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US companies reporting well 

With nearly 70% of the S&P 500 having reported, Charlie Aitken says US companies are navigating
reasonably well. In his article today, Charlie presents a high level summary from analysts at Morgan
Stanley, New York, which gives a clear picture of where sales and profit growth surprised, where it
didn’t and where cyclical headwinds persist.

In his article today, Tony Featherstone says small-cap industrials, as a group, seem unusually
undervalued and gives reasons why more of them than usual have been overlooked. Given that, Tony
puts forward the 4 rules he follows when selecting small caps and suggests three worth considering for
yield.

    Sincerely,

 
  Peter Switzer
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A good guide to structural growth in US equities
by Charlie Aitken

 
The US Q3 reporting season has been better than
expected. This is one of the key reasons US equities
have made fresh all-time highs.

Equity markets “climb the wall of worry” and there
were consensus concerns about what would be
delivered in this US reporting season. Those
concerns proved too bearish.

With nearly 70% of the S&P 500 having now reported
to investors, it’s worth taking a step back to place the
picture that has emerged into context. While there is
a general trend of slowing economic activity, with the
uncertain policy and trade environment cited as the
main contributing factor by many businesses, US
companies are navigating the landscape reasonably
well, although there are substantial variations
between sectors.

I thought today you might like to read a high level
summary of the US Q3 reporting season from
analysts at Morgan Stanley in New York. It gives you
a clear picture of where sales and profit growth
surprised, and where it didn’t. It breaks the results
down by sector, regional sales and market cap.

It is good guide to where there is structural growth
(non-cyclical) in US equities and where cyclical
headwinds persist. It reminds you that it is a “market
of stocks”, not a “stock market”, albeit this
better-than-feared US Q3 earnings season did drive
“Mr Market” to fresh all-time highs.

Next week I’ll give you another stock specific
example of a US company showing all the attributes
of a structural growth stock.

With the bulk of 3Q reporting behind us, this week will
begin the winding down of this earnings season with
less than 10% of the S&P 500’s market cap

scheduled to report. Notably this
week, 20% of Utilities and 13% of Communication
Services will report quarterly figures. Major prints to
look for throughout the week include: Walt
Disney (DIS), CVS Health (CVS), Humana (HUM),
and Qualcomm (QCOM).

Earnings scorecard

With over 70% of the S&P 500 having now reported
3Q numbers, companies are continuing to beat
earnings expectations at a rate (75%) greater than
the historical average (68%). Across the S&P 500,
the average company has beaten earnings
expectations by a margin of 4.5% and sales forecasts
by a margin of 1.4%.
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Year-on-year growth

As we head into the final weeks of reporting,
the actual Y/Y EPS growth rate (based on companies
that have reported) for the S&P 500 is
tracking -2.42%. Blended EPS growth (results +
estimates for unreported companies) for the S&P 500
is tracking at -2.64%. Energy and Materials are
continuing to provide considerable drags to overall
earnings growth (-35.9% and -21.1%, respectively),
while Utilities and Health Care are reporting the best
rates of earnings growth.

More notable is that with well over half
the Tech sector having reported by now, the sector’s
actual quarterly earnings growth rate is
tracking -5.9%, a notable drag on the overall Index,
given the sector’s >20% weighting.

Size

Actual earnings from the largest 100 companies in
the S&P 500 have come in ahead of forecasts by a
margin of 4.6% while the rest of the S&P 500’s
members are beating consensus earnings estimates
by a margin of 4.3%. Regarding the margin of beats
on sales, size continues to be an important input as
the largest companies are beating sales forecasts by
a margin of 1.9%, while the remaining S&P 500
constituents are beating consensus sales estimates
by only 0.6%. Regarding ex-post performance, the
S&P 100’s constituents have outperformed the rest
of the S&P 500.

Source: FactSet

Foreign sales

The margin of earnings beats between companies
with more foreign sales (>25%) and those companies
with less (< 25%) has widened over the course of this
earning season, as those with more foreign sales are
beating earnings forecasts by a margin of 5.3%
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versus more domestically-focused companies beating
estimates by 3.4%. Regarding sales, the results from
companies with a larger dependence on domestic
end markets have exceeded consensus forecasts by
a margin of 0.7% while those with more international
sales exposure have beaten consensus estimates by
1.9%. On earnings day, domestically-oriented
companies have traded higher relative to SPX by
+34bps while the companies with more international
exposure have relatively outperformed SPX, trading
higher by +87bps.

Source: FactSet

Performance 

Companies that have beat on both earnings and
sales have relatively outperformed SPX on earnings
day by +2.1%, above the average of 1.4% since
2010. Meanwhile, the companies that have missed on
both earnings and sales have relatively
underperformed SPX on earnings day by a margin on
-3.6%. Across the S&P 500, Communication
Services and Real Estate have shown the worst
1-day relative performance post earnings, down
-71bps and -51bps post-print, respectively.

Source: Morgan Stanley Custom Baskets

Source: Morgan Stanley Custom Baskets

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
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circumstances.
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3 attractive small-cap yield plays
by Tony Featherstone

 
Finding reliable yield in this market – at an attractive
price – is a bit like playing a game of whac-a-mole.
When a pocket of yield emerges, investors pour in,
flattening the opportunity.

I have scoured the market for yield this year, covering
income funds, Exchange Traded Funds (ETFs),
Listed Investment Companies (LICs) and Trusts and
stocks for The Switzer Report. With term deposits
paying 1.5%, rarely a week goes by when I am not
asked about yield.

As I have written previously, conservative income
seekers should stick with funds rather than buy
stocks directly. Why buy a single stock for a 5% yield
when you get a similar result in a professionally
managed fund (after fees) with far greater
diversification?

I’ve seen too many investors buy stocks for yield
over the years – treating them as a bond surrogate –
only to suffer capital losses that wipe out the total
return. Telstra Corporation is an example; those who
bought it for yield have a slightly negative total return
over five years.

That said, experienced investors who can tolerate
higher risk, and prefer buying stocks directly for yield,
could consider small- and medium-size companies.
Some are yielding above 6%, more after franking,
and trading on single-digit Price Earnings (PE) ratios.

Caution is needed: investors should primarily buy
small caps for growth rather than yield. In theory,
small caps should reinvest more of their profit to keep
growing the business rather than give as much back
to shareholders through dividends, although that is
not true of all small caps.

Small-cap industrials, as a group, seem unusually

undervalued. Growth in ETFs and the decline in
active funds management have led to more small
caps than usual being overlooked. Some trade on
valuation multiples that have barely moved in the past
decade.

I follow a few rules when choosing small caps for
yield. The first is valuation: overpaying for a stock to
access its yield invariably ends badly. Always focus
on the total return.

Second, look forward with dividends rather than back.
What matters is the future yield and whether the small
cap can grow earnings and dividends. The usual
rules apply: a growing return on equity, and steadily
rising future earnings and dividends over time.

Third, a healthy balance sheet. Small caps are risky
enough without buying those with stretched balance
sheets and risk of breaching loan covenants. Avoid
small caps that could slash future dividends because
they have to get their balance sheet back in order.

Fourth, beware small caps that are highly cyclical.
Some small retailers, for example, have attractive
yields on paper but could be dividend traps if retail
conditions contract further and they are forced to cut
earnings guidance and lower or suspend dividends.

Here are 3 small caps worth considering for yield.

1. Alliance Aviation Services (AQZ)

I have written favourably about Alliance (AQZ) in the
past few years and it remains a preferred micro-cap.
The airline has a total return of 57% annualised over
three years, Morningstar data shows.

Alliance provides contract, chartered and allied
aviation services in Australasia. Almost three quarters
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of the company’s revenue is from the resource
sector as it brings fly-in, fly-out workers to mine sites
around Australia and to Papua New Guinea.

My initial interest in Alliance was based on its
leverage to a recovery in mining activity and rising
aviation demand in the resource sector. The stock
was smashed during the mining downturn in 2014,
slumping to 41 cents, and looked a bargain. It is now
$2.48.

Alliance declared a record final dividend of 8.8 cents
in FY19, up 40% on a year earlier. The total dividend
of 15.6 cent equates to trailing yield of 6.2%, or 8.8%
after full franking.

A few brokers that cover the stock have the dividend
rising to 17 cents a share in FY20, giving a forecast
grossed-up yield of 9.7% at the current price.

Alliance has reduced its gearing to 26.2% and has its
lowest debt in years, despite investing in new aircraft.
The company said in its latest profit result that it
retained a “positive outlook” for 2020, meaning the
dividend should at least be maintained if
resource-sector conditions hold up.

The addition of five aircraft to the fleet, likely in the
first half of 2020, is probably the main danger to the
dividend if the board retains extra capital to help fund
the purchase.

Alliance is down from a peak of $3 before its profit
release in August 2019 and Qantas has taken a
19.9% stake (subject to an Australian Competition
and Consumer Commission review).

Alliance is due for consolidation after strong price
gains. But its prospective grossed-up yield should
satisfy income investors.

Chart 1: Alliance Aviation Services

Source: ASX 

2. Southern Cross Media Group (SXL)

The radio group was hammered in October after a
negative trading update. Southern Cross shares fell
25% as the market feared weakening advertising
markets.

Southern Cross has 78 commercial radio licences
and owns the Hit and Triple M networks. It also owns
86 mostly smaller television channels. Like other
media companies, Southern Cross struggles when
the economy weakens and advertisers cut back.

I outlined a positive view on Southern Cross in
August 2018 at $1.28, in a column about radio stocks.
The stock hit $1.43 in July 2019, but has slumped to
87 cents after its downgrade.

On Morningstar’s numbers, Southern Cross has a
prospective yield of 7.6% in FY20, or 10.8% after
grossing up for full franking at the current price.
Morningstar values Southern Cross at $1.30 a share
and recently added it to its best Australian stock ideas
list.

High yields look attractive but can be a trap if
dividends are cut. Although revenue was down this
quarter, Southern Cross is maintaining its share of
radio advertising, taking costs out of the business,
and is well within its debt convents on the balance
sheet. I expect the company to hold its dividend,
assuming the economy improves a little next year.

The December quarter is usually the busiest for radio
and Commercial Radio Australia’s expectation for
stabilisation in advertising volumes before returning to
growth next year seems reasonable.

Longer term, radio accounts for about 60% of
Southern Cross’s revenue and has proved to be
resilient compared to other traditional media
channels. Many have written off radio, but population
growth, longer commute times and the podcasting
boom are helping the medium.

The key issue, for now, is valuation. At 87 cents, the
market is factoring much bad news – and possibly
another earnings downgrade – into Southern Cross.
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The stock is on a forward PE of 10 times and looks a
touch undervalued.

Chart 2: Southern Cross Media Group

Source: ASX 

3. Shine Corporate (SHJ)

I included the listed law firm in a column on “five
neglected small- and mid-cap stocks” for this report in
September 2019 at 77 cents. Shine has rallied to 87
cents since that story.

As an aside, some other stocks in that feature,
notably Ardent Leisure Group, have rallied in the past
month.

I wrote about Shine at the time: “For all the
short-term challenges, Shine has a good position in a
long-term growth market and room to expand through
acquisition of smaller firms. Gross operating cash
flow continues to rise and Shine has implemented
some good innovations in online claims for
motor-vehicle injury and is expanding its family law
practice.”

At 87 cents, Shine is yielding 4.3% unfranked. That
won’t scream out to income investors, but I include
Shine in anticipation of rising dividends over the next
few years. And a rising share price, with Shine on a
trailing PE of eight times, despite solid long-term
growth prospects.

Chart 3: Shine Corporate

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

 
In the good books

1. COCA-COLA AMATIL (CCA) was upgraded to
Accumulate from Hold by Ord Minnett

Ord Minnett reviews the stock, noting the Australian
beverages division is poised to return to growth
because of an increase in volumes and a positive mix
on channel and product. Also, while the Indonesian
consumer segment is slowing the beverages industry
is still performing well. The broker finds the valuation
attractive and upgrades to Accumulate from Hold.
The next catalyst is expected to be the investor
briefing on November 15. Target is steady at $11.
This stock is not covered in-house by Ord Minnett.
Instead, the broker white labels research by JP
Morgan.

2. CSR (CSR) was upgraded to Neutral from Sell
by Citi

Citi has upgraded to Neutral from Sell following an
interim report that turned out “in line”, with a special
dividend surprise and rather soft guidance for FY20.
Citi analysts suggest the strong share price response
was likely due to short covering on the day. Property
earnings were stronger and there is expectation the
domestic housing cycle might be about to turn, which
should underpin further improvement. Falling coal
prices could benefit the aluminium operations,
suggest the analysts. Target price jumps to $4.30
from $3.60. Citi does see a profitable future for the
Tomago smelter.

In the not-so-good books

1. ILUKA RESOURCES (ILU) was downgraded to
Neutral from Outperform by Macquarie

Macquarie observes the near-term outlook for zircon

is subdued and achieving the forecast step up in
sales in the December quarter without further
impacting on realised prices appears unlikely.
Moreover, a more conservative staged development
at Sierra Rutile is likely to limit output to 175,000tpa.
The main positive is the potential de-merger of the
Mining Area C royalty but this is outweighed by the
near-term softness in demand, in the broker’s view.
Rating is downgraded to Neutral from Outperform and
the target is reduced to $9.30 from $10.00.

2. MACQUARIE GROUP (MQG) was downgraded
to Neutral from Outperform by Credit Suisse

Macquarie’s FY20 was always about the
performance in H2, argues Citi post Friday’s interim
report release. The analysts believe Macquarie is in a
better position to beat guidance for the full year after
a first half that is being described as “humming
along”. It is not Citi’s base case that guidance will be
beaten. Price target retained at $123.50. Neutral.
Also, Citi analysts argue H2 shall be more informative
about whether Macquarie can keep growing its
Return on Equity (ROE) above the long-term trend.

3. ORIGIN ENERGY (ORG) was downgraded to
Hold from Add by Morgans

After reviewing Origin Energy’s Sep Q report,
Morgans has pulled its rating back to Hold from Add.
APLNG production was solid, aided by better prices,
but Energy Markets was less impressive with
electricity volumes down -8% and gas down -7%. The
broker has reduced its forecast for the division to the
bottom end of the guidance range. Meanwhile,
Beetaloo drilling results look positive, but the
complexity of commercialisation will limit any
near-term market reaction, the broker suspects.
Target falls to $8.19 from $8.24.
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4. REGIS HEALTHCARE (REG) was downgraded
to Neutral from Buy by UBS

The Royal Commission report was heavy on issues
but light on solutions, UBS notes. The broker
nevertheless believes the government will move on
long-term structural reforms, suggesting headwinds
will persist until at least FY22. Regis Healthcare
announced two small acquisitions but no financial
details, although UBS has lifted earnings forecasts.
Target rises to $3.20 from $3.10 but after a solid
recent run, the broker pulls back to Neutral.

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.

10Thursday 07 November 2019



Questions of the Week
by Paul Rickard

 
Question 1: I received an email from Westpac about
a share purchase plan. Could you please explain this
offer and advise. I’m 68 in pension mode, my wife is
63 and can contribute to our SMSF concessionally.

Answer (by Paul Rickard): The share purchase plan
(SPP) is part of a $2.5 billion capital raising to
strengthen Westpac’s balance sheet. $2 billion of the
raising has already been completed through an
institutional placement at $25.32 per share. The
balance, which is expected to be $500 million (but
could be more as Westpac retains a discretion) will
be made available through the share purchase plan.

Under the SPP, Westpac shareholders will be eligible
to apply for up to $30,000 of new shares. These will
be made available at a price which is the lesser of
$25.32 (the same price the institutions paid), or the
weighted average price of Westpac shares traded on
the ASX in the week leading up to the closure of the
SPP, less a 2% discount.

This means that participants can’t pay any higher
than $25.32 and could pay less if Westpac shares get
hammered. For example, if in the week ending 2
December Westpac shares trade on average at
$25.00, SPP participants will pay $24.50. They are
protected from any fall in the price between now and
the close of the offer on 2 December.

The offer opens on 12 November, closes on 2
December, with the new shares to be issued on 11
December. The minimum application is expected to
be $1,000.

A scale-back of applications is a distinct possibility, as
the SPP size is only currently $500 million. If for
example 30% of Westpac’s 620,000 shareholders
apply for an average of $5,000 each, that is $930
million of demand. If they apply for an average of

$10,000 each, that is $1.86 billion of demand.

Importantly, the new shares won’t qualify for the final
dividend for FY19 of 80 cents per share that is set to
be paid on December 20.

Westpac has re-set its dividend and the market now
expects a total dividend of 160c for FY20. Using the
SPP stock price of $25.32, this gives a prospective
dividend yield of at least 6.32%. With franking, it
grosses up to almost 9.0%.

I expect a grossed up yield of 9% to be viewed as
very attractive by many investors, and hence a strong
response to the share purchase plan.

If you have the cash and are comfortable about
holding bank shares, then this is something you
should consider. Please have a look at my article in 
Switzer Daily  – see
https://switzer.com.au/should-you-participate-in-westp
acs-share-purchase-plan/

Question 2: Do you recommend the use of
“contingency stop loss orders” to protect against
unexpected share price falls? By example, Bega
Cheese (BGA) announced a profit warning last week
and the share price dropped more than 12% in 1 day.
If you do agree, how do you formulate the percentage
loss before a share is sold to avoid premature sale
and allow for normal daily price fluctuations?.

Answer (by Paul Rickard): Contingency stop loss
orders are probably a useful tool for a trader. They
are not perfect for the equities market because unlike
foreign exchange, it is not a continuous market (it
physically opens and closes) and prices can gap.
Also, on “bad news”, the market can sometimes way
overshoot as an initial reaction.
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I don’t think there is any hard and fast rule as to what
percentage to use. Obviously, the liquidity of the
stock will be a factor – you may want to use a larger
percentage for a less liquid, more volatile stock.

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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