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Should you sell out and rotate to out of favour sectors or
stocks? 

Charlie Aitken’s article is a good read today.  He poses a tough question to long-term investors who
have disproportionately benefited from the wide divergence in returns over the past few weeks: should
I sell out and rotate to out of favour sectors or stocks? Charlie says it’s a high-class problem to have,
and one that he believes should be approached rationally.

For a variety of reasons, America’s economy is going gangbusters, while China’s short term
economic prospects are dimming. In his article today, Percy Allan answers the question: Who will drive
the stock market in 2020 – the US or China?

    Sincerely,

 
  Peter Switzer
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Should you sell out and rotate to out of favour
sectors or stocks?
by Charlie Aitken

 
In observing the divergence of calendar year-to-date
returns between certain sectors and countries, I
believe it is fair to say that the market right now is
being driven by big picture macro considerations
more so than bottom-up fundamentals. The table
below represents the calendar year-to-date return of
the MSCI World and its various constituent sectors in
US dollars. (I’ve opted to use US dollars, since the
weakness of the Aussie dollar in recent weeks skew
the results somewhat).

Source: MSCI, FactSet. Year-to-date returns as at 11
February 2020.

What has been in favour are safe havens (like Utilities
or Real Estate) or sectors that can grow under their
own steam – largely the Information Technology and
Communication Services sector (where the majority
of the large internet platforms reside). The more
cyclically sensitive sectors – Industrials, Financials,
Materials and Energy – have lagged, and
substantially so in the case of the latter two.
Understandably, this is related to the impact the
coronavirus outbreak in China might have on global
demand for commodities. Given how sensitive many
emerging markets are to commodity exports, it’s no

surprise that developed markets (and the US in
particular, where the economic data remains very
robust) has done substantially better over the very
short run. US bond yields have also retreated, as
investors seek a calm port in the storm, with the result
that long duration equity assets have done very well
indeed. The divergence in returns is wide, to put it
mildly.

This poses a tough question to long-term investors
who have disproportionately benefited from this move
over the past few weeks: should I sell out and rotate
to out of favour sectors or stocks? It’s a high-class
problem to have, and one that I believe should be
approached rationally.

As a starting point, I think one should recognise that
such a question is effectively driven by the fear of
avoiding a near-term market correction. In this regard,
I’m reminded of the wisdom of legendary investor
Peter Lynch: “Far more money has been lost by
investors preparing for corrections, or trying to
anticipate corrections, than has been lost in
corrections themselves.”

The essence of Lynch’s investment approach was to
stick to finding high-quality companies within your
circle of competence (“invest in what you know”) and
owning them for the long run. He popularised the idea
of the looking for ideas by observing how you, your
friends or your children spend your time or money,
and then inverting from there to find investment ideas.
This approach saw him identify many ‘ten-baggers’
– a stock that appreciates to be worth 10 times the
initial price paid. A return profile like this was only
possible by remaining invested, despite the pain of
inevitable short-term market volatility. How did he
accomplish this? By knowing what he owned and
tuning out the noise of speculation about interest
rates, the future direction of the economy or the stock

02Thursday 13 February 2020



market.

If one takes a dispassionate view of the last few
weeks in markets, some companies have probably
run a touch too hard for non-fundamental reasons
(although most of the current market leaders reported
very strong results in January). Is that reason enough
for no longer wanting to own them? Not to the
investor who takes the perspective of a business
owner. Companies that can compound their invested
capital and deploy it at attractive rates of return will
always remain good long-term investments.

The best starting point is to have a good
understanding of one’s internal appetite (and
financial capacity) to deal with the potential pain of
seeing markets sell off over the short term. In
behavioural finance, there is the well-known concept
of ‘loss aversion’. Essentially, humans feel a 5%
‘loss’ (even if only on paper) twice as keenly as a
5% gain. We are hard-wired to want to avoid the pain
of experiencing losses – and yet, equity markets are
volatile by default, so losses are virtually guaranteed.

How do you address this? By being psychologically
prepared to endure the pain and having a very clear
understanding as to why an investment in a particular
company is held. Selling a stock purely due to a rapid
decline in the market price is likely to lead to poor
long-term investment outcomes. (Conversely, never
buy a stock unless you know what fundamental
reason would make you sell it.)

Most people would be able to live with a 10% sell off,
while a 20% decline starts seeing panic creeping into
their thinking. Anything approaching the 30% or more
mark sees the ‘get me out no matter the price’
mindset come to the fore – yet this is precisely the
wrong moment to capitulate. Again, quoting Lynch:
“When [corrections] start, no one knows. If you’re
not ready for that, you shouldn’t be in the stock
market. The stomach is the key organ here. It’s not
the brain. Do you have the stomach for these kinds of
declines? And what’s your timing like? Is your
horizon one year? Is your horizon ten years or 20
years? What the market’s going to do in one or two
years, you don’t know. Time is on your side in the
stock market.”

The above is not to say ignore valuations. Given the

current risk/reward trade-off, some modest
profit-taking may be sensible, but that’s a very
different response to selling out entirely and rotating
away from high-quality businesses.

Successful long-term investing requires the
understanding that one will have to live through
short-term volatility. Owning companies that generate
excess returns on capital on a sustainable basis
means they can weather volatility or economic
headwinds. As Charlie Munger says: positive and
negative surprises are not equally distributed across
good and bad companies. Good things tend to
happen to good companies. Don’t sell a good
business if it’s pushed on a bit too hard over the
short term.

I hope Sir Winston Churchill will forgive my
paraphrasing, but at this given moment in markets, it
seems appropriate to misquote him: buy and hold can
feel like the worst strategy, except for all the others.

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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Who will drive the stock market in 2020 –
America or China?
by Percy Allan

 
China’s short term economic prospects are dimming,
while America’s are brightening. American tariffs
have already stunted China’s exports and though
Trump has postponed further tariff increases, he has
not removed those he previously introduced. But the
immediate risk for China is its coronavirus outbreak.

China is considering cutting its 2020 economic growth
target as the epidemic spreads beyond Wuhan.
Bloomberg Economics expects China’s annual rate
of GDP growth to fall from 6% to 4.5% in the current
March quarter. The Peoples Bank of China has
responded by pumping 1.2 trillion yuan (A$260 billion)
into the banking system to steady the economy and
share market.

Australian exports such as iron ore, LNG, coal,
seafood, dairy, grains and meat depend heavily on
the Chinese market. Our tourism industry hosts 1.5
million Chinese visitors a year and Australian
universities have 100,000 Chinese students.

Australia’s prolonged drought, intense bushfires and
now disruptive floods have shaken both business and
consumer confidence. Stagnant real wages combined
with record high household debt have made
consumers more savings than spending conscious.
Business in turn has been reluctant to invest in
capacity expansion. Hence the local economy is
relying more on exports than local demand to keep
growing.

By contrast America’s economy is going
gangbusters, thanks to the Federal Reserve pumping
a record level of liquidity into financial markets and
Donald Trump tolerating a federal government deficit
of US$1.1 trillion; double that of his predecessor.

Increased jobs and wages have lifted US consumer
confidence. In this upbeat climate, the scale of

“margin debt” (buying shares by borrowing against
them) is twice what it was in the last two stock market
booms. See next chart.

Don’t fight the Fed

The cardinal rule of central banks is to remove the
punchbowl before the party gets too boisterous. But
Jerome Powell, the Governor of the US Federal
Reserve seems determined to avoid any more barbs
from Donald Trump by placating him with a frothy
economy in the run-up to the November Presidential
election.

The chart below shows how recent “repo purchases”
by the Federal Reserve Bank represent the greatest
injection of liquidity into financial markets in recorded
history. This is the real reason that the US economy
is buoyant and the stock market is on fire.
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America’s stagnating profits 

Yet US corporate profits (before tax) are declining,
while their debt is growing as they borrow to buy back
their own shares to boost earnings per share and
thereby the share price itself. This is financial
engineering on a grand scale that is not sustainable.
As shown in the next chart, the two previous
occasions when profits stalled the share index
crashed and the economy experienced recession.

Watch liquidity not GDP

Share markets in the short term are driven by bank
liquidity and interest rates rather than economic
conditions. If you think quarterly GDP growth drives

the share market, think again. There is no relationship
between short-term economic performance and
market result. Here’s what one study found:
“Contrary to conventional wisdom, and what may be
a surprise to those who see low single-digit rates of
gross domestic product (GDP) growth as
incompatible with solid double-digit stock market
gains, GDP does not have to be booming to produce
solid gains in the stock market… In fact, there is little
relationship between the magnitude of GDP growth
and stock market performance.”

Source: 
https://www.businessinsider.com/little-relationship-bet
ween-stocks-gdp-2013-12?IR=T

When the economy strengthens, the market expects
higher interest rates and tighter credit conditions,
which are poison for share prices. By contrast, when
the economic outlook is weak, central banks ease
monetary policy and governments expand spending,
which boost share prices.

My conclusion 

The Australian market is likely to follow both the
American and Chinese stock markets, which should
be upbeat as China spends to avert a crisis of
confidence and America spends to pork barrel its
election. But watch for market pullbacks whenever
the US stock index overreaches on its short term
trend and momentum. Also the possibility of “black
swan” events can’t be ignored.

So to be on the safe side, I will continue to follow
Market Timing Australia’s strategy signals as
insurance against a bear market.

As my friend and veteran US market timer James O.
Rohrbach likes to say: “There are only two good
feelings in investing. One is being in the market when
it is going up, and the other is being out of the market
when it is going down”.

To obtain a free trial to Market Timing Australia’s
stock trading signals designed to ride booms and
avoid busts visit 
https://www.markettimingaustralia.com.au/ 

Important: This content has been prepared without
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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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2 key convenience retail REITs
by Tony Featherstone

 
My local petrol station does a roaring trade. Mornings
feature queues of tradies buying cheap coffee and
afternoons are packed with school kids seeking
sugary drinks. In between are residents like me who
buy petrol, newspapers or occasionally milk and
bread.

The petrol station corners two busy roads and the
closest alternative is a few kilometres away. Large
apartment developments nearby are boosting car
numbers and fuel demand at the station, not to
mention ice-cream and drinks sales on a hot day.

If nervous consumers are cutting spending, it’s not
evident at my local petrol station. There’s always a
line to use the fuel bowsers, even though the petrol is
slightly dearer. More people seem to be buying its
cheap coffee and on-the-go food, perhaps trading
down from dearer options.

Making investment decisions on anecdotes are, of
course, dangerous. But visiting the petrol station (I go
daily to buy newspapers) is a reminder of the
long-term attractions of convenience retail trusts such
as Viva Energy REIT (VVR) and APN Convenience
Retail REIT (AQR) for income investors.

Business forecaster IBISWorld predicts fuel retailing
to deliver annualised growth of 2.3% over 2019-2024,
meaning the industry should grow about the same as
the economy. Falling petrol sales as more cars use
diesel, growth in electric-car numbers and higher
rates of public-transport usage (partly because of
road congestion) are IBISWorld’s main concerns.

IBISWorld predicts low-margin petrol sales will be
subdued over the next five years, forcing
petrol-station operators to expand higher-margin,
convenience-retail offerings.

My local petrol station is doing that. It added another
coffee machine and has started selling pastries,
pizzas, donuts and other on-the-go food. It’s even
stocking salads and some fresh fruit. An attendant
told me some customers visit the store several times
daily.

Convenience retail is leveraged to powerful
demographic and social trends. Population growth
and more cars on the road are tailwinds for petrol
stations, and time-poor people are increasingly
snacking and eating more on-the-go food in cars –
ideal for convenience-store offerings.

My main interest, however, is on the supply rather
than demand side. Successful petrol stations typically
have hard-to-replicate locations. It would be near
impossible (or very costly) to start another large petrol
station in my suburb because the area is so built out.
As capital-city densification increases, petrol stations
with prime locations become more valuable.

Make no mistake: I’m not suggesting convenience
retail will take off or that Viva Energy or APN
Convenience Retail are badly undervalued. Volatile
oil prices, a hypercompetitive retail fuel market,
declining car sales, the move towards healthier diets
and the general retail malaise are ongoing
challenges. But convenience retail has more going for
it than several sub-sectors in the Australian Real
Estate Investment Trust (A-REIT) market.

I expect private-equity interest in A-REITs to grow this
year. National Storage REIT, a niche property trust I
have written favourably about several times for this
report in the past five years, said in January it
received a potential takeover proposal from private
equity. National Storage has a total annualised return
(including distributions) of 21% over three years.
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Private equity has a lot of money to put to work and
judging by the NSR interest, might believe the net
tangible assets of some niche A-REITs are
understating the property’s true worth. That could be
true of convenience retail: Viva Energy REIT in
February responded to unfounded media speculation
that Charter Hall Group may be considering buying a
stake in it.

Takeover speculation should be regarded as the
cream rather than the cake and never be a basis on
its own to buy. More important is an A-REIT’s
long-term fundamentals and valuation – areas that
convenience REITs currently stack up well on.

Here is an overview of the two key convenience retail
REITs.

1. Viva Energy REIT (VVR)

Viva is Australia’s largest owner of petrol service
stations with 464 stations in a $2.54-billion portfolio at
June 30, 2019. About two-thirds of the stations are in
capital cities and Viva’s portfolio is spread across
Australia.

Viva Energy Australia comprises 94% of the
A-REIT’s income; 7-Eleven, Caltex and Liberty Oil
provide the rest. The Weighted Average Lease Expiry
(WALE) is 12.3 years, meaning Viva Energy REIT
has lots of long-term leases and high income
transparency.

Gearing is reasonable at 33% (the targeted range is
30-40%) and the balance sheet has enough firepower
to continue acquiring petrol stations. Viva announced
around $80 million of acquisitions in approval or
due-diligence stage and another $40 million under
consideration.

Viva Energy REIT’s strategic relationship with Liberty
Oil (a retailer/supplier with more than 250 petrol
stations) could unlock value through refurbishment of
some Liberty stations. Viva Energy Australia (36%
owner of Viva Energy REIT) owns half of Liberty Oil.

Viva Energy’s current unit price of $2.75 compares to
a net tangible asset (NTA) of $2.20 per security at its
FY19 half-year result. The market is looking for
continuing strong growth in the NTA in the second

half of FY19 and is willing to pay a premium for Viva.

At $2.75, Viva Energy REIT is yielding 5.2%, based
on its estimated distribution. Income investors might
find that appealing, given its long-term growth
prospects.

For me, Viva Energy REIT looks a touch pricey and is
best bought at lower levels, even though it is a
quality, well-run REIT with a strong portfolio. A few
brokers that cover it have an average price target
around $2.40, using consensus estimates. That
seems fair.

As an aside, fuel supplier Viva Energy Group (VEA)
looks undervalued; Morningstar values it at $3 versus
the current $1.68, but it is a different type of stock and
a story for another column.

Chart 1: Viva Energy REIT

Source: ASX

2. APN Convenience Retail REIT (AQR)

I wrote favourably about AQR for this report in early
July 2019 and again later that year when it traded
around $3.40. AQR now trades at $3.78 and is my
preferred convenience retail REIT. AQR’s one-year
total return (including distributions) is 32%.

To recap, well-regarded property investor APN Funds
Management launched APN Convenience Retail
REIT through an Initial Public Offering in July 2017 at
$3 a unit.

AQR owned 70 properties around Australia at
end-June 2019. Most are on key roads in capital
cities or highways and tenants include Puma, EG
Group, 7 Eleven and Viva Energy Australia. Major
tenants account for nearly all AQR’s portfolio
income.
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Like Viva, AQR has a long weighted average lease
expiry (11.7 years), reasonable gearing (32.3%) and
a 5.5% trailing yield at the current price. Also like
Viva, AQR trades at a premium to NTA and is
growing through acquisitions (it recently raised equity
capital to acquire 13 stations).

AQR’s tenant quality improved with news in
December 2019 that Chevron Corporation agreed to
buy Puma Energy Australia (it is the tenant in 57% of
AQR sites, by gross income). Chevron has a higher
credit rating than Puma and thus strengthens the
AQR portfolio.

As a $353-million A-REIT, AQR suits experienced
investors who are comfortable with small-cap trusts.
Distributions should grow steadily each year and
there is a good chance of meaningful asset-value
increases, based on latest market sales, making AQR
a REIT to watch.

More will be known when both REITs report this
month. I’ll be watching their NTA growth closely to
see if recent petrol-station sales are reflected in
higher asset valuations that drive the next re-rating in
convenience retail A-REITs. I’m expecting solid NTA
increases.

Chart 2: APN Convenience Retail REIT

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 12 Feb 2020.
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Buy, Hold, Sell – What the Brokers Say
by Rudi Filapek-Vandyck

 
In the good books

BORAL (BLD) was upgraded to Hold from Lighten
by Ord Minnett

The North American division has again been the main
area of disappointment, particularly with respect to
margins, and Ord Minnett reduces estimates for
earnings per share by -9% over FY20-22 to reflect
this. The broker believes most important strategic
decision for the CEO Mike Kane’s successor will be
whether to persist with the existing North American
portfolio, possibly at lower carrying value, or to
re-focus on the more profitable business in Australia.
As FY20 guidance is now more realistic, Ord Minnett
upgrades to Hold from Lighten. Target is $4.50. This
stock is not covered in-house by Ord Minnett.
Instead, the broker whitelabels research by JP
Morgan.

JB HI-FI (JBH) was upgraded to Outperform from
Neutral by Macquarie

JB Hi-Fi’s first half profit beat consensus by 5%,
while full year guidance is also ahead of consensus.
All divisions delivered positive comparable sales in
the first half, Macquarie notes. Improved execution at
The Good Guys has the broker becoming more
bullish on what had been the company’s problem
child. Despite the threats from online (i.e. Amazon),
JB Hi-Fi has proved it is able to successfully innovate
and diversify into new products while maintaining
costs, Macquarie notes. Upgrade to Outperform.
Target rises to $51.10 from $36.8 as the broker
resets PE multiple assumptions back to historical
levels.

See downgrade below.

OIL SEARCH (OSH) was upgraded to Hold from

Lighten by Ord Minnett

The breakdown of discussions over P’nyang has
meant the share price has de-rated and there are
significant impediments to reviving the three-train
PNG LNG expansion. Moreover, a two-train
expansion appears unlikely, in Ord Minnett’s
view. As the share price is now placing little value on
the project, the broker upgrades to Hold from Lighten.
Target is $6.85. This stock is not covered in-house by
Ord Minnett. Instead, the broker white labels research
by JP Morgan.

SYNLAIT MILK (SM1) was upgraded to Neutral
from Underperform by Credit Suisse and
Macquarie

Credit Suisse upgrades to Neutral from Underperform
and assesses the market is now more realistic about
diversification outcomes. The broker would like more
visibility on the impact of the A2 Milk ((A2M))
negotiations and the margin that can be extracted in
the long term. The legal risk around Pokeno also
needs to be resolved. Target is raised to NZ$8.84
from NZ$8.50.

Macquarie has reviewed its outlook for Synlait Milk
given new capacity which could drive earnings growth
of 85% in the medium to longer term if the company
can achieve incremental returns on capital anywhere
near its 20%-plus target. Start-up costs for this new
capacity are currently dragging on profit. To that end
the market is valuing the stock at a material discount
to the NZX50 index. The broker upgrades to Neutral.
Target rises to NZ$8.72 from NZ$8.69.

In the not-so-good books

BORAL (BLD) was downgraded to Underperform
from Neutral by Credit Suisse
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US coal power station output has fallen -15% in 2019
with a further -9% fall expected in 2020. Credit Suisse
estimates a decline of more than -0.8mt in ash sold
from Boral sites and decreases its FY20 forecast to
6.6mt. The broker expects Boral will abandon its 2021
target for a 20-25% increase in volumes amid margin
pressure from alternatives. Credit Suisse downgrades
to Underperform from Neutral on these stock-specific
issues and reduces the target to $4.45 from $4.50.

See upgrade above.

CHALLENGER (CGF) was downgraded to Neutral
from Outperform by Macquarie and to Sell from
Lighten by Ord Minnett

After a tough operating environment in the past 12-18
months, Challenger has delivered a strong result. Full
year profit is expected to be around the top end of the
guidance range. Macquarie believes this might prove
conservative. The broker continues to like the
company’s long term growth thematic, but the stock
has risen 60% since June and 25% in 2020,
including 14% yesterday. Downgrade to Neutral.
Target rises to $10.00 from $8.50.

First half results were ahead of Ord Minnett’s
forecast. FY20 guidance appears conservative but
the broker suspects the company will struggle to
provide an adequate return on capital, given the
inherent risks and the business model. As the stock is
considered too expensive, Ord Minnett downgrades
to Sell from Lighten. Target is steady at $7.50. This
stock is not covered in-house by Ord Minnett.
Instead, the broker white labels research by JP
Morgan.

FLIGHT CENTRE (FLT) was downgraded to Hold
from Buy by Ord Minnett

Despite the company expecting pre-tax profit in the
first half to remain within the guidance range of
$90-110m, Citi suspects the focus will quickly shift to
the second half where Flight Centre historically
generates 60% of underlying profit. The coronavirus
adds to a number of headwinds and the probability of
further downgrades to FY20 profit guidance of
$310-350m has increased, in the broker’s opinion.
This is expected to weigh on the share price in the
near term and Citi retains a Neutral rating. Target is

$41.60. First half results will be reported on February
27.

JB HI-FI (JBH) was downgraded to Sell from
Neutral by Citi

Following an initially positive response, Citi analysts
have subsequently decided it’s time to downgrade to
Sell from Neutral. Citi analysts remain positioned near
the top of market consensus, having only minimally
upgraded their forecasts post the release. Citi
continues to laud the quality and the growth potential
of the business, also carried by improving housing
activity, but the share price is simply assuming too
optimistic an outlook, suggest the analysts. Price
target has jumped to $39.50 from $35.20.

See upgrade above,

KATHMANDU (KMD) was downgraded to Neutral
from Outperform by Credit Suisse

The investor briefing on Rip Curl highlighted the
importance of brand authenticity and what a “surf”
focus means for growth. The briefing reinforced
Credit Suisse’s view that Rip Curl is an attractive and
strategically sound acquisition. No specific revenue or
cost synergies were provided. The general trading
update was also in line with expectations, with
underlying earnings (EBIT) to be up 40% in FY20.
Credit Suisse believes the current share price now
reflects a balanced risk/reward and downgrades to
Neutral from Outperform. Target is raised to NZ$3.65
from NZ$3.35.

NORTHERN STAR RESOURCES (NST) was
downgraded to Neutral from Buy by UBS

Underlying first half operating earnings (EBITDA)
were ahead of forecasts because of higher tolling
revenue and lower costs. The share price has lifted
42% since December, UBS observes, outperforming
the gold price. Hence, while the production outlook is
firm, the shares are considered fair value. Rating is
downgraded to Neutral from Buy and the target is
raised to $14.00 from $13.75.

REA GROUP (REA) was downgraded to
Underperform from Neutral by Macquarie
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REA Group delivered a solid first half in the context of
a -14% overall drop in listings, and worse still in
Sydney and Melbourne, Macquarie suggests.
Management has executed well in continuing to build
yield and protect the earnings outlook. The second
half should see volumes recover and earnings growth
accelerate, the broker believes, but the market has
already run ahead of this expectation. Downgrade to
Underperform. Target rises to $110 from $105.

SUNCORP (SUN) was downgraded to Hold from
Add by Morgans

First half earnings were -13% below consensus and
Morgans lowers FY20 and FY21 estimates for
earnings per share by -8-12%, mainly because of
reduced group insurance margin forecasts. The
broker believes the strategy to reduce earnings
volatility and improve the core performance is correct
but headwinds continue and a timeframe for a
meaningful uplift in the trajectory is difficult to assess.
Rating is downgraded to Hold from Add and the
target reduced to $12.47 from $13.85.

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: Apparently, the Federal Court has
cleared the way for a merger between TPG and
Vodafone Hutchinson. Will this be good for Telstra?

Answer: The merger won’t have any immediate
impact on Telstra’s earnings, but in the medium
term, should be a positive because it will have one
fewer competitor. Effectively, an oligopoly of three  –
Telstra, Optus and Vodafone/TPG. This is why the
ACCC opposed the merger. There is a
counter-argument that the merger might hasten the
rollout of 5G technology by Vodafone/TPG,
weakening Telstra’s leadership position. On balance,
however, I think it has to be good for Telstra.

Question 2: In this week’s ‘Hot Stocks’, Michael
McCarthy talked about put options against the
ASX200. Are you able to explain this a bit further,
what the benefits of this type of strategy are and how
would one go about purchasing one of these?

Answer: Index put options give you the right, but not
the obligation, to effectively “sell” the market at the
designated strike price. Buying a put option is
essentially a defensive or bearish strategy – if the
market falls below the strike price, you win. If it
doesn’t, you will lose the premium you invest.

Michael talked about buying 6650 June put options
for a price of 115 points. Effectively, you can insure
against any fall in the market below 6650 (the level of
the S&P ASX 200) for 115 points (the premium).

So, if you buy the option and the market falls to 6000,
you will make 650 points, less the premium of 115
points. If the market stays above 6650 and you never
exercise the option, you lose your premium of 115
points.

Each option has a multiplier of $10 – so 1 index point

is worth $10, 115 index points (in this case the
premium) is worth $1,150. If the market falls to 6000,
your option would be worth (on exercise) $6,650. To
insure a portfolio of $1,000,000 value, you would
need to buy $1,000,000/6650/10 – approx. 15 option
contracts.

Important things to remember about index options
are:

1. The protection is time limited. The option has
an expiry date (in this case, the 3rd Thursday
in June), and if never exercised, it will expire
worthless;

2. These options are cash settled. They are not
over the stocks that make up your portfolio –
rather, the market index;

3. They are European – which means that they
can only be exercised on the expiry date;

4. The price (premium) will change as the
market moves, as the option gets closer to
expiry (less time value), and according to
volatility swings in the market.

You can invest in index options with most of the major
brokers, and some online brokers such as CommSec.
You will need to open a separate options trading
account.

Question 3: CommBank (CBA) rose strongly on
the day it released its profit report. It is back in
the high eighties. Is CBA a sell now?

Answer: I wrote about CBA in Monday’s Switzer
Report and today’s Switzer Daily. Here is my
conclusion:

“I am not down on CommBank – it is head and
shoulder above its major banks competitors in terms
of core franchise strength, technology and leadership

13Thursday 13 February 2020



– but the premium difference is material and in an
industry that is dominated by four major players
essentially employing the same strategies, mean
reversion shouldn’t be discounted. CommBank is not
a sell per se, but I do think that for the medium term,
CommBank is a sell to buy Westpac or one of the
other majors.”

You can see the full article here.

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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