Monday 16 May 2016

Stay calm

The US stock market has been heading lower and China recently released some ordinary economic
data, but you know what’s more important? The right portfolio of assets. I discuss this in today’s
note. Also in today’s Switzer Super Report, Paul Rickard has a guide to LICs and ETFs and reveals
which is the best managed investment. And Roger Montgomery analyses a retail stock that operates
Telstra retail stores.
In Buy, Sell, Hold – what the brokers say, brokers upgraded Myer while AMP was in the not-so-good
books and in Super Stock Selectors, Origin, Oil Search and Macquarie were on the likes list.
Sincerely,

Peter Switzer
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Forget the market’s ups and downs. Shoot for
nirvana this way!
by Peter Switzer
Until last week, I was getting a little worried about the
US economy but this week, the focus will be back on
China again, with some worse-than-expected
economic data. This will stress out economists and
optimists but I suspect this week pessimists and short
sellers will be off to a bear’s picnic, though, in all
reality, you shouldn’t care either way, if you’ve
created the right portfolio of assets.
Initially I was going to talk to you about how for three
weeks in a row the Dow had finished in the red and
this hadn’t happened since January! Worse still, the
Dow and the S&P 500 are under their 50-day moving
average, which is never a great omen for the market.
However, the negativity on Friday on Wall Street was
for positive reasons. Those retail numbers in the US,
which were up 1.3% in April against a Reuter’s
survey of 0.8%, were miles better than expected. It
has put a June rate rise back on the table, just when
most experts were tipping September for the next rate
rise, despite this being the scariest month of all for
US stocks!
And on the local front, we’re running up against a
few obstacles. “There’s a key resistance band
between 5305 and 5385 points, that’s looking at the
previous highs over the last nine months,” James
Woods, the global investment analyst at Rivkin
Securities told the Sydney Morning Herald.
“The momentum indicators are highly overbought
and it signals there is an increasing risk of a pullback.
The market is struggling to break higher and so this
recent rally looks exhausted. From here, we expect
some corrective declines.”
And along comes China’s ordinary numbers, which
were retail sales up 10.1% in the year to April
(against a forecast of 10.5%, production up by 6%
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(versus a forecast 6.5%) and investment rose by
10.5% in the four months to April on a year ago (but
the forecast was 10.9%). Small misses will still give
the market reasons to sell off but I have to admit I am
saying to myself: “So what?”
This day-to-day stressing about indicators that have
no real trend, and if they do it’s not a significant
trend, are what short-term players or traders make
their money or lose their money on. For the long-term
investor, it really shouldn’t matter. But unfortunately
for some, it does. We can’t control the ups and
downs of the market but we should be able to do a
great job in getting 5% in dividends and nearly 1-2%
in franking credits, so we get 6-7% per annum no
matter what happens to our capital.
In a perfect world, we should have created a portfolio
of assets that will consistently return around 7%. If
you had a disciplined approach to buying stocks in
severe market downturns and when there have been
dips like the one we saw between January and
mid-February, then your yields from dividend-stocks
could even be higher than 7%.
For example, on 23 January 2009, only about 50
days before the GFC crash turned into a screaming
buy, the CBA share price went as low as $23.90. If
you had bought shares then on current dividends,
you’d be on a 17% yield before franking!
In an era where term deposits will be low for a long
time, you need to be a great yield chaser. If I was
going to create a perfect fund, it would be one where
the principles would be that I buy the best quality
dividend-paying stocks, especially when markets are
low so I can push up my yield. This would provide the
base and then growth would be the cream on the
cake. Even if the growth was not spectacular, it would
imply a return of over 10% per annum over a 10-year
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period, which is pretty damn good, no, great!
Then as markets do as markets do — go up and go
down — my capital would be at the mercy of the cycle
but my income dividends would be constantly
delivering. And if I bought astutely when markets
were negative, then I’d be building up that income
stream.
Why didn’t people tell us this when we were
younger? Firstly, because a lot of smart people still
haven’t worked this out. Secondly, some smart
people were saying this stuff but we were reading and
thinking about less important stuff. The fact you are
reading this shows how you’re now positioned to get
this investing caper right.
The real moneymakers of the world are in a small
minority and that’s because they act differently from
the majority. They know that Warren Buffett has
nailed it when he says “be greedy when others are
fearful and be fearful when others are greedy” and
the like.
There’s nothing wrong with say allocating 10% of
your portfolio to trading to try for alpha returns and a
bit of adrenalin-lifting fun but your core portfolio needs
to be beta with a kick. The best and most reliable way
of getting this oomph is to shoot for great dividends in
great companies, which over the course of a stock
market cycle will also deliver growth.
Dividends plus growth is an investor’s nirvana!
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 regards to your
circumstances.
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The best managed investment
by Paul Rickard
Investors in Australia’s biggest Listed Investment
Companies (LICs) have seen their investments
crunched on the stock market over the last couple of
months. In a relative sense, shares in these
companies have materially underperformed. Since
the end of February to last Friday, in a period where
the S&P ASX 200 accumulation index added 10.28%,
Argo (ARG) has fallen by 1.5%, while Australian
Foundation (AFI) and Milton Corporation (MLT) have
added just 2.8% and 4.6% respectively.
This underperformance is a function of the share
price premium evaporating and moving back to par,
or in one case, a tiny discount. Potentially caused by
investors taking advantage of the huge premium and
switching into other investments (such as Geoff
Wilson’s new IPO WAM Leaders Limited), it
highlights one of the real problems (some say
opportunities) with LICs, premiums or discounts.
And it is this discussion of premiums or discounts that
leads me to address one of the most frequently asked
questions by investors – which is the best-managed
investment?
While many investors prefer to construct their own
portfolio of direct shares, others see the advantages
of using a managed investment – particularly if they
don’t have a lot of time to follow the market. Some
investors use managers to complement a portfolio of
direct shares – while others go the opposite way and
run a core portfolio with a manager and then invest in
individual shares as the satellite component.
Two of the easiest ways to gain exposure to the
market are through broad based LICs or index
tracking Exchange Traded Funds (ETFs). Listed and
traded on the ASX, both are managed investments.
Whether you choose a LIC or an ETF, and in the
case of the LIC, which one, I maintain should largely
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come down to the premium or discount.
Exchange Traded Funds
Most ETFs are designed to track an index. They are
on “autopilot” – the manager invests and maintains
the investment in accordance with the index. If the
index weight for Commonwealth Bank is 9.4%, very
close to 9.4% of the ETF will be invested in
Commonwealth Bank shares. The Manager doesn’t
try to beat the market – all he/she does is to try to
reduce the index tracking error.
With their low management fees, they should provide
a return that closely matches the return of the index.
Nothing more, nothing less.
The major market cap ETFs are set out below. They
all track broad based indices, with both IOZ and STW
tracking the S&P/ASX 200 (IOZ from 1 December last
year), while VAS tracks the broader S&P/ASX 300.
Fees are very competitive. Performances to 30 April
2016 (after fees) are shown below, as is the
benchmark S&P/ASX 200 accumulation index.
Major Exchange Traded Funds

Click here to download larger image
Returns to 30/4/2016. Source: Respective Managers
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Major Listed Investment Companies
The major advantages of an ETF over a LIC are
improved transparency and market pricing. ETFs
update their NTA every working day, sometimes
intraday (IOZ and VAS), and due to their fungibility
and appointment of market makers, you will buy or
sell an ETF within 0.10%/0.20% of the NTA of the
fund. The premium or discount should always be
small. Unlike LICs, they don’t offer share purchase
plans.
IOZ pays distributions quarterly, whereas STW and
VAS pay half-yearly.
The Major LICs
There are three major broad market LICs – AFIC or
Australian Foundation Investment Company, Argo
Investments and Milton Corporation.
They are big, professionally managed and very
credible investment companies. Milton Corporation,
for example, was listed on the ASX in 1958 and has
paid a dividend to its shareholders every year since.

Click here to download larger image

LICs are actively managed. That said, these broad
market LICs essentially invest in the major blue chip
companies, placing considerable emphasis on
companies that have reliable earnings, pay fully
franked dividends and have an ability to grow these
dividends.

An advantage of LICs compared to ETFs is that they
usually offer share purchase plans, which may allow
shareholders to subscribe for new shares at a
marginal discount to their underlying value or NTA
(Net Tangible Asset value).

An investment précis is set out below.
As the table demonstrates, the funds have, in the
main, marginally outperformed the S&P/ASX 200
accumulation index over longer time periods.
While each fund uses a different benchmark,
comparison to the same index over identical periods
(in this case, the year ending 30 April) makes it easier
to make an informed judgement.
They have had mixed performances over shorter
periods, with AFIC underperforming and Milton
outperforming.
Over 10 years, however, AFIC leads Milton, with Argo
in third place.

Returns to 30/4/2016. Source: Respective Managers

A major disadvantage is that as close ended funds
where new investors become investors by buying
shares from other investors on the ASX, the LIC can
at times trade at a significant premium or discount to
its NTA.
LIC or ETF?
The tables demonstrate that despite their different
investment styles, objectives and benchmarks, the
broad market LICs can be expected to deliver an
index style return plus or minus a fraction, and the
ETFs an index return less a fraction. While this is not
a “given”, the outcome is not that surprising, given
the concentrated nature of the domestic share market
and the relatively conservative investment style
adopted by the LICs.
So, the answer to the question LIC or ETF? comes
down to the premium or discount that the LIC is
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trading at.
The graph below shows Argo’s share price
compared to the underlying NTA. At times, it has
traded at a discount of up to 15% (typically in bear
markets), and at other times, a premium as high as
17% (typically in bull markets). More recently, this
range has narrowed to 10% either way.
Argo’s Share Price to NTA – Relative
Premium/Discount

Estimated Discount/Premium (as at 13 May 2016)

*NTA estimated by Switzer Super Report, based on
reported 30 April NTA adjusted for the movement in
the S&P/ASX 200 Accumulation Index
Using an assumption that the LIC will outperform the
ETF by around 0.40% pa (or say 2% flat over a 5
year period), then the question can be answered as
follows:
If the LIC is trading at a discount or a small premium
(say < 2 or 3%), then invest in the LIC%;
otherwise, invest in the ETF.

Source: Argo
Over the last 12 months, most of the LICs have been
trading at premiums, sometimes over 10%.
However, the premium has been smashed over the
last couple of months, and has now closed right in.
Two of the major LICSs closed Friday at a small
discount!
Discount/Premium (as at 30 April 2016)

While there is arguably a little more variability in the
return from the LIC than the ETF (because the former
is actively managed), the flipside is that its return may
indeed be better than 0.40% pa. There is also some
manager risk – so you may want to spread any
investment across two LICs.
Calculating the premium or discount
LICs are required to publish their NTA each month
(ASX announcement, plus on their website), which is
generally available by the 5th working day of the
following month.
At other times, you can quite accurately estimate the
NTAs for the broad market LICs. Take the last
published NTA, and adjust it up or down by the
percentage movement in the S&P/ASX 200 since the
calculation date (i.e. end of month). To calculate the
premium or discount, compare the estimated NTA
with the current market price on the ASX.
Which one?

*NTA sourced from Company Reports

My ranking of the ETFs (based on management fees
and index tracked) is:
1. VAS (Vanguard)
2. IOZ (iShares)
3. STW (SPDR))
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There is very little in this assessment – any of these
ETFs could be selected. It is heavily influenced by
fee, and a longer-term view that smaller companies
will, in time, do better and hence a preference to opt
for a broader index (the S&P/ASX 300 rather than the
S&P/ASX 200). IOZ, with its quarterly distribution,
may suit some investors.
With the LICs, Milton Corporation has the best
short-term performance, and is first in the five year
and second in the 10-year measures. While it is a
fraction more expensive in the premium/discount
stakes, the differences are pretty small. Argo
marginally gets the nod over AFIC for second spot.
Again, in a very tight race, my ranking for the LICs is:
1. MLT (Milton Corporation)
2. ARG (Argo)
3. AFI (Australian Foundation Investments)
Buy LICs
Overall? The broad based LICs are now attractively
priced. With almost no premium, long-term investors
looking for broad-based exposure should consider
LICs in preference to index based ETFs.
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 regards to your
circumstances.
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Hold the phone – a telecommunications retail
stock
by Roger Montgomery
It is said that investing in ‘growth’ companies can be
riskier than large ‘blue chips’ companies. However
many large blue chip companies are mature and
don’t grow. What then could be riskier than being
assured of zero growth? How would one maintain
their purchasing power?

smartphones began to dominate in 2007/2008,
FoneZone was unable to obtain stock from major
brands and quickly lost market share.

The key to successfully staying ahead of the rising
cost of living is to invest in businesses that grow.
Whether the company is small or large, new or
established, is less important than whether it’s future
earnings are ahead of the past. And this will be a
function of how well it conducts its business in the
future– after all.

Having understood the weakness of Fone Zone,
management moved to develop the network of TLS
retail stores. These stores notably had a much easier
time securing stock, particularly iPhones, since the
relationship with Apple Inc. (NASDAQ: AAPL) was
managed by Telstra itself.

To determine whether the prospects for a firm are
bright or not, we rely on evidence and remove the
labels of ‘growth’ and ‘blue chip’, instead
evaluating all companies in an unbiased way. In using
this approach at Montgomery, we’ve found some
fantastic opportunities and one worth sharing with you
for your review is Vita Group Limited (ASX: VTG).
VTG is an Australian electronics and
telecommunications reseller comprised of six brands;
One Zero, Fone Zone, iConcierge, Next Byte, Vita
Networks and Sprout Accessories. In addition, it
operates 100 Telstra retail stores and 17 Telstra
Business Centers (TBC’s) from which virtually all of
the company’s earnings are generated.
Vita Group-run Telstra stores are operated under a
Master Agreement between Telstra Corporation
Limited (ASX: TLS) and VTG. The agreement limits
VTG to 100 retail outlets and provides terms around
their relationship but before you believe this limits the
growth we described as important earlier, read on.
VTG historically operated a large network of
FoneZone stores, which was an early beneficiary of
increasing mobile penetration in Australia. As
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The franchise has struggled ever since and now
contributes virtually no profit to Vita Group.

The company’s competitive advantage can attributed
to two sources; First, the brand name of Telstra
affords VTG a range of benefits. Telstra is a widely
recognized brand in Australia and carries a
perception of quality in telecommunications,
particularly in terms of mobile reception coverage and
connection reliability.
The Telstra network in Australia is widely regarded as
superior to that of its competitors and VTG benefits
from this advantage via the large customer base
attracted to this offering. TLS also has a substantial
marketing budget ($421m in FY15) of which VTG also
implicitly benefits from at no additional cost.
The firm’s second competitive advantage is its sales
culture. The firm places a high emphasis on
employee’s abilities in achieving sales targets (as a
function of attachment rates, sales dollars volumes
and number of transactions over certain time
intervals).
We expect that many would disregard culture as
being a true competitive advantage but this approach
has proven to be effective. Not many firms in retail
can sustain like-for-like EBITDA growth of >20% for
many years.
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This will likely plateau in future, however, even less
aggressive rates of growth are value accretive.

Vita Group Limited (VTG)

Originally, management expected that at maturity, the
Telstra retail stores would generate EBITDA of $250k
p.a. This was soon exceeded, is now over $500k per
store, and management expects further growth,
boosted by product launches that have a positive
impact on profitability.
The upcoming opportunity for commissions earned by
VTG-operated stores will be driven by the migration
from the copper network to the NBN network. In a
market of circa 10 million households, hundreds of
millions in potential commissions are available to
operators facilitating the switch and it will arguably
have the largest impact on the smaller operators.
Consumers are also downloading more data than
ever on smartphones, and while the cost per gigabyte
of data has fallen, commissions have not been
negatively impacted – in fact, commissions and
hence earnings per store are rising as VTG cross
sells data plans, warranties and accessories.

Source: Yahoo!7 Finance, 16 May 2016.
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 regards to your
circumstances.

VTG is also pursuing growth in the small & medium
enterprise market. Telstra has divided Australia into
78 ‘zones’ and VTG is seeking to be in twenty or
twenty-two of these with circa 30 Telstra Business
Centres.
Implementing many of the same tactics that
generated superior profitability in its retail stores, VTG
expects to be successful in the commercial space.
Whilst VTG may not be considered a true ‘blue
chip’, it has the required qualities to grow its earnings
at a decent clip, and little exposure to the boom and
bust cycles of commodity markets or increasing
regulatory burdens that many much larger companies
are currently facing.
We were fortunate at Montgomery to acquire our
shareholding in VTG at prices well below its $3.40
price today.
In our view however there still appears to be value
and upside based on even a conservative estimate of
future earnings.
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
In the good books
ARISTOCRAT LEISURE LIMITED (ALL) Upgrade
to Outperform from Neutral by Credit Suisse and
Upgrade to Buy from Neutral by UBS B/H/S: 6/0/0

Hence, the broker upgrades to Accumulate from
Hold. Target is steady at $3.50. The broker believes
Fortescue Metals has one of the most compelling
valuation metrics in the sector.

The company’s update suggests FY16 earnings are
likely to be 20% above Credit Suisse’s forecasts.
The performance has been fuelled by gains in
Australian market share, digital and the US market
gains in Class III gaming.
The broker expects earnings growth to slow but the
base is considered now to be much higher. Credit
Suisse upgrades to Outperform from Neutral. Target
is raised to $13.00 from $10.50.
The trading update suggests a 66% increase in the
first half profit, with UBS observing the performance is
underpinned by growth in North American Class III
premium gaming, sales in Australia and the digital.
The broker upgrades forecasts by 22% for FY16 and
27% for FY17. UBS also envisages participation in a
higher multiple business versus outright sales with
stickier recurring revenue as more valuable.

MYER HOLDINGS LIMITED (MYR) Upgrade to Buy
from Neutral by UBS and Upgrade to Hold from
Sell by Ord Minnett B/H/S: 2/5/0

The broker changes analyst and reviews its numbers,
upgrading to Buy from Neutral. Target is raised to
$12.88 from $9.75.

March quarter sales were solid in a challenging
market, UBS observes. Like-for-like momentum is
pleasing and the broker suggests the investment in
labour and new brands is gaining traction.

FORTESCUE METALS GROUP LTD (FMG)
Upgrade to Accumulate from Hold by Ord Minnett
B/H/S: 3/2/2
Iron ore prices have slipped 12% in the past week to
US$56/t and are now at a level that reflects near-term
fundamentals in Ord Minnett’s view. The broker still
expects prices to move down 10% this year but no
long considers the price a risk to drive the stock.
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Guidance for a fall of 7-15% in underlying profit in
FY16 was reiterated. UBS, while considering it still
early in the turnaround, believes management is
making progress and the stock is looking cheap
versus its discretionary peers.
The rating is upgraded to Buy from Neutral. Target is
$1.25.
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Myer reported a better-than-expected result in the
March quarter, with sales up 3.4%. Ord Minnett
reviews its outlook and upgrades to Hold from Sell for
the first time since 2011. Target is raised to $1.40
from $1.10.
The main reasons for the upgrade are that the poor
performance over many years has provided a
springboard for management that has been
underestimated. Furthermore, recent data has been
better than expected and the opportunities for
reducing space and brands are more obvious.

The broker is also not satisfied with the explanation
for the Chairman’s sudden departure. Hence, until
AMP can demonstrate greater stability in its more
troubled division, the broker downgrades to Neutral
from Buy. Target is reduced to $5.50 from $6.30.
Earnings Forecasts

In the not-so-good-books
AMP LIMITED (AMP) Downgrade to Neutral from
Buy by UBS B/H/S: 6/2/0
First quarter cash flows were soft but broadly in line.
The broker is more concerned about the
re-emergence of significant losses in wealth
protection, as it had expected that most business
would perform reasonably well and contribute to mid
single digit earnings growth.

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 regards to your
circumstances.
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Super Stock Selectors – Origin, Macquarie,
AMP and Ramsay
by Staff Reporter
It’s a mixed bag of stock selections this week, with
everything from healthcare to banks and major oil
giants featuring in our experts’ stable of picks.
Energy company Origin is in the good books for
Morgans’ managing partner Raymond Chan. He
says the company’s Australian Pacific LNG (APLNG)
project is “ramping up OK,” and that the balance
sheet looks good after last year’s capital raising.
Chan has also placed two large-cap health stocks –
Ramsay Health Care and Sonic Healthcare – in his
bad books. He says that while they have run along
with the local market (up 8% over the past month and
9.3% over the past quarter – similar to the ASX
performance) earnings growth remains subdued and
valuation “appears stretched.”
But Senior Portfolio Manager at Prime Value, ST
Wong, has a different opinion on Sonic Healthcare.
He’s optimistic on the concessions pathologists have
received from the Coalition to defer changes to the
bulk billing incentive, along with the “assistance to
reduce rentals related to pathology collection
centres.’’
BlueScope Steel is out of favour with Wong, as the
company’s share price will likely be dented from the
softer Chinese data in April.
The strong financial health of online automotive
classifieds business, carsales.com, has earned its
position in the likes list of Lincoln Indicator’s Elio
D’Amato.
“With the aim of being the number one provider in all
markets, the company continues to extend its
presence internationally, particularly in Latin
America.”
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He’s not concerned the company’s domestic
operations look relative mature, due to expectations
that future growth will come from its overseas
exposures.
Evan Lucas of IG Markets says Macquarie Group is
on his watch list and is the best way to play the falling
Aussie currency.
Lucas’ optimism was mirrored by our Switzer Super
Report expert Paul Rickard, who made the call that
Macquarie was in the buy zone at levels around $65.
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Just one week after making that call, the share price
has surpassed $71!
CMC markets’ Michael McCarthy said that with
Papua New Guinea up and running and a bit of
sniffing around Oil Search from global energy giants,
it’s possible the company could receive a potential
takeover bid (should the company’s price fall
substantially).
“On the other hand, upward pressure on gas prices
may see some PNG gas diverted to Australia. In my
view, limited downside and huge long-term upside
potential.’’
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 regards to your
circumstances.
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