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My tip: only invest in businesses with fortress balance sheets 

Charlie Aitken thinks no one can call the economic cycle with any great degree of certainty at present,
which is why he recommends focusing on balance sheet quality and long-term trends rather than
optically cheap stocks.

Traffic is picking up again and Tony Featherstone explores how this can impact the market. He
suggests 4 auto-related strategies to consider as a long-term investor.

    Sincerely,

 
  Peter Switzer
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Check a company’s balance sheet before
buying that stock!
by Charlie Aitken

 
With the US S&P 500 back at its 200-day moving
average, I thought it would be interesting to focus on
what has driven returns. In my view, a company’s
balance sheet has played a major role and will
continue to.

As the COVID-19 crisis has worked its way through
markets, the strength of corporate balance sheets
and sustainability of cash flows have been outsized
determinants of the relative winners and losers for the
calendar year to date. The chart below shows the
returns of the S&P 500 (in US dollars) since 31
December 2019, with the companies split into
different cohorts depending on their credit rating as
assigned by Standard & Poor’s. For simplicity’s
sake, companies with no rating were excluded, and
the performance was calculated by holding an
equal-weighted exposure to all companies in each
credit grade, rebalanced daily.

There are some quirks in the underlying data worth
mentioning. For example, there are only two
companies assigned a AAA credit rating by S&P
(Johnson & Johnson and Microsoft). The AA cohort
contains oil majors and technology businesses, which
have obviously seen materially different return
profiles over the last five months; clearly, strong
returns from the latter have more than offset the weak
returns from the former.

Despite some of these oddities, we think the chart
paints the overall picture reasonably well: the market
is favouring businesses with strong balance sheets;
the more robust, the better. Based on this chart, we
think it is fair to say that investors are more
defensively positioned than is generally appreciated,
but the nature of the recession caused by COVID-19
obscures this. To a large degree, being defensively
positioned right now favours owning extremely
well-capitalised technology and internet businesses,
mainly because their operations are generally more
insulated (though not immune) from this downturn.

This is very different from previous recessions, when
defensive positioning generally implied owning
businesses in the consumer staples, health care and
utilities sectors. Depending on the pre-crisis levels of
leverage and the ability to continue delivering its
goods or services during the lockdown, not all
businesses in those sectors have proven to be
particularly defensive this time around.

As we indicated last month, we readily admit to being
surprised with the speed with which markets have
recovered since the March lows. Given our focus on
balance sheet quality and long-term trends, it
presents an interesting conundrum in portfolio
construction at present.

High-quality businesses with strong balance sheets
that we introduced into the fund (or added to) in
March have generally rallied very strongly, to the
point where some are now trading at or modestly
above our estimate of fair value in our base case.
Consider Amazon: like many businesses, it initially
fell precipitously in March. Based on our assessment
of fair value and the belief that the lockdowns
required by COVID-19 accelerates e-commerce
adoption –particularly for groceries, which we see as
a catalyst for increasing overall online retailing –we
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elected to increase the holding. The subsequent
40%-plus rally means it now trades slightly above our
(admittedly inexact) estimate of fair value.

Normally, we would prefer to leave well enough alone
for a business where we expect our investment case
to play out over years instead of quarters. In this
case, we believed other portfolio holdings were
offering a better margin of safety, and therefore
modestly trimmed the Amazon holding to redeploy
into businesses like Coca Cola.

To our thinking, there is a critical distinction between
adding to a holding (for which we require a margin of
safety) and being happy to hold tight to a business
where we have conviction in the long-term thesis that
is potentially slightly overvalued in the short term.

Seeking value amidst uncertainty 

We only sell out of an investment on valuation
grounds if it trades at a price higher than our estimate
of intrinsic value using our most optimistic estimates
for a bullish scenario.

As outlined in April, we continue to believe that the
most likely path of the economic upturn is a U-shaped
recovery stretching into 2021, and not a sharp,
V-shaped recovery. Our belief is based on our
assessment of labour market dynamics:

Not all the jobs that have been lost will be
coming back – some firms will use this
opportunity to downsize or automate, as
appropriate.
Many small businesses will have shut their
doors permanently, meaning they will not
rehire anyone.
Frictional factors (such as seasonality or
businesses and employees relocating) will
mean the pace of rehiring is likely to be slower
than the pace of letting staff go.
Health care regulations around social
distancing may make it uneconomical to
employ the same number of employees as
prior to the pandemic. This risk is particularly
acute in the services industries, which have
lost the most jobs.

At present, many countries are starting to relax their

lockdown regulations. The pent-up demand from
being at home for nearly two months, combined with
the first rounds of fiscal stimulus (such as JobKeeper
here in Australia) will likely cause an initial surge in
consumer spending.

However, we think that as governments start to
proverbially wean the patient off the morphine, there
is substantial risk in the second half of the year as the
reality of the economic downturn sets in.

Moreover, there remains the risk around the
pandemic itself. Many of the assumptions of a sharp
recovery are dependent on there being no second
wave of infections. Certainly, the cash flows and
financial strength of many companies will remain
under pressure if harsh social distancing measures
need to be reintroduced. Because this is not a
financial markets risk, we feel we have no edge in
assessing the likelihood of a new round of public
health interventions derailing the recovery.

For all these reasons, we remain intensely focused
on the balance sheet quality of the portfolio.

To us, the risk of a permanent loss of capital
outweighs the potential upside of buying something
optically cheap but with a materially challenged
financial position. Normally, you need the economic
cycle to improve for such businesses to survive, and
we do not think anyone can call the cycle with any
great degree of certainty at present.

To paraphrase the American race car driver Rick
Mears, to have any chance of finishing first, you must
first finish.

Stick to fortress balance sheets.

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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Rev up your portfolio with these 4 stocks
by Tony Featherstone

 
My go-to exercise during COVID-19 has been a
late-afternoon walk alongside a popular creek. To get
there, I cross one of Melbourne’s busiest tollroads.

Ever the journalist, I have watched peak-hour traffic
patterns on the road since COVID-19 began. In the
early weeks of the crisis, traffic was scarce. Last
week, traffic was noticeably busier and almost at a
standstill on Friday peak hour. For once, hooray for
traffic congestion!

Anecdotes aside, Google data shows a rapid
recovery in traffic movement. At the low of the
downturn, when people stayed mostly at home in
mid-April, traffic was 64% down on pre-COVID-19
levels. Now it is only 24 per cent lower on early March
levels.

Also, Apple data shows requests for mobility
information are up sharply since the mid-April trough.
Like many, Apple’s Siri is getting back to work after a
COVID-19-induced break as more drivers ask the
intelligent assistant for road directions.

That is good news for a traffic-related stock and for
investors who think laterally. The benefits of higher
traffic volumes extend beyond auto companies and
tollroad operators, to fast-food companies (with
drive-through outlets) and petrol-station landlords.

Although these are good signs, care is needed with
this trend. Traffic is a long way from pre-COVID-19
levels but could get there in a hurry as schools
reopen and other restrictions are eased in coming
months. Even Victoria is starting to re-open some
facilities.

Also, talk that Australians will avoid public transport in
favour of their car is speculation. The international
experience shows usage in China, Japan and other

countries recovering from COVID-19 has fallen amid
health concerns of mingling in crowded train
carriages.

Back home, State Premiers are urging people to walk
or cycle to work if possible, opening up extra lanes for
them and turning public spaces into carparks in
anticipation of higher car usage over public transport.
The question is how long this trend will last.

Short term, many more people will likely use their car
to commute to work because they are fearful of public
transport health risks or worried about lack of options
as buses, trains and ferries take fewer passengers, to
comply with social-distancing rules.

Longer term, it is hard to imagine commuters
favouring cars as much when congestion grows, city
car parking is scarce, and health concerns over public
transport fade. More people working from home could
also reduce traffic demand, so do not bet on this
sustained large shift from public transport.

Moreover, retail auto stocks are worrisome, even
after horrendous share-price falls. The sector
struggled before COVID-19 and will do so after.
Nervous consumers can easily delay their next car
purchase or even ditch their household’s second car
as the economy stalls.

Another threat is lower used-car prices in the next 12
months. Global rental-car pioneer Hertz cited falling
used-car prices (which reduced its fleet value) as a
reason it filed for bankruptcy this month. There could
be a lot of extra used-car stock on the market over
12-18 months.

I would hate to be an auto dealership as more
consumers focus on feeding their family and meeting
home-loan repayments before thinking about a new
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car. Falling house prices – and the ensuing negative
“wealth effect” – will also weigh on auto sales.

That said, AP Eagers has more than doubled from its
52-week low of $2.50 at the peak of COVID-19 panic
and MotorCycle Holdings and luxury-car dealership
Autosports are also up a little after shocking falls. The
ever-reliable ARB Corporation is another on the
recovery trail.

Still, there are lower-risk ways to play the short-term
rebound in traffic volumes outside the auto retail
sector. Here are four strategies to consider:

1. Tollroad operators

Readers of The Switzer Report will recall I added
Transurban Group (TCL) and Atlas Arteria (ALX)
Group to the April 15 COVID-19 ideas list –
coincidentally in the week traffic movement troughed,
according to Google and Apple data. Each looked
badly oversold.

I wrote: “Both companies look well placed to weather
the COVID-19 storm and their sector should be
among the first to benefit as industry restrictions are
relaxed and traffic volumes rebound. But the market
has priced a more severe and longer traffic downturn
into these stocks. That is an opportunity for long-term
portfolio investors who understand the benefits of
owning infrastructure assets, particularly in a low
interest-rate environment.”

Transurban has rallied from $12.28 to $14.64 since
that story. Atlas Arteria is up from $5.56 to $6.98 after
jumping this week. Gains will be slower from here, but
both stocks still warrant a spot in long-term portfolios
at current prices.

Chart 1: Atlas Arteria Group (ALX)

Source: ASX

2. Parts providers

More people using cars over public transport to
commute to work, at least in the next 12 months,
means extra wear and tear on vehicles. That is good
news for parts providers such as Bapcor and Super
Retail Group, owner of the popular Super Cheap Auto
accessories chain.

I have written positively about Bapcor (BAP) for this
report many times over the past few years. It is
among the market’s higher-quality mid-cap stocks
and its business model of providing same-day parts
for auto mechanics appeals. Bapcor’s mechanic
network is hard to replicate.

After plunging from about $7 to almost $3 during the
crisis, Bapcor has rallied to $5.77. It has further to
run, at a slower pace, as the market factors in higher
traffic volumes and parts demand. Some consumers
might delay car services, but it is hard to avoid car
repairs.

Super Retail Group (SUL) is an interesting play on
this trend. I wrote in this column two weeks ago that it
is a possible takeover target. Super Retail is up from
$6.65 to $8.14 since that story.

Even without a takeover (the company’s integrated
back office and supply chain across its brands might
deter suitors), Super Retail has long-term appeal.

The company’s auto-accessories chain is a
beneficiary as higher car usage stimulates parts
demand or encourages “backyard mechanics” who
change oil filters and the like.

I believe COVID-19 will encourage “driving holidays”
and rising interest in nature holidays, hiking and
outdoors sports. That is good news for Super Retail’s
BCF (Boating Camping Fishing), Macpac
(outdoorwear) and Rebel Sport divisions.

Higher traffic volumes also suggest vehicle collisions.
Listed panel-beater AMA Group is a potential
beneficiary, but the stock has had its problems.

It is too big a stretch at this stage to buy AMA, but it is
worth watching by contrarian investors who
understand the nuance of small cap investing and
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can tolerate higher risk.

Chart 2: Super Retail Group (SUL)

Source: ASX

3. Fast-food stocks

I included Collins Foods (CKF), owner of KFC stores,
and Domino’s Pizza Enterprises (DMP) on the
COVID-19 ideas list on April 7 for this report. Collins
has rallied from $5.57 since that story to $7.82 and
Domino’s is up from $49 to almost $60.

The idea was simple: in a struggling economy, more
consumers will swap from restaurants and gourmet
takeaways to cheaper options such as fried chicken
and $5 pizzas.

Also, COVID-19 will, sadly, be the deathknell for
many struggling small fast-food operators and
possibly even some larger gourmet takeaway chains.
Will as many people pay $20 for a burger and chips
or plate of Portuguese chicken as before COVID-19?
KFC and Domino’s could increase their market share
at the expense of smaller rivals.

Rising traffic volumes should also benefit Collins and
Domino’s as consumers who commute to work and
back by car favour ready-made meals. Collins’
drive-through format is leveraged to this trend (so,
too, McDonald’s for those who own US stocks).

Some key US fast-food stocks have reached new
highs during COVID-19 as the market reassesses
their prospects. Collins and Domino’s are due for a
breather after recent share-price gains, but both offer
solid rather than spectacular value for long-term
investors.

A takeover bid from a global fast-food chain or
private-equity firm for Collins in the next few years

would not surprise, such is the strength of its
Australian franchises.

Collins probably picked up new customers during
COVID-19, judging by high downloads of the KFC
App.

Chart 3: Collins Food (CKF)

Source: ASX

4. Convenience retail

I wrote favourably about petrol-station owners
Waypoint REIT (formerly VIVA Energy REIT) and
APN Convenience Retail REIT (AQR) for this report
in early February – well before COVID-19 was a
factor here.

APN Convenience fell from $3.75 at the time of my
report to $2.39 during the peak of the COVID-19
selloff and has since recovered to $3.26.

Both REITs have a long weighted-average lease
expiry profile and reasonable gearing. Both should
benefit from rising vehicle usage over the next 12
months and higher petrol-station demand.

As I wrote in February, population growth and city
densification are positive trends for petrol-station
valuations and use, given many sites have valuable
locations.

After tanking in early COVID-19, more cars on the
road mean more sales of petrol, drinks and snacks.
The reopening of schools nationwide in coming
weeks will be another tailwind to support
petrol-station rents and property values.

APN Convenience Retail REIT, the smaller of the
two, looks the best pick at current prices. APN this
week confirmed its distribution guidance – a good
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sign in this market – and bought two Coles Express
outlets.

Chart 4: APN Convenience Retail REIT (AQR)

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

 
In the good books

ACCENT GROUP (AX1) was upgraded to Add
from Hold by Morgans

Accent Group stores reopened in early May and the
group is pursuing rent relief to cater to in-store sales
deficits. While store rollout has been a major growth
driver, Morgans expects this to become difficult with
an increase in online penetration. The broker believes
this to be an enduring trend. The factors in the
group’s favour are a dominant market position and
covid-19 stimulus packages which could lead to a
quicker pick up in sales. Morgans upgrades its rating
to Add from Hold and its target almost doubled to
$1.45 from $0.74.

CENTURIA OFFICE REIT (COF) was upgraded to
Outperform from Neutral by Credit Suisse

While the company has withdrawn guidance for free
funds from operations, distribution guidance is
maintained for 17.8c, with 13.4c already paid. In the
short term, Credit Suisse considers a defensive
equity raising unlikely, with a reduction to dividends a
more likely scenario. While mindful of the risk, the
broker considers these are priced into the stock and
upgrades to Outperform from Neutral. Target is
reduced to $2.16 from $2.91.

FINEOS CORPORATION HOLDINGS (FCL) was
upgraded to Buy from Hold by Ord Minnett

Ord Minnett updates forecasts to account for the
modestly better third quarter result and takes a
slightly more conservative view on professional
services. The company has underperformed both
domestic and global peers since late April, despite
offering an attractive growth outlook. Looking forward,
the broker upgrades to Buy from Hold. Target edges

up to $3.60 from $3.59.

INSURANCE AUSTRALIA GROUP (IAG) was
upgraded to Outperform from Neutral by Credit
Suisse

The share price has significantly underperformed
over the past two months, Credit Suisse observes. To
date, there is no indication of a significant fall in
commercial lines although the broker acknowledges
there are more developments likely to ensue in
coming months. Having allowed for a higher perils
allowance and lower bond yields, Credit Suisse
continues to expect premium rates will exceed claims
inflation. Rating is upgraded to Outperform from
Neutral as the entry price is now considered
attractive. Target is raised to $6.40 from $5.70.

METCASH (MTS) was upgraded to Buy from
Neutral by UBS

UBS notes Metcash has underperformed the ASX
200 since its capital raising in April, despite ongoing
strength in the grocery sector. The strong market
backdrop and the outperformance of independent
grocers as well as an improving outlook for hardware
has caused the broker to upgrade to Buy from
Neutral. Forecasts remain unchanged but the
near-term upside risk is building, UBS
suspects, because of the favourable trends. Target is
$2.85.

MONADELPHOUS GROUP (MND) was upgraded
to Buy from Neutral by Citi

The company’s balance sheet is the strongest in
Citi’s coverage, courtesy of having negligible debt.
The broker likes the combination of relative resilience
in mining, coupled with optimism regarding the pace
of recovery in energy from 2021. The broker expects
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mining will be underpinned by the iron ore mine
replacement cycle into FY22. Rating is upgraded to
Buy/High Risk from Neutral and the target reduced to
$14.35 from $15.90.

NEWCREST MINING (NCM) was upgraded to
Neutral from Sell by UBS

UBS reviews the economics of Red Chris and
Haveiron and, based on this work, upgrades to
Neutral from Sell. Target is raised to $33 from $26.
The inclusion of these projects challenges market
perceptions that production is peaking in 2020-21, the
broker points out. The broker estimates that
Newcrest’s interest in Red Chris could be worth
around US$2bn or $3.50 while Haveiron could turn
Telfer into a tier-2 asset.

NAVIGATOR GLOBAL INVESTMENTS (NGI) was
upgraded to Outperform from Neutral by
Macquarie

Funds under management in April were flat as the
market impact offset the outflows. Macquarie finds
the valuation attractive, and while the company has
previously highlighted an increase in redemptions, the
vast majority are from a single platform client cutting
hedge fund exposure. To reflect the uncertainty over
outflows, Macquarie includes around -US$3.1bn of
net outflows across the second half and FY21. The
broker upgrades to Outperform from Neutral,
supported by a valuation which already discounts the
redemption risk. Target is reduced to $1.65 from
$1.72.

SMARTGROUP CORPORATION (SIQ) was
upgraded to Add from Hold by Morgans

Morgans suspects the operating environment is
improving faster than previously expected. The broker
also observes Smartgroup’s balance sheet is solid
and any earnings recovery is likely to be undiluted.
That said, earnings are not expected to recover to
historical levels in FY21, primarily because of a
material loss in revenue from add-on insurance sales.
However, the broker envisages value on base case
expectations and upgrades to Add from Hold. Target
is raised to $6.95 from $6.58.

TPG TELECOM (TPM) was upgraded to Add from

Hold by Morgans

Vodafone Australia is set to acquire a 50.1% stake in
TPG Telecom on July 13, 2020, the largest telecom
merger so far in Australia. Morgans believes the
merger is all about combining cashflows to fund
mobile capital expenditure and saving on costs. The
broker estimates all-in capital expenditure to be circa
$1bn, about $0.7bn of which will come from TPG’s
free cash flow. Limited guidance for now. Morgans
upgrades its rating to Add from Hold with target price
increased to $9.14 from $8.37.

VOCUS GROUP (VOC) was upgraded to Buy from
Hold by Ord Minnett

Vocus is part way through a growth strategy over
three years that is expected to generate higher
returns in the network segment. Ord Minnett
envisages upside in the risk/reward balance during
FY21. The company has assets in desirable areas of
market growth that are on track to generate higher
free cash flow and returns on capital, in the broker’s
view. Meanwhile, the company is seeking to refinance
debt facilities and Ord Minnett expects this will be
supported. Organic growth is expected to support free
cash flow growth in debt repayments during FY21
and FY22. Rating is upgraded to Buy from Hold.
Target is reduced to $3.47 from $4.00.

In the not-so-good books

AIR NEW ZEALAND (AIZ) was downgraded to
Underperform from Neutral by Credit Suisse

As a result of actions to cut expenditure, Air New
Zealand expects its FY21 monthly cash burn to
reduce a further -NZ$50-60m, excluding any benefit
from passenger revenue. This suggests to Credit
Suisse the cash burn reduces to -NZ$100m per
month. A labour reduction of -30% has been
confirmed. The broker downgrades to Underperform
from Neutral, forecasting material losses in both FY20
and FY21. Target is reduced to NZ$0.84 from
NZ$0.95.

CITY CHIC COLLECTIVE (CCX) was downgraded
to Neutral from Buy by Citi

The company’s trading update has revealed online

09Thursday 28 May 2020



growth has accelerated. The impact of the pandemic
on sales has been slight but is offset by the news that
gross margins are lower. The stock has rallied
substantially from the March lows and the business
remains well-positioned but, at the prevailing share
price, Citi assesses good sales and margin results
from Avenue are necessary. There is no margin of
safety, hence the broker downgrades to Neutral from
Buy. Target is raised to $2.85 from $2.50.

COCA-COLA AMATIL (CCL) was downgraded to
Neutral from Outperform by Macquarie

Coca-Cola Amatil has noted Australian grocery
volumes were down -10% in April as consumers
appeared to be disinclined to replicate restaurant
consumption at home. New Zealand was strong,
despite more stringent restrictions on movement.
Indonesia remains weak with a negative impact from
social distancing that affected Ramadan
consumption. Volumes are improving as Australia’s
restrictions ease, although Macquarie notes
profitability remains challenged. The broker remains
concerned that some consumption habits may have
structurally changed, downgrading to Neutral from
Outperform and lowering the target to $9.30 from
$10.00.

DOWNER EDI (DOW) was downgraded to Neutral
from Buy by Citi

Citi downgrades to Neutral and adds a High Risk to
its rating, given the earnings uncertainty and the
resulting implications for the balance sheet. The
broker cannot rule out the need for new equity, given
the uncertainty. Moreover, productivity impacts from
social distancing and supply chain dislocations may
put pressure on margins. Citi remains
unconvinced transport will experience a significant
increase in projects from government stimulus, given
the approvals process, access to skilled labour and
raw materials. Target is reduced to $4.90 from $8.70.

WESTERN AREAS NL (WSA) was downgraded to
Accumulate from Buy by Ord Minnett

Western Areas will take a 19.9% stake in Panoramic
Resources (PAN) for $29m. The stake, Citi notes,
buys the company an option for less than 5% of its
market cap and precludes another coming on board.

The broker considers this an investment rather than a
precursor for an acquisition. Neutral rating and $2.50
target maintained.

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

 
1. CSL traded very well during panic time but now
it is going in the opposite direction to the market.
Do you know why? Is there any particular
reason? Is it a good buy below $290?

CSL has underperformed over the last month or so.
Become a little “unloved”. I would put this down to:

Global rotation out of healthcare stocks into
other “deeper value” stocks (e.g. banks).
Index funds are now fully invested.
Rising Australian dollar (CSL earns 90%
revenue outside Australia).
It may have had a bit of “virus
treatment/vaccine” premium in it (which now
looks unlikely)

Citi has upgraded CSL today from Neutral to Buy.
Overall, the brokers remain positive with 2 buys, 4
neutrals and a target price of $314.82 – about 9.3%
higher than yesterday’s closing price.

Yes, I think it is in buy territory

2. What do you think of Suncorp (SUN)? I bought
it around its highs of $20. Do you think it will ever
return to those highs?

My bottom line on Suncorp is “prefer others”. My
lack of enthusiasm is based on:

I am not a huge fan of its bancassurance
model.
I don’t sense that they have great technology.
The regional aspect to their banking business
doesn’t appeal.

Stick to the leaders.

As for the brokers, according to FN Arena, a

consensus target price of $10.08, about 8% higher
than last night’s close of $9.35. Of the
recommendations, 3 buy, 3 neutral and 1 sell.

3. As coal is our second largest export, I was
thinking of investing in Whitehaven Coal (WHC)
now that its price has been bashed up in this
pandemic. It pays a really good dividend. Do you
believe the price will recover and the dividend
stay?

There is an old investment adage that says: “don’t
buy a resources company for dividends”. I think
Whitehaven Coal is a good example. Its forecast
dividend (from the analysts) for FY20 is 4 cents, down
from 40 cents in FY19, and 5.7 cents for FY21. This
puts it on a pretty unremarkable prospective yield of
2.2% for FY20 and 3.1% for FY21.

Whitehaven Coal is struggling because of the:

Collapse in thermal coal price.
Rising Australian dollar.
Messy Mar quarter production.
Concerns about rising China/USA (and
rubbing off into Australia) trade tensions.

Further, the whole ESG movement eliminates WHC
from an increasing number of investors’ radars. The
analysts, like it however, Target price $2.55, vs
current price of $1.83, upside potential of about 39%.
4 buys, 2 neutrals, 1 sell recommendation.

4. Is there an historical relationship between bank
hybrids and ordinary shares? Or to put the
question another way, what is the pricing
benchmark for hybrids?

From a retail investor’s perspective, although very
different securities with different risk characteristics,
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there is no doubt a relationship between the yield on
a term deposit, the yield on a bank hybrid security
and the yield on bank ordinary shares.

What is the benchmark? That’s hard to say, because
it is largely a retail market that institutional investors
play in from time to time, and banks only issue into
when it is attractive and can cover their high cost of
dealer fees. Some argue that the benchmark is found
in the institutional hybrid market. I think this is a
factor, but not the only driver.

My point is that bank ordinary share prices have
“crashed” and expected dividend yields have gone
up – hence hybrid securities should be paying higher
yields.

Would you like your share questions answered by
Paul Rickard? Submit your question 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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