
traction on new products, particularly as it expands
into more consumer-oriented business. The broker
downgrades to Hold from Add, following strong share
price appreciation. Given the scalable manufacturing
operation, the broker points out that additional
partnerships can move the dial in terms of
revenue/earnings uplift. Target is raised to $1.42 from
$0.90.

2. ANSELL LIMITED (ANN) was downgraded to
Neutral from Outperform by Macquarie B/H/S:
3/5/0

Raw material pricing trends have been favourable
and there are incremental benefits from the
transformation program, Macquarie observes. Yet
weaker macro-economic trends present downside
risk to near-term earnings. Despite an undemanding
valuation, the broker downgrades to Neutral from
Outperform because of reduced confidence in the
macro economic outlook. Target is lowered to $26.90
from $28.20.

3. COSTA GROUP HOLDINGS LIMITED (CGC) was
downgraded to Neutral from Outperform by
Macquarie B/H/S: 4/1/0

The company has sharply downgraded 2019
guidance, now expecting profit growth in a range of
1-17% as opposed to 30%. Macquarie reduces
estimates for 2019 and 2020 earnings per share by
-23% and -22% respectively. Conditions have
changed abruptly since early May, with a late season
in Morocco putting pressure on prices while, locally,
poor quality fruit has led to a large amount of
wastage. Macquarie downgrades to Neutral from
Outperform. Target is reduced to $4.05 from $6.03.

See upgrade above.

4. G.U.D. HOLDINGS LIMITED (GUD) was
downgraded to Neutral from Outperform by Credit
Suisse B/H/S: 4/1/0

Channel checks of the auto market conducted by
Credit Suisse suggest after-market growth is trending
lower and competition is increasing among part
suppliers. The broker notes that while GUD has an
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excellent track record of navigating through increased
competition in the past, its relative reliance on auto is
now greater than it ever has been. Credit Suisse has
not changed forecasts but sees sufficient downside
risk emerging to warrant a pullback to Neutral from
Outperform. Target falls to $12.00 from $13.35.

5. NRW HOLDINGS LIMITED (NWH) was
downgraded to Neutral from Buy by Citi B/H/S:
0/2/1

Demand in the company’s core markets continues to
improve and Citi envisages upside risk to forecasts
from further contract gains and better-than-expected
margins. However, the broker considers the stock
fairly valued and downgrades to Neutral from Buy. A
key concern is the credit risk associated with the
$55m per annum Dalgaranga project. The company
provided a $12m working capital facility in December
2018 and also had to support a capital raising by the
project owner. Target is raised to $3.01 from $2.52.

6. TELSTRA CORPORATION LIMITED (TLS) was
downgraded to Hold from Accumulate by Ord
Minnett B/H/S: 3/2/3

Telstra has updated guidance around restructuring
costs and asset impairment. Management now
expects -$800m of restructuring costs to be incurred
in FY19 and has also guided to a further -$350m post
FY19. The company also plans to write down the
carrying value of its legacy IT systems by -$500m.
Ord Minnett downgrades to Hold from Accumulate
based on valuation. Target is unchanged at $3.55.
FY19 and FY20 earnings estimates are unchanged.

Earnings forecast

Listed below are the companies that have had their
forecast current year earnings raised or lowered by
the brokers last week. The qualification is that the
stock must be covered by at least two brokers. The
table shows the previous forecast on an earnings per
share basis, the new forecast, and the percentage
change.

The above was compiled from reports on FNArena.
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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My “HOT” Stock
by Maureen Jordan

 
Like

Michael likes Costa Group (CGC), an Australian
“pure food” supplier, with ambitious China plans, in a
business subject to seasonal fluctuations.
“Disappointing earnings guidance last week saw its
share price trounced, falling from above $5.30 to
touch $3.60.

“Those who have faith that management can deliver
on their plans may see current levels as a bargain,”
Michael says.

Dislike

Michael doesn’t like Eclipx Group (ECX). “The
shares shot higher last week after a new
management group announced a turnaround plan.

“However, the earnings released at the same time
show underlying profitability continues to slide. A
re-structure may help, but in my view the businesses
here are traditional or first-

generation internet operations, and under ongoing
threat from newcomers to the space. A potential
value trap, even at the much-reduced share price,”
he says.

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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