
Thursday 17 October 2019

Good news on 3 big brands; 2 small caps stocks 

Last week Charlie (Aitken) gave us a great run down on Nike. Recent earnings evidence from Nike,
Estee Lauder and LVMH suggests that the world’s strongest consumer brands are actually taking
market share and getting stronger and more profitable. And in his article today, Charlie takes us
through the performance of LVMH – the world’s leading luxury goods manufacturer and retailer.

    Sincerely,

 
  Peter Switzer
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The success story of LVMH
by Charlie Aitken

 
The most important development so far in October
has been the brokering of a truce of sorts in the
ongoing Sino-American trade war. US and Chinese
equity markets reacted favourably to the news, and
while it will take several weeks to formalise the
language of this ‘phase one’ deal, it hopefully
provides some element of certainty to both business
and consumers that trade policy will not get materially
worse over the very near term. The fact that the next
round of US tariffs on Chinese imports – due to come
into effect on 15 October – has been taken off the
table should be supportive for US consumer spending
to the end of the year.

As we pointed out numerous times, we believe poor
business confidence is the primary driver of the
recent weakness in US economic data, and any sort
of stabilisation or clarity to the trade outlook would
likely do a lot to support sentiment and business
investment.

However, it should also be noted that many of the
more fundamental disagreements between Beijing
and Washington remained unresolved, particularly
with regards to intellectual property transfer, state
subsidies or greater market access. While the news
of a truce is certainly to be welcomed, we are not out
of the woods by any stretch of the imagination, and
we continue to believe it is unwise to prematurely
position portfolios as if all the risks are behind us.

Against this backdrop, we await the upcoming US Q3
earnings season. US companies will start to report
earnings this week, and the true test for investors will
be when the market refocuses on the fundamentals of
the individual stocks and not the macro-economic
headlines that dominate the news in the interim.

One of my funds top five holdings – the world’s
leading luxury goods manufacturer and retailer LVMH

– has already released an update to the market that
defied all the pessimists. For a stock that was
perceived to be smack in the middle of the trade war,
with expectations of substantial slowdown in luxury
goods consumption, these are tremendously resilient
numbers that remind you of the diversity and quality
of this business.

LVMH recorded a +16% increase in group revenue ,
reaching E38.4 billion in the first nine months of 2019.
Organic revenue grew +11% compared to the same
period of 2018. This is important for a company with a
gross profit margin of 66%.

In the third quarter alone, revenue was +17%
compared to the same period in 2018. Organic
revenue growth was +11%, a performance in line with
the trend recorded in the first half of the year. The
United States and Europe saw good progress in the
third quarter, as did Asia, despite the difficult context
in Hong Kong.

If we look at a breakdown of the key revenue
segments you can see the portfolio is in very solid
shape, albeit growing at different rates. The following
is direct results commentary from LVMH.
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The fundamental sales data reported by LVMH
suggests a substantially less reticent global high-end
consumer to the one newspaper/Twitter headlines
would have you believe in. This is doubly true when
considering that LVMH saw substantial disruptions to
their sales in Hong Kong, which represents roughly
6% of total group sales. The key Fashion & Leather
Goods numbers are even more outstanding in this
context.

Through a combination of strategic planning and
global diversification, LVMH has managed to navigate
the current climate smartly – an outcome that reflects
well on management. The latter point is important –
backing competent and ethical management teams
spares an investor many headaches, as they actively
work to ensure the business can flourish in good
times and endure during tough ones. Mr. Bernard
Arnault (CEO) and the management team of LVMH
have proven extremely capable of custodians of the
business for the long-term benefit of investors, and
we believe they can continue to do so for many years
to come. In fact, they are exactly the type of
leadership team we like to back, as they think about
building a business that can survive for generations.

LVMH shares traded back up to all-time highs after
the confirmation of continued strong sales/revenue
growth. This again reminds you that you have to do
your best to ignore short-term noise and remain
invested in the very best businesses in the world.

If anything, recent earnings evidence from Nike,
Estee Lauder and LVMH suggests that the world’s
strongest consumer brands are actually taking market
share and getting stronger/more profitable.

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.

03Thursday 17 October 2019



2 small caps in the shared office space
by Tony Featherstone

 
I joined a co-working space this month – a decision
that made me think about co-working’s disruptive
effects and potential stock winners from this trend.

Having dabbled in co-working and office space over
the years, I was wary of joining a co-working space
with hundreds of other businesses. It’s easier
working from home.

A noisy bathroom renovation (next to my home office)
forced me out and my latest co-working stint looks
more permanent this time. I’m impressed by how
much co-working facilities have changed in just a few
years and how they could hurt and help different
property owners.

My co-working space (I’m sitting in it as I write this
column) surprised in a few ways. First, it is a large,
swanky space at a suburban shopping centre. Most
co-working spaces are inner-city and are often
converted offices. This one’s well out of town and the
size of a football field.

Second, many co-working spaces effectively “rent” a
desk and provide paid office services to start-ups and
other micro ventures. This space has plenty of those,
but also larger businesses and even some
well-known corporates with space inside the
co-working facility.

The third surprise was price. On my math, a business
could have nine staff work at the co-working facility
(the maximum number on the entry-level rate), hire a
room for the morning meeting and have a
postal/office address for under $50 a day.

This example shows how disruptive co-working
facilities could become to commercial property and
how they could benefit other industries such as retail.
Big companies will increasingly ask why they pay so

much rent for city office space and are locked into
long-term contracts and expensive fitouts, when they
could house staff in co-working spaces for far less.

Co-working, of course, does not suit every business
and every employee. Many businesses need staff
working side by side in a city location. However, in
the digital economy, where more staff work between
locations, cheap, flexible office space is the future.

The co-working boom coincides with the boom in
freelancers and Gig Economy workers. The recent
Freelancing in the US: 2019 survey estimated that 57
million Americans, or a third of that country’s
workforce, are either full-time or part-time. The
survey’s definition of freelance includes independent
contractors and other self-employed people.

Large retail property owners are surely watching the
co-working trend closely. As anchor tenants such as
department stores exit shopping centres or cut back
on space, shopping centres could convert some of
that space to co-working facilities, attracting hundreds
of small businesses and their employees and
customers to the centre precinct.

Property is the obvious way to play the co-working
trend. Care is needed: the recent float fiasco of
WeWork, a United States-based provider of
co-working space, shows the dangers of crazy
valuations for companies leveraged to the co-working
trend.

Here are two ways to play the co-working trend via
the ASX. Each suits experience investors who are
understand the features, benefits and risks of
investing in micro- or small-cap stocks.

1. Victory Offices (VOL)
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The service-offices and co-working space provider
listed on the ASX in June through a $30-million Initial
Public Offering (IPO).  Victory has attracted good
support since listing, its $2 issued shares rising to
$2.54 as investors see it as a faster-growth play on
co-working.

Victory had 19 locations around Australian at the time
of its float and targets businesses needing serviced
office space, virtual offices and co-working space.
Like other providers, Victory provides a range of
higher-margin office services to clients in the highly
competitive and rapidly maturing flexible-workspace
industry in Australia.

The main risk with flexible workspace is contract
length: the average client licence term for Victory is
about 15 months, according to its prospectus.
Businesses want cheap space without long contracts:
that’s a risk for earnings visibility and margins.

A stronger competitive response from commercial
property owners is another threat to Victory. Office
owners are aware of the co-working boom and more
will integrate this form of accommodation into their
portfolio or convert some offices into shared-space
facilities.

The other risk for Victory and flexible-space providers
is the cyclicality of their industry. Economic downturns
dent demand for office space, particularly from small
enterprises that are more vulnerable to industry
shocks and have less cash to ride them out.

The potential upside is Victory building a larger
network of customers and leveraging to  provide more
products and services. Victory has a first-mover
advantage as a specialist listed provider in this
market, but is due for consolidation after recent price
gains.

Long-term investors who are comfortable with
small-cap stocks could consider Victory, preferably
watching and waiting for better value during a market
pullback.

Victory Offices (VOL)

Source: ASX 

2. Servcorp (SRV)

The serviced-office provider has had a difficult few
years after a string of profit downgrades and
lower-than-expected growth in its United States
operations. The three-year annualised total return
(including dividends) is negative 13.5%, Morningstar
data shows. But Servcorp has rallied this year from a
low of $2.55 to $4.42.

Servcorp operates in more than 155 office floors in 52
cities across 24 countries. Its services range from
executive suites to virtual offices, co-working facilities
and secretarial services. The $4.30 million company
has been around a long time and was once a
small-cap market darling

Lately, the bears thought global co-working
juggernaut WeWork would crush Servcorp and those
fears partly contributed to the stock’s fall in 2017 and
2018, although there was much more to Servcorp’s
problems than hype about WeWork.

But in a fickle market, WeWork’s woes – its
high-profile float was cancelled due to investor
scepticism about its business model, governance and
cash-burn rate – have boosted sentiment towards
Servcorp and other established flexible workspace
providers.

WeWork’s main contribution was to raise awareness
of the global boom in co-working space and focus
investor attention on alternative providers.

After a few underwhelming years, Servcorp beat its
guidance for the second half of FY19 ($18.4 million
net profit versus guidance of $14-18 million) and
management said the business had stabilised. The
result provided much-needed good news for
Servcorp’s true believers.
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Servcorp is adding more co-working space to its
offering and says the flexible-space industry is
growing at 20 per cent annually and remains highly
competitive. The company’s balance sheet, ability to
upgrade offices and provide more co-working space
per tenant than rivals are an advantage. Servcorp is
well down the path of offering higher-margin digital
products to clients – such as virtual offices – and has
good long-term growth prospects in this area.

The Moufarrige family owns just over half of Servcorp
and reportedly has no intentions to sell. My sense is
Servcorp would be worth more in the hands of a
global player that wants greater exposure to growth in
co-working/serviced offices.

Also, executive and board turnover has been an issue
in Servcorp in the past few years and succession will
be a bigger issue given legendary founder Alf
Moufarrige is in his late 70s.

Servcorp has no debt, solid cash flow and has always
focused on sustainable rather than runaway growth,
even though the market would like to see it grow
faster by adding more floors in more locations. The
company needs to get its Return on Equity (ROE),
10.6% at the end of FY19, back to 15% (achieved in
the peak years in FY16 and FY17).

Some small-cap fund managers I know prefer Victory
over Servcorp because the former has faster growth
prospects, albeit with higher risk.

I prefer Servcorp. I like the look of its emerging
turnaround: after a few disappointing years, Servcorp
is getting its mojo back. If economic conditions hold,
Servcorp will have a strong tailwind thanks to the
co-working boom and its share-price rally will have
further to run.

A faster-than-expected deterioration in Australia’s
economy in the next 12 months – a possibility if
global growth keeps slowing – would be a red flag.
Some relief might come from companies
downgrading from costlier office rent to co-working
spaces, to preserve cash. But this is an inherently
cyclical sector on short-term lease arrangements.

Servcorp (SRV)

Source: ASX

Tony Featherstone is a former managing editor of
BRW, Shares and Personal Investor magazines. 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 15 October
2019.
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Another cyber security tip
by James Dunn

 
On Monday I wrote about 4 listed cyber security
stocks but by accident I left out the 5th one — so here
it is now.

BetaShares Global Cybersecurity ETF (HACK,
$7.04)
Market cap: $142 million

One cyber-security stock on the ASX that is very
definitely delivering the goods is the BetaShares
Global Cybersecurity ETF, the code of which is
HACK.
Launched in September 2016, HACK is an
exchange-traded fund that offers, in a single listed
stock, exposure to the major global companies
involved in cyber-security. HACK is designed to track
the performance of the Nasdaq Consumer
Technology Association Cybersecurity Index, which
covers the performance of the leading firms in the
global cybersecurity industry. This includes global
giants such as Symantec, CheckPoint, PaloAlto
Networks and Cisco, as well as emerging leaders
such as VMWare, FireEye, Fortinet, Akamai
Technologies and Juniper Networks.
While more than 80% of the index is made up of US
companies, HACK also picks up emerging players
from other tech hotspots such as the Netherlands,
Israel and Japan. Like any ETF, HACK invests in the
poor performers in the index as well as the stars, but
it offers a simple way to establish a diversified
exposure to this major – and growing – investment
theme.
Managed for 0.67% a year, HACK is unhedged,
meaning that investors take A$/US$ currency risk –
which in the right circumstances can actually add to
the return. HACK has moved from $5 to $7.04 in its
three years on the stock market. In FY19, it paid a
69.4 cent distribution.

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

ALLIANCE AVIATION SERVICES (AQZ) was
upgraded to Outperform from Neutral by Credit
Suisse

Credit Suisse reviews the investment thesis as the
stock has fallen -11.5% and underperformed the
small ordinaries index by -12.8% since the FY19
result. The broker believes concerns around wet
lease arrangements are unfounded, while issues
surrounding the Qantas (QAN) overhang continue.
Rating is upgraded to Outperform from Neutral and
the target raised to $2.90 from $2.60. The broker
expects the company should generate around $28m
in free cash flow, even after factoring in elevated
capital expenditure into FY21.

NICK SCALI (NCK) was upgraded to Buy from Sell
by Citi

Interesting twist as Citi had previously carried a Sell
rating on the assumption that the disruption of the
housing cycle in Australia would be too much to
withstand for the small cap furniture retailer. Post
yesterday’s profit warning, and share price sell-off,
the analysts now think their thesis has successfully
played out. Now taking the view that current tough
times won’t last forever, Citi has decided to upgrade
to Buy from Sell. Forecasts have been reduced, but
Citi analysts seek comfort in forward looking
indicators that are suggesting better times will
announce themselves for housing related retailers
such as Nick Scali. Price target has improved by 16%
to $6.90.

PERPETUAL (PPT) was upgraded to Neutral from
Underperform by Macquarie

Perpetual suffered further fund outflows in the Sep Q

and the broker forecasts more ahead. While flow
trends are a major concern, the stock’s de-rating to
date and the potential for a positive acquisition
announcement in the near term have Macquarie
upgrading to Neutral from Underperform. Target falls
to $32.00 from $34.50.

PERSEUS MINING (PRU) was upgraded to
Outperform from Neutral by Credit Suisse

Yaoure remains on schedule for first gold by end of
2020. The potential to extend mine life is significant,
Credit Suisse assesses. Meanwhile Edikan has
moved to a materially lower mining rate for a modest
reduction in production. The broker upgrades to
Outperform from Neutral on higher gold price
assumptions. Target is raised to $0.88 from $0.62 as
valuation methodology is re-assessed.

REGIS RESOURCES (RRL) was upgraded to
Neutral from Underperform by Credit Suisse

Credit Suisse notes the revised definitive feasibility
study for McPhillamys is due in the first half of FY20
and may reveal improved economics on incorporating
the higher-grade satellite, Discovery Ridge.
Nevertheless, the severe drought conditions in NSW,
as rural properties struggle for water, could add
complexity to the granting of permits. The broker
upgrades to Neutral from Underperform, amid higher
gold price assumptions. Target is raised $4.95 from
$3.90.

ST BARBARA (SBM) was upgraded to Outperform
from Underperform by Credit Suisse

Further FY20 guidance is to be provided with the
September quarter production report. Atlantic Gold is
expected to be consistent with the prior owner’s
guidance for 2019. This could benefit from mining to
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date that has demonstrated a large portion of
previously-assumed waste is mineralised. Rating is
upgraded to Outperform from Underperform as Credit
Suisse raises gold price assumptions and
re-assesses methodology. Target rises to $3.50 from
$2.76.

In the not-so-good books

ALS (ALQ) was downgraded to Neutral from
Outperform by Credit Suisse

While the stock is priced for a recovery in
geochemistry Credit Suisse finds little evidence this is
occurring. The focus at the upcoming result is likely to
be on the volume growth in geochemistry and
continued margin improvement in life sciences. The
broker estimates the share price has already priced
moderate sample volume growth in the second half of
FY20 and, given the history of volatility at results
announcements, the rating is lowered to Neutral from
Outperform. Target is steady at $8.40. The company
will report its FY20 first half results on November 19.

ALUMINA (AWC) was downgraded to Lighten
from Hold by Ord Minnett

Ord Minnett updates commodity price forecasts,
noting decelerating global growth. Until there are
clear are signs the current cycle has ended, periods
of risk-on sentiment lead to a re-rating of key
preferences in the bulks and metals sectors.
Aluminium and alumina estimates for 2020 are
reduced by -6% and -14% respectively. The broker
downgrades to Lighten from Hold and lowers the
target to $2.00 from $2.50. This stock is not covered
in-house by Ord Minnett. Instead, the broker white
labels research by JP Morgan.

BANK OF QUEENSLAND (BOQ) was downgraded
to Reduce from Hold by Morgans

Bank of Queensland will report its FY19 result on
October 17. Citi believes underlying growth in cash
earnings will remain challenged relative to the major
banks. The broker believes the bank has plenty of
catching up to do in terms of streamlining the back
office processes and improving customer facing
technology. Moreover, the issues are unlikely to be
resolved the next couple of years and the broker

expects the home loan book will struggle to grow
without compromising too much on margins. Rating is
downgraded to Reduce from Hold and the target is
steady at $8.

HT&E (HT1) was downgraded to Underperform
from Neutral by Macquarie

While ad markets have continued to be choppy
across broader media, Macquarie was surprised by
the extent of Southern Cross’ guidance downgrade.
Channel checks reveal weakness is across the board,
not just in any one sector. The broker has reassessed
its general media assumptions. The broker expects
softness in radio will also impact on HT&E. Forecast
earnings cut by -9.2% and -10.9% on 2020-21. Target
falls to $1.55 from $1.75. Downgrade to
Underperform from Neutral.

PILBARA MINERALS (PLS) was downgraded to
Sell from Hold by Ord Minnett

Ord Minnett expects the lithium sector will have a
difficult period for the next 6-12 months. Pilbara
Minerals is downgraded to Sell from Hold. Target is
reduced to $0.25 from $0.60. This stock is not
covered in-house by Ord Minnett. Instead, the broker
white labels research by JP Morgan.

SANDFIRE RESOURCES (SFR) was downgraded
to Hold from Accumulate by Ord Minnett

Despite potential upside, Ord Minnett notes
development risk for Sandfire Resources and would
become more constructive once risks diminish. Ord
Minnett downgrades to Hold from Accumulate. Target
is lowered to $7.00 from $7.70. This stock is not
covered in-house by Ord Minnett. Instead, the broker
white labels research by JP Morgan.

SANTOS (STO) was downgraded to Equal-weight
from Overweight by Morgan Stanley and to Hold
from Buy by Ord Minnett

Morgan Stanley downgrades to Equal-weight after
being Overweight for three years. The broker
assesses the free cash story is diminishing and
investors will be required to invest for a medium-term
uplift in production. Meanwhile, risks are building
across LNG industry and the stock appears fully
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valued. The company has announced a US$1.4bn
deal to buy the northern Australian interests of
ConocoPhillips. While the deal is solid, Morgan
Stanley believes it will change the free cash flow
profile of the company. Target is $8.00. Industry view:
In-Line.

Santos has emerged as the buyer of the
ConocoPhillips northern Australian assets,
comprising the Darwin LNG, Bayu-Undan, Barossa
and Poseidon projects. Ord Minnett considers the
transaction positive in so far it gives Santos a majority
stake. Ord Minnett downgrades to Hold from Buy
based on valuation and lowers the target to $7.75
from $7.85. This stock is not covered in-house by Ord
Minnett. Instead, the broker white labels research by
JP Morgan.

SUNCORP GROUP (SUN) was downgraded to
Underperform from Neutral by Credit Suisse

Credit Suisse expects the company will review its
targets in coming months as these are unlikely to be
achieved in coming years unless the business takes
on more risk. While Suncorp has reduced earnings
volatility and improved the underwriting profit of the
insurance division, Credit Suisse suggests this is
being more than offset by lower bond yields. The
broker considers a 10% return on equity a stretch.
FY20 net profit estimates from business lines are
decreased by -6%. Rating is downgraded to
Underperform from Neutral and the target reduced to
$12.75 from $13.90.

SOUTHERN CROSS MEDIA GROUP (SXL) was
downgraded to Neutral from Outperform by
Macquarie

While ad markets have continued to be choppy
across broader media, Macquarie was surprised by
the extent of Southern Cross’ guidance downgrade.
Channel checks reveal weakness is across the board,
not just in any one sector. The broker has reassessed
its general media assumptions. Southern Cross
forecast earnings fall -15% and -18% in FY20-21.
Target falls to $1.05 from $1.40. Rating downgraded
to Neutral from Outperform.

The above was compiled from reports on FNArena.
The FNArena database tabulates the views of seven

major Australian and international stock brokers: Citi,
Credit Suisse, 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
by Paul Rickard

 
Question 1: I’m interested in buying into gold. Can
you please advise the pros and cons re buying
physical gold versus ETFs versus direct investment in
Newcrest/other gold miners? Is an investment in
physical gold allowed in an SMSF?

Answer: There are three broad options for investing
in gold.

Firstly, buying physical gold from places such as the
Perth Mint. Advantages include perhaps finer pricing
on the spread, potentially no management fees and if
your holding is big enough, you may be able to lend it
out (and earn a fee). Disadvantages – potentially
insurance, holding and transportation costs.

Secondly, and I think the easiest method, via an ETF
such as GOLD (this is the ASX code). Traded on the
ASX. Disadvantage is the ETF provider’s
management fee.

Thirdly, buying gold shares such as Newcrest.
Advantages include that this will give you the greatest
leverage, as miners usually have some fixed
production costs, so a small increase in the price of
gold can mean a big increase in profits. Also, most of
their costs are in $A, while gold is priced in $US, so
they can win (or lose) due to movements in the
exchange rate. Disadvantage – highest risk. General
advice here is to stick to established producers,
particularly those with a low cost of production.

I have never been a gold bug, so for me, I would look
at an ETF.

No problem for an SMSF holding gold. If you want to
invest in physical gold, I would probably include a
reference to this in the Fund’s investment strategy.

Question 2: What’s your thoughts on

Commonwealth Bank (CBA) at the present scenario? 

Answer:  I see no reason to sell the banks because I
can’t see what the alternatives are. Commonwealth
Bank is a little bit pricey, trading on a multiple of 16.4
times forecast FY20 earnings. Westpac is on a
multiple of 13.2 times, NAB 13.4 times. ANZ is
cheaper but may have to do something on the capital
side to cater for the regulatory rules in NZ.

The analysts don’t like CBA – with 3 neutral
recommendations and 4 sell recommendations, and a
target price of $73.01.

I would probably buy Westpac over CBA.

Question 3:  I am a pensioner and have accumulated
a modest amount of savings which I keep in a term
deposit account. The focus constantly is on pacifying
mortgage holders, their struggles, and why people
aren’t spending more to stimulate the economy.
Senior pensioners also contribute to the economy by
spending. If their interest returns are negligible, they
will spend far less. My question is this: why can’t the
financial system reward those who save with interest
rates specific to them? Banks are benefitting from
their deposits – why not reward them with higher
savings returns? This could boost the spending
power of this group and help the economy generally.

Answer: I don’t disagree with the sentiment. The
focus from Government and the media is always
about “home borrowers” – no one seems to consider
the other side –  pensioners, retirees and others who
are “depositors”. Banking is about a margin – the
difference between a bank’s cost of funds, and what
it earns on those funds from the provision of loans. If
banks were to pay more for their deposits, then
either: (i) they would need to increase their loan rates;
or (ii) cut their margin, reduce revenue, and cut
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profits. The latter would impact bank shareholders,
many of whom are self-funded retirees and part
pensioners.

I also wrote about this is today’s Switzer Daily –
see
http://switzer.com.au/depositors-will-lose-from-new-b
ank-bashing-inquiry/

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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