
Thursday 23 January 2020

Given the substantial outperformance of ‘growth’ stocks over the past decade, and particularly last
year, there’s currently a robust debate around whether it’s time to switch to a more ‘value’ oriented
portfolio. In his article today, Charlie Aitken gives his view on value-vs-growth and checks it against the
Oracle of Omaha’s. An interesting read.

Environmental, Social and Governance (ESG) ratings of companies has become a key issue in
institutional investing in the past decade. Tony Featherstone says that almost half of all assets
professionally managed in Australia are now put through responsible filters.
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Value or growth? What’s Warren Buffett’s
view?by Charlie Aitken

 
Firstly, I want to wish all readers a very happy and
prosperous 2020.

The new year has seen equity markets continue their
seemingly unstoppable march higher, with major
indices hitting new all-time highs on a near-daily
basis. Given the substantial outperformance of
‘growth’ stocks over the past decade – and 2019 in
particular – there is currently a robust debate around
whether it’s time to switch to a more ‘value’
oriented portfolio. In my view, this is an
over-simplification of the issue, given that it reduces
both concepts to quantitative ‘factors’ driving
markets. In reality, growth and valuation are two sides
of the same coin when selecting stocks for long-term
investment.

To take a step back, ‘value’ investing is broadly
defined as trying to determine the intrinsic value of a
future stream of cash flows, and paying less than that
value to acquire rights to that stream of cash flows –
buying $1.00 for $0.80, in essence. In contrast,
‘growth’ investing is generally defined by what it
is not: ‘value’ investing. I think this interpretation
lacks nuance. I have yet to encounter the value
investor who doesn’t believe the future growth
potential of a business they own is not reflected in the
current stock price, nor a growth investor who would
not prefer to pay less than intrinsic value for future
potential growth.

I suspect the issue lies with how the major indices
define these terms, using the shorthand of multiples
or reported historical growth rates as a tool for
classifying a business into ‘value’ or ‘growth’
buckets, instead of delving into the economics or
prospects of a company. Many ‘value’ indices are
constructed by selecting a basket of stocks that trade
at low price-to-earnings or price-to-book ratios. This
approach assumes the stock price relative to

historical financial information is a proxy for value,
where real world experience would suggest the
fundamentals of a company are much more reliable
indicators. The same goes for ‘growth’ indices,
which look to historical growth trends and
extrapolates this to a short-term forward EPS growth
rate. All this information has the drawback of being
backwards looking, relying on the current price and
historical numbers (which, if you believe in efficient
markets, should already be reflected in the price).

No less than the Oracle of Omaha agrees, writing in
the 1992 letter to Berkshire Hathaway shareholders:

[…] most analysts feel they must choose between two
approaches customarily thought to be in opposition: 
“value” and “growth.”  Indeed, many investment
professionals see any mixing of the two terms as a
form of intellectual cross-dressing.

We view that as fuzzy thinking (in which, it must be
confessed, I myself engaged some years ago).  In our
opinion, the two approaches are joined at the hip:
growth is always a component in the calculation of
value, constituting a variable whose importance can
range from negligible to enormous and whose impact
can be negative as well as positive. In addition, we
think the very term “value investing” is redundant. 
What is “investing” if it is not the act of seeking value
at least sufficient to justify the amount paid? 
Consciously paying more for a stock than its
calculated value – in the hope that it can soon be sold
for a still-higher price – should be labelled speculation
[…].

Whether appropriate or not, the term “value
investing” is widely used.  Typically, it connotes the
purchase of stocks having attributes such as a low
ratio of price to book value, a low price-earnings ratio,
or a high dividend yield.  Unfortunately, such
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characteristics, even if they appear in combination,
are far from determinative as to whether an investor
is indeed buying something for what it is worth and is
therefore truly operating on the principle of obtaining
value in their investments. Correspondingly, opposite
characteristics – a high ratio of price to book value, a
high price-earnings ratio, and a low dividend yield –
are in no way inconsistent with a “value” purchase.
Similarly, business growth, per se, tells us little about
value.  It’s true that growth often has a positive
impact on value, sometimes one of spectacular
proportions.  But such an effect is far from certain.  […]

Growth benefits investors only when the business in
point can invest at incremental returns that are
enticing – in other words, only when each dollar used
to finance the growth creates over a dollar of
long-term market value. 

The last sentence is critical: all else equal, one wants
to own businesses that can deploy capital at rates of
return that exceed the cost of capital on a sustainable
basis. Owning this type of business over the long
term – as if you were business owner, and not a
speculator – is the path to compounding wealth.

At present, the traditional indicators of ‘value’ seems
to be concentrated on the financials, materials,
energy and industrials sectors. There are, of course,
exceptions, but, in general, many of the businesses in
these sectors are generally price-takers and are
reliant on external drivers to provide growth, and
therefore struggle to consistently generate the excess
returns on capital Buffett refers to above. With this in
mind, I do not think that switching into
‘value’-friendly price takers to capture a short-term
factor rotation is a sustainable way to generate
superior investment performance.

I believe Phillip Fisher gave investors a solid
framework to assess when to sell a stock in Common
Stocks and Uncommon Profits, first published in
1958. He recommended selling only under three
circumstances:

1. When you were wrong about the facts and
your investment thesis is invalidated

2. When the facts have changed and the
business can no longer the generate the
returns you bought it for, or

3. When there are better opportunities to be had
elsewhere and there is a lack of cash to invest
in them. He was abundantly clear on not
selling out in fear of a market correction,
which are part and parcel of equity investing.

Consider the chart below, which shows the
split-adjusted share price of Amazon.com from IPO
(May 1997) to present on a weekly basis. Each one of
the areas indicated by a red circle represents a price
decline of 30% or more, peak to trough. (In some
cases, that was closer to 60% – and that excludes the
dot-com sell off in 2000, which saw a whopping 94%
drop in the price).

Admittedly, some sell-offs have been more sudden
than others – the 4th quarter 2018 global markets
sell-off was particularly violent – but increased
volatility is the price you pay when discount rates are
as low as they are.

Picking Amazon comes with a huge amount of
hindsight and survivorship bias, but the point remains
the same: there were ample opportunities to fully
cash out in 2000, 2003 to 2006, 2008, 2011, 2014 or
late 2018. Only by remaining invested for the long
term was the compounding effect allowed to gain
traction. By that token, a truly long-term investment
horizon means portfolio turnover is kept to a
minimum.

Does this mean valuations don’t matter? No. Given
the run in January, we have chosen to follow Fisher’s
rule number three, and have redeployed capital from
names which we considered as trading above our
assessment of fair value into other portfolio holdings.
However, this does not mean we are selling the more
fully-priced stocks out of the portfolio in their entirety,
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nor that we are about to buy an optically cheap
‘value’ stock that does not have a compelling
long-term investment rationale and a proven ability to
generate excess returns on capital sustainably.

Can markets experience a correction over the
near-term? Given the strong run we’ve had since
October, almost certainly. That doesn’t mean it’s
time to head for the hills, though. If anything, it means
sticking to a process and owning quality businesses.
The alternatives – owning ‘value’ to benefit from a
factor rotation, or trying to time the market by trading
in and out of stocks – just don’t add much value to
performance in the long term.

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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Investing in 5 funds for climate change
by Tony Featherstone

 
Like many, I believe we can all do more to address
climate change – and that Australia should do its part
(and then some) to respond to the problem. But some
climate-change commentary during summer was
alarmist, shamefully politicised and commercially
opportunistic.

The world’s top bank, the Bank of International
Settlements (BIS), this month told its central-bank
members to incorporate climate change into their
thinking on financial stability. BIS said banks should
think about “green-swan” events and having to save
the financial system.

Meanwhile, the International Monetary Fund warned
that global warming has become a major financial
risk; a PwC survey identified rising fear among CEOs
that climate change threatens growth; and BlackRock
CEO Larry Fink focused on climate change in his
widely read annual letter and foreshadowed a
reallocation of capital to sustainable strategies.

Predictably, fund managers were quoted in the media
on ways to make money from climate change, mostly
by buying global stocks or a small group of local
renewables companies. They forgot to mention that
many of these stocks are too speculative for
conservative investors – and that lots of local
renewables stocks have performed poorly for
shareholders over the years.

To be clear, I’m not disputing the reports or the need
for industry to respond to climate-change risks. Better
corporate transparency and reporting on non-financial
risks – so that investors can make informed decisions
on sustainability leaders and laggards – is needed.

But I can’t recall so many business-related,
climate-change reports or surveys at once. Financial
markets, it seems, are poised to reallocate capital

faster from industries and companies that have poor
sustainability, to those with higher ratings in this area.

Retail investors will need to pay extra attention to
Environmental, Social and Governance (ESG) ratings
of companies. Those with consistently higher ESG
ratings could achieve a higher valuation premium,
and underperformers could be marked down more
aggressively.

ESG a defining issue 

To recap, ESG has become a key issue in
institutional investing in the past decade. Almost half
of all assets professionally managed in Australia are
now put through responsible filters, according to the
latest survey from the Responsible Investment
Association Australasia.

Simply, fund managers are under pressure from
super, pension and sovereign funds to assess
non-financial risks of companies, such as climate
change, and factor them into their investment
decisions. Chances are your superannuation fund
has an ESG overlay built into its investment process.

An entire industry of ESG data providers and analysts
has developed and the process is spreading across
asset classes, beyond equities and fixed interest.
More growth is likely: investment bank Credit Suisse
in January tipped sustainable investing – a
megatrend years in the making – to be the dominant
investment theme this decade.

Assessing a company’s non-financial risks makes
sense as climate change, modern slavery,
organisation culture and other issues have a greater
impact on company value. However, ESG requires
specialist data and is complicated for retail investors.
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Investors who want to ensure their portfolio is on the
right side of long-term sustainability trends – a
sensible move to protect and build wealth in this
environment – need to use active or passive fund
managers that have proven ESG overlays in their
investment process.

For some investors, that means using ethical actively
managed funds that negatively screen out harmful
sectors such as weapons and tobacco, or companies
involved in fossil fuels, traditional plastics,
deforestation or other activities deemed to harm the
planet.

My preference is funds that employ negative and
positive ESG screening across sectors. It’s too
simplistic, for example, to avoid the mining sector
when BHP, Rio Tinto and Fortescue Metals Group
are doing good things in sustainability and rewarding
investors.

I like the look of some new Exchange Traded Funds
(ETFs) that have in-built sustainability overlays. They
are a low-cost, convenient way to build a portfolio of
companies that have higher ESG ratings and avoid
those with low ratings. Several have performed well
since launch.

Some actively managed funds in sustainable
investing also have a good record and a smart way to
improve risk-adjusted returns, through better
assessment of ESG risks such as climate change.

Here are 5 funds worth considering:

1.  BNP Paribas Environmental Equity Trust

The equities trust suits investors who want to ensure
their portfolio has a positive environmental impact. It
invests in global companies with at least 20% of their
revenue, profits or capital employed in environmental
markets.

BNP believes resource efficiency – using the earth’s
limited resources in a sustainable way and minimising
waste – is an under-researched part of the market.
The trust’s top holdings include global energy
efficiency, pollution control and energy infrastructure
and technology stocks.

The trust is a good choice for investors who want
more renewables-style exposure, but won’t suit
those seeking broader industry exposure. BNP was
the inaugural winner in the Sustainable and
Responsible Investments category at the 2019 Zenith
Fund Awards.

The trust returned 23.2% over one year to
end-November 2019, a touch ahead of its benchmark
MSCI All Country World index. It has returned
10.35% since inception in 2017, a few percentage
points below benchmark.

2.  Australian Ethical Australian Shares Fund

The actively managed fund invests in a diversified
portfolio of mostly ASX-listed companies, based on
their ESG and financial credentials, in accordance
with the firm’s ethical charter. Australian Ethical is an
ethical investing pioneer and a local leader in this
field.

Four of the fund’s top 10 holdings are banks and
other key exposures are in healthcare and telecoms.
The fund is a good option for investors who want
exposure to companies across sectors that have
strong ESG credentials, rather than only focusing on
narrow sectors.

The fund returned almost 24%  over the year to
end-November 2019 and has consistently
outperformed its benchmark index since inception in
1994.

A possible drawback for conservative investors is that
almost 60% of the fund is invested in Australian and
New Zealand small-cap stocks – a strategy that can
lift returns and risk.

3.  VanEck Vectors MSCI International
Sustainable Equity ETF (ESGI)

ESGI, an index fund, is a new tool for investors who
want to ensure the global equities component of their
portfolio includes sustainable companies. The ETF
incorporates positive and negative screening to
enhance returns and reduce risks.

Launched in March 2018, ESGI excludes fossil-fuel
companies, high-carbon emitters and others it deems
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to engage in socially irresponsible activities. It
includes sustainability leaders. Its top holdings
include Microsoft Corp, Home Depot, Salesforce.com
and Allianz.

ESGI has started well, returning 27.3% over one year
to end-December 2019.

4.  BetaShares Sustainability Leaders
Diversified Bond ETF (GBND)

Launched in November 2019, GBND is an innovative
tool for retail investors to ensure sustainability with
the bond component of their portfolio.

The ETF has strict eligibility criteria for bond issuers
and green bonds in its underlying index must be
certified by the Climate Bonds Initiative.

Some green bonds have been criticised for
“greenwashing” – that is, appearing to be more
sustainable than they are, or coming from companies
that have other operations in sectors, such as
gaming, that are perceived to be harmful.

BetaShares also offers the Australian Sustainability
Leaders ETF and Global Sustainability Leaders ETF.
Both track indices that screen companies on
sustainability performance.

5.  Russell Investments Australian
Responsible Investment ETF (RARI)

RARI is weighted towards companies with strong
ESG performance and screens out those in harmful
sectors.

RARI returned 22.2 per cent over one year to
end-December 2019. The ETF fund’s 12-month
trailing dividend yield of 9.72 per cent (after franking
credits) stands out.

Companies included in RARI had zero carbon
reserves relative to ASX 200 companies and about
half the carbon footprint of companies in that index,
making the ETF a consideration for investors who
want to limit carbon exposure in their portfolio.

 

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

 
In the good books

1.  Charter Hall Long WALE REIT (CLW) was
upgraded to Neutral from Underperform by
Macquarie

Macquarie upgrades to Neutral from Underperform, to
reflect a new valuation methodology. The broker
assesses the portfolio is backed by long-term
sustainable cash flow that is attractive for those
investors seeking income return.

Underlying growth is supported by fixed and
CPI-linked annual reviews. Target is raised to $5.88
from $4.74

2.  Charter Hall Social Infrastructure REIT
(CQE) was upgraded to Accumulate from
Hold by Ord Minnett

Ord Minnett upgrades Charter Hall Social
Infrastructure REIT to Accumulate from Hold in view
of the longer weighted average lease expiry and
considers the stock oversold. Target is $3.65.

The sector is trading broadly in line with valuation, yet
appears attractive relative to the domestic market on
a range of metrics, in the broker’s view. The broker
expects A-REITs will remain net buyers and fund
acquisitions with a combination of debt and equity.

3.  Charter Hall Retail REIT (CQR) was
upgraded to Outperform from
Underperform by Macquarie

Macquarie reviews the outlook for convenience
landlords and upgrades to Outperform from
Underperform. The broker remains attracted to the
defensive nature of the cash flow.

Direct market transactions limit the downside risk to
net tangible assets and the stock offers a 6.4%
distribution yield, which is cash backed. Target is
raised 33% to $5.20.

4.  Dexus (DXS) was upgraded to Buy from
Neutral by UBS, to Outperform from
Underperform by Macquarie, and to
Accumulate from Hold by Ord Minnett

UBS upgrades to Buy from Neutral. After a prolonged
period of above-trend rental growth in Sydney and
Melbourne office markets, the broker anticipates a
moderation in 2020/21, with net effective rental
growth of 1-3% per annum. Importantly, the broker
envisages ongoing capitalisation rate compression,
strong cash flow from annual escalations and positive
leasing spreads. Target is raised to $13.60 from
$12.90.

Macquarie finds the earnings trajectory solid, with
underlying growth in the office portfolio supplemented
by trading profits. The buyback is also supporting the
share price.

The broker notes the outlook for office market rents is
moderating but the earnings profile of Dexus Property
remains sound. Rating is upgraded to Outperform
from Underperform. Target is raised 6.3% to $13.26.

Ord Minnett upgrades to Accumulate from Hold on
the basis of further office capitalisation rate
compression. The sector is trading broadly in line with
valuation, yet appears attractive relative to the
domestic market on a range of metrics, in the
broker’s view. The broker expects A-REITs will
remain net buyers and fund acquisitions with a
combination of debt and equity. Target is $13.50. This
stock is not covered in-house by Ord Minnett.
Instead, the broker white labels research by JP
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Morgan.

5.  Fortescue Metals (FMG) was upgraded to
Neutral from Underperform by Credit
Suisse

The commodity price outlook is far more
accommodative and Credit Suisse lifts the target to
$11.00 from $7.50. Rating is upgraded to Neutral
from Underperform. This reflects not just material
changes in estimates for earnings per share but also
the strength of Fortescue Metals’ balance sheet and
a buoyant outlook for dividends.

Credit Suisse expects China’s steel demand will
remain firm in the first half but decline from the
second half as property construction may ease.
However, given the strong rhetoric around
infrastructure a 1.6% increase in Chinese steel
demand is assumed for 2020, well above previous
forecasts.

6.  Hub24 (HUB) was upgraded to Add from
Hold by Morgans

Funds under administration in the December quarter
were up 10%. Net inflows were 2% higher. The
obvious headwinds, Morgans suggests, are pricing
pressure and earnings on cash transaction account
balances.

The broker is cautious about the impact on sentiment
and earnings from any change to pooled client cash.
Taking a longer-term view, Morgans expects the
company will scale up successfully and deliver solid
earnings growth.

Rating is upgraded to Add from Hold and the target
reduced to $13.35 from $13.79.

7.  Infigen Energy (IFN) was upgraded to Add
from Hold by Morgans

Infigen Energy’s output from the wind farms
connected to the National Electricity Market was 22%
higher in the first half. The major driver was a full half
output from the Bodangora farm.

Futures point to a softer spot market in the second
half, which Morgans suspects will be positive for

Infigen Energy.

Morgans upgrades earnings forecasts for FY20,
envisaging less volatility in the spot market that will
take the pressure off spot purchases.

The broker believes an increasing focus on carbon
emissions could mean that the stock is useful as a
hedge against potentially increasing carbon prices.

Rating is upgraded to Add from Hold and the target
raised to $0.76 from $0.64.

8.  Mirvac (MGR) was upgraded to Neutral
from Sell by UBS and to Hold from Sell by
Ord Minnett

UBS upgrades to Neutral from Sell after incorporating
recently-acquired projects. Mirvac is the preferred
A-REIT for a residential recovery, having
underperform Stockland ((SGP)) by -18% since the
2019 election, and given the preference for office
over retail.

If Mirvac can execute on its strategy and introduce
third-party capital to the BTR projects, the broker
assesses it should be able to reach its medium-term
target of 5000 units by FY24. Target is raised to
$3.30 from $3.00.

Ord Minnett upgrades to Hold from Lighten because
of the value-accretive development pipeline, and
raises the target to $3.20 from $2.95.

The sector is trading broadly in line with valuation, yet
appears attractive relative to the domestic market on
a range of metrics, in the broker’s view. The broker
expects A-REITs will remain net buyers and fund
acquisitions with a combination of debt and equity.
This stock is not covered in-house by Ord Minnett.
Instead, the broker white labels research by JP
Morgan.

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

Macquarie upgrades to Neutral from Underperform,
as the share price has fallen to the target of $2.65.
The broker assesses the stock screens cheap on a
discounted cash flow measure.
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However, Macquarie remains concerned over the
prospect of further customer losses and the
associated operating de-leverage.

10.  NIB Holdings (NHF) was upgraded to
Neutral from Sell by UBS and to Neutral
from Sell by Citi

The company has lowered its guidance for FY20
underlying profit by -15%, to more than $170m from
more than $200m. A component of the downgrade
relates to higher costs but most of the pressure has
been blamed on higher claims inflation.

UBS downgrades estimates for FY20 by -16%
and FY21 by -10%. The stock is now trading on a
more sustainable footing and the broker upgrades to
Neutral from Sell. Target is reduced to $5.85 from
$6.50. Citi factors in small positive gains, allowing for
the full impact of the reserve top up the company has
to make to the claims provision. The broker assesses
some value has crept into the stock and upgrades to
Neutral from Sell. Target is steady at $6.85.

While nib is gaining traction from its Qantas ((QAN))
Assure initiative, weak industry dynamics continue to
weigh. Industry policyholder numbers are stagnant
and affordability constraints remain elevated. Citi
anticipates earnings per share will contract -8% in
FY20 and maintains only a low single-digit growth
forecast for FY21-22.

11.  QBE (QBE) was upgraded to Buy from
Neutral by Citi

Citi has upgraded to Buy from Neutral as the insurer
updated with worse than expected impact from crop
insurance, but with otherwise in-line underlying
performance. Citi thinks the market will look through
this short term impact, and so do Citi analysts,
clearly.

Forecasts have been sliced due to the crop insurance
impact, and the analysts point out QBE Insurance
remains a business containing many moving parts.
Citi retains a positive outlook medium term. Price
target shifts to $15.20 from $13.45.

12.  Shopping Centres Australasia (SCP) was
upgraded to Neutral from Underperform by

Macquarie

Amid a sector wide review, Macquarie upgrades to
Neutral from Underperform. Target is $2.91.

While the broker prefers the convenience-based
landlords over regional landlords, given defensive
cash flows, the stock is already trading on a 5.4%
distribution yield and 25% premium to net tangible
assets so the broker finds

13.  Woolworths (WOW) was upgraded to
Outperform from Neutral by Macquarie

Macquarie upgrades to Outperform from Neutral,
envisaging upside to earnings from strong same-store
sales growth. The broker likes the dominant store
footprint and potential efficiency gains. Moreover,
Woolworths is well-positioned to undertake capital
management once the Endeavour assets are
distributed. Target is raised to $42.40 from $37.00.

 

In the not-so-good books

1.  AGL (AGL)was downgraded to Sell from
Neutral by UBS

UBS notes AGL Energy is heavily exposed to
changes in average wholesale electricity prices. All
else being equal, the broker calculates a
-$5/megawatt-hour annual reduction in average
prices across all National Electricity Markets equates
to a -$190m reduction in annual earnings (EBIT).

Lower electricity price forecasts mean the broker’s
FY20-22 estimates for earnings per share are
reduced by -5-7% from prior estimates. While the
share price has risen 7% over the last three months,
and will be supported as the remainder of the
buyback is completed, earnings headwinds remain,
the stockbroker finds. As a result, UBS downgrades
to Sell from Neutral, reducing the target to $18.35
from $18.85.

2.  AP Eagers (APE) was downgraded to Hold
from Add by Morgans

New car sales are under pressure and Morgans
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downgrades 2019-21 forecast by -1-2.4%. In the
short term the broker is also wary of the wide
divergence in consensus forecasts.

The stock provides strong leverage to a recovery in
vehicle sales but the potential for further downgrades
is a risk the broker would prefer to avoid until there is
further clarity.

Rating is downgraded to Hold from Add. Target
is reduced to $11.96 from $12.02.

3.  Domino’s Pizza Enterprises (DMP) was
downgraded to Sell from Neutral by Citi

Citi analysts believe Domino’s Pizza’s High PE
multiple is directly linked to the prospect for more
store openings and growth in Europe, but thus far in
FY20, they note, store growth has been soft.

The analysts observe their forecasts are -3-4% below
consensus at the moment. As equities are on a tear,
including for the company’s peers, they have added
5% to their price target, to $48.60.

However, given the prospect for disappointment,
directly related to store rollouts, Citi has decided to
downgrade to Sell from Neutral.

4.  Flight Centre (FLT) was downgraded to
Neutral from Outperform by Credit Suisse

Credit Suisse observes recent travel data have been
weak, consumer sentiment is poor and there is a
strong second half skew to guidance.

At this point, the broker queries the assumptions
about a recovery that are implied in FY20 guidance
and downgrades to Neutral from Outperform,
lowering the target to $44.83 from $47.49.

5.  Nufarm (NUF) was downgraded to Neutral
from Outperform by Macquarie

The company expects first half operating earnings
between $55-65m. Macquarie expects regulatory
approval for the Latin American sale will occur in
February and notes this is key to fixing the balance
sheet. Rating is downgraded to Neutral from
Outperform, given limited returns and the potential for

ongoing challenging conditions in the second half
stemming from competitive markets and constrained
raw material supply. Target is reduced to $5.77 from
$5.83.

6.  Origin Energy (ORG) was downgraded to
Hold from Add by Morgans

Fundamentals for the company’s energy markets
have become weaker. Given that around 50% of
operating earnings are derived from energy markets
Morgans believes this will be a drag on the
performance.

The APLNG business is likely to continue performing
well but the broker assesses the opportunities to grow
earnings are limited. Future performance of APLNG
will increasingly be a function of commodity prices,
the broker adds. Morgans believes investors that are
looking for exposure to oil price would do better by
focusing on stocks with a pure concentration in
energy exports. Rating is downgraded to Hold from
Add and the target is lowered to $8.43 from $8.62.

7.  Peet and Company (PPC) was
downgraded to Neutral from Outperform
by Macquarie

Macquarie is concerned about the risks associated
with FY20 earnings per share, forecasting this to drop
-36%. The forecast assumes significant sales in the
first half are settled in the second half. While
residential markets are improving the broker
envisages downside risk. Rating is downgraded to
Neutral from Outperform. Target is steady at $1.25.

8.  Qantas (QAN) was downgraded to Neutral
from Buy by Citi

Following a strong run up in the share price, Citi
downgrades Qantas to Neutral from Buy. Target is
raised to $7.45 from $6.90.

Pre-tax profit forecasts for FY20 are reduced by -1%,
consistent with the company’s guidance about the
impact of industrial action at Jetstar.

Citi believes the current share price adequately
reflects a rational Australian domestic market, capital
distributions and upside from Project Sunrise.
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9.  Reece Australia (REH) was downgraded to
Hold from Add by Morgans

Following recent share price strength, amid
expectations of a cyclical upswing, Morgans
downgrades to Hold from Add.

Estimates for earnings per share in FY20 are reduced
by -7%, to reflect lower local demand and revised
appreciation assumptions. Target is raised to $12.45
from $11.47.

10.  Rio Tinto (RIO) was downgraded to
Accumulate from Buy by Ord Minnett

Ord Minnett downgrades to Accumulate from Buy.
Quarterly production was generally in line with
forecasts. The broker notes the attractive metrics in
the stock but a strong run up in the share price has
led to the downgrade.

The main disappointment was a decline in copper
grades at Kennecott and lower copper guidance for
2020 with weak grades persisting before  recovering
in early 2021.

The main positive surprise was bauxite, which was
9% ahead of forecasts. Target is steady at $112.

This stock is not covered in-house by Ord Minnett.
Instead, the broker whitelabels research by JP
Morgan.

11.  Scentre Group (SCG) was downgraded to
Sell from Neutral by UBS

UBS downgrades to Sell from Neutral, noting
occupancy, income and valuations remain under
pressure. Store closures and retailers entering
administration over the past month have been
abnormally high and, the broker assesses, could
impact up to 84 tenancies across the company’s
portfolio.

With income uncertainty increasing at a time when
there is a large number of retail assets on the market,
UBS expects valuations will be under pressure.
Target is reduced to $3.70 from $3.90. The broker
also updates earnings estimates to reflect the
Booragoon acquisition.

12.  Stockland (SGP) was downgraded to
Lighten from Hold by Ord Minnett

Ord Minnett downgrades Stockland to Lighten from
Hold following a period of flat earnings growth and the
recent surge in the share price. Target is raised to
$4.30 from $4.20.

The sector is trading broadly in line with valuation, yet
appears attractive relative to the domestic market on
a range of metrics, in the broker’s view. The broker
expects A-REITs will remain net buyers and fund
acquisitions with a combination of debt and equity.

This stock is not covered in-house by Ord Minnett.
Instead, the broker whitelabels research by JP
Morgan.

13.  Sydney Airport (SYD) was downgraded to
Neutral from Outperform by Macquarie

International traffic declined -0.4% in December while
domestic rose 1.3%. Macquarie notes the outlook for
international capacity growth in 2020 has shifted to a
contraction of -0.5-1.5%.

The broker now considers the valuation is challenged
and downgrades to Neutral from Outperform.

Macquarie reduces operating earnings (EBITDA)
estimates by -1.7% for 2020 and 2021, reflecting
lower international passenger expectations. Target is
reduced to $8.68 from $8.77.

14.  Suncorp (SUN) was downgraded to
Neutral from Buy by Citi

On the bank-insurer’s own acknowledgment, natural
hazard costs including bushfires have risen some
-$109m above 1H allowances. In isolation this
reduces Citi’s forecast for 1H20 by -14%, point out
the analysts.

A repeat for H2 seems unlikely because of aggregate
and stop loss reinsurance protections. Citi explains
this means the opposite is likely to occur in H2,
leaving no net impact on FY20 numbers. Citi analysts
have made only minimal adjustments to their
forecasts. There is one looming negative, however,
and that will be the next round of negotiations with the

12Thursday 23 January 2020



reinsurers. Citi pulls back its rating to Neutral from
Buy. Price target falls to $14.30 from $14.50.

15.  Transurban (TCL) was downgraded to
Accumulate from Buy by Ord Minnett

The company is moving to become a tax-paying
entity over the next two years although Ord Minnett
does not consider this a major headwind for earnings.

The broker estimates the annual tax impost will
normalise quickly in FY22 and peak at 10% of free
cash flow. The broker downgrades to Accumulate
from Buy based on valuation. Target is raised to
$16.50 from $16.00. This stock is not covered
in-house by Ord Minnett. Instead, the broker
whitelabels research by JP Morgan.

The above was compiled from reports on FNArena.
The FNArena database tabulates the views of seven
major Australian and international stockbrokers: 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 have the Vanguard ETFs VTS (US total
market) and VGAD (International Shares) in my
portfolio. VGAD has a 65% exposure to the US. Upon
drilling into their fact sheets, I notice 9 of the 10 top
holdings are the same for each fund. So this isn’t
giving me the diversity I thought I was getting. Apart
from doing a fund-by-fund analysis, is there any other
way to gauge overlap?

Answer: The biggest companies in the world are
based in the USA (Microsoft, Apple, Alphabet,
Amazon etc) so that’s why the top 10 stocks of VTS
(Vanguard’s US Total Market ETF) and VGAD
(Vanguard’s International Shares’ Index Fund) are
the same. The latter ETF only looks at developed
markets.

If you want more diversity, you could look at a
fund/ETF that tracks emerging markets, such as
Vanguard’s VGE, or a fund/ETF that tracks all other
markets excluding the USA – such as Vanguard’s
VEU (Vanguard’s All World Ex US Shares).

In regard to your question, there is no other way than
to do a fund by fund comparison.

Question 2: After reading your article re listed
investment companies (LICs) trading at higher prices
than their NTA (net tangible asset value), I would like
your thoughts on internationally invested LICs, such
as MGG (Magellan Global Trust).

Answer: MGG (Magellan Global Trust) is trading at a
premium to its NTA. Magellan excels in keeping
investors informed, and publishes a daily NTA and
real-time indicative NTA. When I looked, MGG was
trading on the ASX at $2.13 compared to its NTA of
just over $2.04 – a premium of 4.4%.

My thoughts? I just don’t buy LICs/LITS at any

material premium. Full stop. I don’t understand why
you would pay $1.04 for something that is worth
$1.00. MGG’s performance is OK, but you can also
access essentially this strategy through their quoted
managed fund (MGE). Although I am conflicted (I am
a Director), have a look at WQG, which has
outperformed Magellan over the last one and two
years, yet is trading at a discount.

Question 3: My husband and I have 2,615 NAB
shares, some inherited, some purchased. We have
no other bank shares, and wonder, following the bank
Royal Commission and the resulting shakeup, should
we sell some or all of these shares, or should we
keep them for the present?

Answer: NAB (pus ANZ and Westpac) are cheap,
relative to the market, and relative to the
Commonwealth Bank. If they are your only bank
shares and this holding doesn’t make you overweight
the sector (about 30%), and holding bank shares is
consistent with your investment strategy/personal
situation/financial needs, I would hang on.

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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