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Why I like the world’s biggest company 

In his article today, Charlie Aitken says he believes with further US rate cuts and given the volatility
that still persists (despite companies in the US reporting well), you’re better served being invested in
companies with ultra-high barriers to entry, high return on invested capital, profitable and strong cash
flow. Charlie believes Microsoft  (MSFT) fits all the above and has the very high-quality problem of
generating too much cash, which is why shareholders can look forward to higher dividends.

    Sincerely,

 
  Peter Switzer
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I love the largest company in the world and
here’s why…
by Charlie Aitken

 
In recent notes, I’ve given you examples of
world-leading businesses like Nike and Louis Vuitton
Moet Hennessy that have defied any perception of
macroeconomic headwinds. We have also seen the
WAAAX index -27% since the September peak, and I
remain cautious on highly valued profitless
companies yet bullish and invested in what we
consider undervalued, highly profitable companies
that will compound over time. I still believe equity
markets globally are becoming more discerning,
behaving more like a “weighing machine”, than a
“voting machine”. In my view, you’ll be better served
being invested in companies with ultra-high barriers
to entry, high returns on invested capital, profitable
and strong free cash flow generative companies,
rather than those the market “hopes” will generate
those attributes in the future and will require more
funding from investors (remember WeWork, $47
billion to $8 billion “valuation” in a month).

Microsoft (MSFT), the largest company in the world,
exhibits all the highly attractive investment attributes
mentioned above. MSFT is a large holding in the AIM
Global High Conviction Fund, we don’t own it
because it’s the biggest; we own it because it’s the
best risk-adjusted investment we can find.

We look for companies that have the long-term ability
to generate excess returns on capital and reinvest
that capital at rates of growth greater than inflation.
These are what we call compounders. MSFT is a
classic example of a compounder.

I have written before on MSFT but I do want to run
through some analysis of the Q1 result. MSFT is a
trillion-dollar market capitalisation company.
Revenues grew by +13.7% in the quarter v. PCP
(previous corresponding period), beating consensus
forecasts by +2.5%. That revenue growth alone is
around 6x global GDP growth, even more in constant

currency terms (US dollar strength was a headwind).

Positive JAWS was experienced as revenue growth
(+13.7%) vastly outpaced cost growth (+5.1%). This
saw gross margins rise to an enviable 68.5%.
 Further cost discipline supported operating margin
expansion, leading to net profits rising +21% and EPS
+21.9%, due to the effect of buybacks on reducing
share count. This is a very impressive set of
numbers.

Two key points from the result are worth highlighting:

1. Azure (Microsoft’s cloud platform) growth of
+59% (as reported, +63% in CC) remains
incredibly strong. While Azure growth has
been moderating for several years, we would
argue that has a lot more to do with base
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effect than with a slowdown in demand. This
is corroborated with the fact that MSFT clients
are signing longer-term contracts for Azure
engagements, which show up in the growing
component of remaining performance
obligations. Put differently, Microsoft has
already signed revenue of $26 billion for the
rest of this year and another $26 billion for the
period beyond 12 months, which they simply
haven’t yet invoiced – a high quality problem
to have.

2. Of the ~$11.6 billion commercial revenues,
91% is annuity revenue.

If I am right and equity markets are becoming more
discerning in their behaviour (weighing machine),
then free cash generation is going to be a highly
important variable. MSFT generated 21% more free
cash than in the PCP. Cash from operations was
stronger than the numbers indicate, with a $3.5 billion
cash tax payment related to the transfer of IP to a
subsidiary driving only 1% year-on-year growth. If
normalised, the actual growth in cash from operations
was +27%. The FCFF number (+22%) is likely
reflective of the true, underlying growth in profitability
(and required investment to generate this growth),
despite all the moving parts. Again, a business with a
$125 billion+ revenue line and trillion-dollar market
cap growing FCFF at +20% remains remarkable.

MSFT has the very high-quality problem of generating
too much cash. They don’t need any more with a
balance sheet like this below. That’s why we can
look forward to higher dividends and increased
buybacks.

Net Cash of $67 billion is up by ~12.5%. The ROE is
marginally down on a T12m period but that’s more to
do with the reduced leverage — the actual profitability
of the capital deployed means the ROIC has ticked
up modestly to 22%.

In terms of guidance, Q2 guidance came in above
consensus estimates on revenue and below on costs.
MSFT continues to expect double-digit growth for
FY20 and improving operating margins.

All in all, this was an excellent set of numbers from a
structurally strong global growth company. MSFT is a
clear compounder in my opinion.

I’ll finish with a simple year-to-date comparison of the
Australian WAAAX Index (WiseTech, Appen, Altium,
Afterpay and Xero) and MSFT. While WAAAX (white
line) has delivered +66%, MSFT (yellow line) has
delivered +40.6% year-to-date. It reminds me of the
fable of “the hare and the tortoise”. The hare could
well be running out of puff and I’d rather back the
tortoise. 

WAAAX -v- MSFT

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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Don’t put all retailers in same shopping basket
by Tony Featherstone

 
The share market’s capacity to rally in surprising
places never ceases to surprise. As investors are
spooked by unrelenting media doom and gloom, the
smart money looks forward, buying undervalued
stocks.

Consider the supermarket giants, Coles Group and
Woolworths Group. Coles is up almost 20% from its
opening price in November 2018, after Wesfarmers
demerged the business. Woolworths has a one-year
total return (including dividends) of 35%.

I nominated Coles as one of the top stocks for 2019
in The Switzer Report in January. Coles has rallied
from about $12.50 to $14.84 since then.

Nominating a retailer as a top stock for 2019 was
hard. A chorus of commentators last year warned that
retail Armageddon was imminent amid a weakening
economy, Amazon’s arrival in Australia and immense
competitive pressure – supermarkets would suffer
from slowing sales growth, price deflation and the rise
of Aldi and Costco.

They were right, to a degree. Lousy consumer
sentiment and retail sales growth contributed to
Australia’s economy growing at the slowest pace in a
decade. Several smaller retailers went bust, profit
downgrades were rife and most in the sector felt the
pinch.

Having a top down view on a sector, particular one as
cyclical as retail, is important. But relying solely on
macro data to inform stock decisions is dangerous. It
can blind investors to value and imply that every
stock in a sector should be avoided, when some are
outperforming.

Worse, it can fixate investors on the past, when
money is made by looking ahead.

Global economic indicators have stabilised a little in
recent weeks, the United States and China have
advanced trade talks and even Britain’s exit from the
European Union is making progress. We might have
hit a cyclical trough in the global business cycle, with
better conditions next year.

In Australia, tax and interest rate cuts will eventually
stimulate the economy, although not as much as in
previous years given household debt. Population
growth is another plus for retailers, as is rising
housing prices and their effect on spending through
the “wealth effect”.

Not for a minute am I suggesting that a retail recovery
is imminent or that it is time to buy retail stocks
aggressively. Rather, that sector conditions might be
a little better this time next year and a small group of
high-quality retailers could continue to make strong
gains.

JB Hi-Fi is an example. The electronics retailer has a
total return of 70% over one year and is trading near
its high. Contrarians who bought it at its 52-week low
of $20.30 now own stock worth $36.91 and it remains
a core portfolio growth stock.

Premier Investments, owner of the Smiggle and Peter
Alexander chains, soared in September after beating
market expectations with its FY19 results. The stock
is up from a low of $13.61 to $19.00. I have written
favourably on Premier several times for this report in
the past few years, mainly because of its overseas
growth potential. My positive view on Premier
remains.

Supermarkets 

Glimmers of retail hope came from the supermarket
giants this week. Coles  reported a 1.8% increase in
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first-quarter FY20 sales to $8.7 billion.

Comparable store sales growth of 0.1% in
supermarkets was the worst in 12 years but ahead of
bearish market expectations of a sales contraction.
Importantly, Coles said early results in the second
quarter of FY20 suggested sales growth was tracking
higher.

Grocery sales offered a few green shoots with a slight
lift in price inflation in grocery and dairy, offset by
price deflation in produce. The market liked the result,
driving Coles shares higher.

A few days later Woolworths announced 7.2% growth
in first-quarter sales for FY20, to $15.9 billion. Its
Australian same-store sales grew a record 6.6% – far
above Coles’ growth. Clever marketing promotions
aimed at kids and online growth boosted the result.

Woolworths expects sales growth to moderate over
the year, probably to around 4 per cent judging by
analyst expectations. Even at that rate Woolworths
continues to outperform Coles on same-store sales
growth, as it has done for 11 of the past 12 quarters.

Overshadowing Woolworths’ soaring sales growth
was its admission this week that it had underpaid
5,700 staff by an estimated $200-$300 million over
nine years. That bombshell tempered the sales news
– and shone a light on Woolworths’ labour practices.

The underpayment issue could linger: it relates to
wages errors around enterprise bargaining
agreements and Woolworths self-reported it. The
problem made front-page news on major websites
and the market’s muted share price reaction to
Woolworths’s strong quarterly result suggests
investors are concerned. The stock fell 1.4% on the
news.

I suspect the market will focus more on Coles and
whether it has paid staff correctly after Woolworths’
news, given the similarity of their operations. Any
negativity could create a buying opportunity for
long-term investors if takes enough wind out of the
retailers’ stock gains.

Woolworths -v- Coles

I would not put new money to work in Coles or
Woolworth at current prices after their rallies this
year. In broking parlance, both stocks are a hold.
Consumer spending remains weak, price deflation is
an ongoing threat and competition from Aldi and
Costco is rising.

An average share price target of $29.42 for
Woolworths, based on the consensus of 12 broking
firms, suggests it is overvalued. Even the highest
broker price target ($37) is below Woolworths’
current $37.20. 

Woolworths

Source: ASX 

Coles also looks overvalued based on consensus
forecasts of 12 analysts. An average share price
target of $13.05 for Coles compares to the current
$14.84. If you believe the consensus, Coles and
Woolworths are about 15-20% overvalued.

Prospective investors should watch and wait for
better value. Both stocks are due for a share price
pullback or consolidation after gains this year and
Woolworths in particular looks vulnerable as the
market digests the news on wages underpayment.

I prefer Coles. Its new store fitout and move into
“grocerants” – casual-dining restaurants within the
supermarket – impresses. My local Coles has had a
huge makeover with new gourmet food sections and
a trendy in-store diner and sushi shop. I cannot recall
seeing the supermarket as busy as it was last
weekend, with people flocking to its in-store cafes.

Coles is finally getting its act together on store
innovation. Boring, generic supermarkets are slowly
being replaced by more appealing stories. It is early
days for the new fitout strategy, but it promises higher
margins, greater in-store traffic and brand
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rejuvenation.

Coles will also benefit in the medium term from being
demerged from Wesfarmers. I follow demergers
closely. Often, the “child” company struggles in the
first year after listing as it has to reinvest in the
business (due to its parent-company neglect) then
outperforms.

That could be true of Coles, which seems to have
renewed energy as a standalone company and is
lifting investment in its stores and marketing. It never
ceases to surprise how quality businesses get a lease
of life when they no longer compete for capital in their
former parent.

Longer term, Coles and Woolworths can make bigger
inroads into higher-margin, prepared food and
out-of-home eating. They need to. In the United
States, consumers now spend more on eating out
and takeaways than on groceries and Australia is
heading in the same direction.

Coles’ grocerant strategy has its critics, but to me
looks a clever way to get people buying their coffee
and lunch in a supermarket, rather than in a
competing store in the shopping centre. Done well, it
should revitalise interest in pre-prepared meals made
by supermarkets.

Stronger growth in the supermarket’s home brands is
another potential earnings driver. Coles has made
good gains in increasing the percentage of
home-brand items on shelves.

At the current price, Coles should yield a little over
3%, fully franked, on Macquarie numbers. The
investment bank has a 12-month price target of $15.

Look to buy Coles below $14 or closer to the
consensus analyst target. In an uncertain, slowing
economy, Coles’ defensive qualities appeal, at the
right price. Gains will be slower from here but the
supermarkets have shown they can keep growing in a
patchy economy.

Chart 2: Coles

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 30 October
2019.
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Buy, Hold, Sell – What the Brokers Say
by Rudi Filapek-Vandyck

 
1. CLEANAWAY WASTE MANAGEMENT (CWY)
was upgraded to Neutral from Underperform by
Credit Suisse

Citi lowers FY20 estimates for earnings per share by
-12-13% over FY20-22 after the AGM trading update.
The broker estimates that around 90% of the
company’s commodity income is linked to old
corrugated cardboard and prices have halved since
the first half of FY19. However there are options from
cost reductions, price increases and a stabilisation of
commodity markets that could flow through from the
second half. Buy rating maintained. Target is reduced
to $2.25 from $2.40.

2. FREELANCER (FLN) was upgraded to Neutral
from Sell by UBS

Freelancer posted benign organic growth in the Sep
Q once adjusted for currency. The company is at a
challenging crossroad, UBS suggests. Underlying
growth is underwhelming but changes to the platform
and new currency offerings in Escrow have the
potential to re-stimulate. Penetration of Escrow
payments into the second hand car market creates
significant longer term potential but is as yet
unproven. The broker has reduced forecasts and its
target to 79c from 88c but upgrades to Neutral on
valuation.

3. LENDLEASE GROUP (LLC) was upgraded to
Buy from Accumulate by Ord Minnett

Having conducted a comprehensive analysis of the
company’s Barangaroo South development, Ord
Minnett estimates this will underpin 30-40% earnings
growth over the next 3-5 years. Based on the
company’s expanded development backlog and
capital base, the broker forecasts FY25 earnings will
be at comparable levels to FY23-24, indicating

materially higher earnings should be sustainable.
Rating is upgraded to Buy from Accumulate and the
target lifted to $22.50 from $17.50. This stock is not
covered in-house by Ord Minnett. Instead, the broker
white labels research by JP Morgan.

4. REGIS RESOURCES (RRL) was upgraded to
Buy from Neutral by Citi

Citi observes the company has several low-risk
organic growth options and delivery is predictable.
Moreover, the stock offers a 3% fully franked dividend
yield, one of the sector’s highest. Following a
pullback in the shares since mid-August, the broker
envisages value has emerged and upgrades to Buy
from Neutral. Target is raised to $5.40 from $5.00.

5. SIMS METAL MANAGEMENT (SGM) was
upgraded to Buy from Neutral by Citi and to
Neutral from Underperform by Macquarie

Operating earnings (EBIT) are expected to fall to the
lowest level in 20 years in FY20, Citi observes.
Market conditions remain challenging and the
company has warned of an underlying earnings loss
of -$20-30m in the first half and an FY20 profit of
$20-50m. The broker notes sentiment has turned
more bullish in recent weeks and Turkish scrap prices
have recently rebounded from the late September
lows. Sentiment in US scrap markets is also
improving. Citi upgrades to Buy from Neutral on
valuation grounds, cutting the target to $10.50 from
$11.50.

The company has announced its second negative
FY20 trading update, now expecting underlying
earnings (EBIT) of $20-50m, with a skew to the
second half. A first half loss is expected of -$20-30m
followed by a second half profit of $50-70m.
Macquarie notes scrap markets have become illiquid
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and competitive, affecting margins. However, scrap
prices have staged some sort of a recovery in recent
weeks. The outlook in Turkey is less severe while US
market conditions appear to be moderating. The
broker upgrades to Neutral from Underperform,
assessing the likelihood of further downside is now
more finely balanced. Target is reduced to $9.05 from
$9.30.

In the not-so-good books

1. ARISTOCRAT LEISURE (ALL) was downgraded
to Neutral from Outperform by Credit Suisse

The stock has rallied recently and Credit Suisse
downgrades to Neutral from Outperform. The broker
assesses North American revenue share is an area
where the company can surpass forecasts,
particularly in the premium Class III installed base.
The broker emphasises that earnings are growing
strongly and investors may be able to take advantage
should the share price weaken. Target is $33.40.

2. COSTA GROUP (CGC) was downgraded to
Neutral from Buy by Citi and to Underperform
from Neutral by Macquarie

Costa Group has downgraded earnings for the fourth
time in 2019 and has decided to raise equity through
a rights issue. Citi lowers estimates for operating
earnings by -27% for 2019 and -17% for 2020. The
broker believes the company has a challenge ahead
to restore its previous reputation for earnings stability,
despite the inherent risks from agriculture. The broker
expects investors will stay cautious and be more
reliant on external observations of improved prices in
key categories. Rating is downgraded to Neutral from
Buy and the target reduced to $2.90 from $4.20.

Costa Group has announced its fourth downgrade for
the year, now expecting 2019 net profit of $28m and
operating earnings (EBITDA) of $98m. Macquarie
notes tomatoes are the only produce category to
meet second half expectations. While the company
has previously highlighted the risks to the downside in
blueberries, mushrooms and raspberries there is also
adverse yield and size impacts in citrus and avocado.
Macquarie changes analysts and lowers the rating to
Underperform from Neutral, noting that earnings
visibility continues to be limited. Target is reduced to

$2.51 from $3.40. Moreover, 2020 guidance seems
optimistic in the broker’s opinion.

3. COLES GROUP (COL) was downgraded to
Underperform from Neutral by Credit Suisse

Credit Suisse downgrades to Underperform from
Neutral. The broker forecasts no growth in Coles
supermarkets in the first quarter. With no evidence for
a change in the performance relative to Woolworths
(WOW), the broker expects the share price to
outperform in the near term. Investors should note the
rating for Woolworths is Underperform. Target is
$13.23.

4. DOMINO’S PIZZA ENTERPRISES (DMP) was
downgraded to Neutral from Buy by UBS

UBS saw Domino’s FY20 to date trading update as
mixed, with network sales in line with consensus but
new store growth as soft. Store growth is weighted to
the second half but running short of expectation. The
stock has run up 34% in three months to a 26x
forward PE which the broker considers fair
risk/reward, hence a downgrade to Neutral from Buy.
Target rises to $50.00 from $48.50.

5. PILBARA MINERALS (PLS) was downgraded to
Neutral from Outperform by Macquarie

Production was higher and sales lower in the
September quarter as production was curtailed at
Pilgangoora. The company has reduced December
quarter sales guidance because of continued market
weakness. Macquarie notes a muted spodumene
market is squeezing the company’s sales volumes,
and a recovery in demand in the near-term will
determine whether curtailment measures are lifted as
well as provide more certainty on stage 2. Target is
reduced to $0.32 from $0.60 and the rating is
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
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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: Like the rest of the pack, I’m seeking a
higher return for my super fund with calculated risk.
Prudent first mortgage companies appear to be the
best bet (maybe there is better?) but I’m unable to
find out much about these companies, as I just can’t
get past the promotion to find any history. I’m unable
to check out these companies on the internet or
anywhere, and those big ads don’t count! I’d like to
deal with companies who have survived the GFC, not
the ones who have sprung up in the meantime, as I
suspect when and if the next big recession hits, the
newbies will be first out the door. What can I do?

Answer: Firstly, I would be a little more circumspect
about investing in first mortgages or mortgage funds.
They are not always what they seem – and that is
why the interest rate can be so high!  It can be very
expensive to take possession of a home, and in the
case of a development/construction, defaults typically
occur in the middle of the construction – and it can be
very costly, and take many, many months, to finish
the construction so that you can sell the property and
realise the security.

If you are planning to invest in a mortgage fund, read
ASIC’s paper on these and the benchmarks they
have developed to assists investors (see 
https://www.moneysmart.gov.au › media ›
investing-in-mortgage-funds)

In relation to choosing a manager/fund, I agree that
you want someone with track record and history.
Most of the bigger ones will have a rating from a
research house. While these are of limited value, it
does suggest commitment on behalf of the manager
and an intent to be there for the long term, so
demand to see this report first. If they haven’t got
one, then be even more circumspect.

Ask for a copy of their audited accounts, preferably

the last several years’ worth of accounts. If they
won’t provide these, take this as a “warning” and
don’t invest. Alternatively, you can purchase this
information from one of ASIC’s licensed vendors

Keep asking questions…and if you get a sense that
they don’t want to answer, run away. Talk “up”
rather than “down” how much you want to invest –
they will show more interest if they can see the
potential of your investment.

Question 2: I am tossing up between investing in
Commonwealth Bank PERLS and Commonwealth
Bank shares. What is your view?

Answer: These are very different investments and I
don’t think it should come down to a toss-up. I
classify CommBank PERLS as part of my “risky fixed
interest” allocation and CommBank shares as
Australian equities.

While on paper you have the same sort of downside
risk (in a worst case scenario), CommBank PERLS
have absolutely no upside. You will never get back
more than the $100 you invest. On the other hand,
you might get considerable capital growth over the
long term in  CBA shares. This, after all, is one of the
key reasons why you invest in shares – for capital
growth.

Invest in PERLS if you want to increase your
allocation to fixed interest style assets, or invest in
CBA shares if you want to increase your exposure to
Australian shares.

Finally, don’t invest in PERLS unless you understand
the product. ASIC’s MoneySmart website may help,
go to go to www.moneysmart.gov.au

Question 3: On waste management companies,
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Cleanaway (CWY) vs Bingo (BIN)? Which is worth
buying? Or avoid both?

Answer: Avoid both. As for the brokers, according to
FN Arena, Cleanaway has 4 buys and 2 neutral
recommendations. Target price is $2.13, a 15.9%
premium to the last market price of $1.84. For Bingo,
1 buy, 3 neutrals, target price is $2.43, a 1.5%
premium to the market price of $2.39.

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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