Monday 4 April 2016

Moving in the right direction
Last week my mate Michael McCarthy from CMC Markets made the big call that our market could rise
to 5900. Today, I outline eight “must happen” events that will be needed if the market is to move
higher.
Also in today’s Switzer Super Report, Paul Rickard provides an update on our model portfolios for the
month and Montgomery’s Chris Demasi gives us his pick on two bargain retailers beyond our local
shore.
Sincerely,

Peter Switzer
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What can drive stocks to 5900 this year?
by Peter Switzer
So what’s going to turn around the current stock
market sentiment that could make CMC Market’s
Michael McCarthy end up being right, with his 5900
call for the S&P/ASX 200 index by year’s end?
Let’s list what “must happens” we have to see show
up and then test to see if each one has a high or low
probability of happening.
First, Wall Street has to set a positive lead as I can’t
see our stock market rising while the US market is
sliding. That said, I could see our market rising at a
faster rate because the S&P 500 is only 60 points off
its all-time high of 2130.82 back in July 2015.
Its pre-GFC high was 1549.38, so the market is now
33% higher than it was. And since the closing low on
3 March 2009 of 696.33, this market is up 197%! For
us, our 6 March low was 3145.50 so our market is up
only 60%. You can see why I say we are overdue for
a catch up or, perish the thought, the Yanks might
have to crash!
Second (and this might address the scary issue I
alluded to in the sentence above), the US economy is
doing enough to debunk the crash-urgers, who, since
January this year, have been pedaling recession in
the USA-talk. Friday’s 215,000 jobs and the better
than expected ISM manufacturing data powered a
near 200-point turnaround for the Dow Jones index
and really helps us believe that the US economy is
progressing, albeit at a pace that doesn’t please
everyone. A good US economic recovery is very
credible.
Third, China needs to do OK and better than what the
doomsday merchants out there are saying about the
world’s second biggest economy. Last week, the
Chinese manufacturing purchasing managers index
rose from 49 to a 9-month high of 50.2 in March. The
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PMI gauge for the services sector rose from 52.7 to
53.8. Any reading above 50 indicates expanding
activity. Also, the private sector Caixin PMI for
manufacturing rose from 48 to a 13-month high of
49.7 in March and above forecasts of 48.2.
This is what CommSec’s Craig James said of the
data: “The improvements in both manufacturing and
services sector activity levels in China are
encouraging. China is Australia’s largest trading
partner by a large margin. And China is attempting to
rebalance activity away from construction,
manufacturing and mining to service sectors like
retailing, financial services, hotels and food services.
So today’s data is encouraging, indicating that the
transition remains on track.”
The strength of China is important to oil, iron ore and
other commodity prices and could also help change
negative views on the likes of our banks, which some
think are too exposed to miners. These views are not
right but perceptions are important and the world
might have the wrong idea about our housing sector
too and its threat to our banks. However, as I say,
perception is everything.
China sticking it to its doubters would be good for
commodity prices and our stock market. How likely is
this? It’s no certainty but I think the Chinese
Government is hell-bent to keep growth above 6.5%,
so it’s possible.
Fourth, on the subject of oil prices, these need to
stabilize and stay away from the $US25 a barrel level.
Low oil prices are helping many economies and
businesses but stocks are being slugged, especially
in the US, where the S&P 500 has a lot of important
companies where the bottom line is not helped by
falling oil prices.
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CNBC’s Helima Croft, the global head of
commodities strategy at RBC Capital Markets thinks
oil heads up to $US50 a barrel from its current level
of around $US38. She’s pinning her hopes on an
agreement of some kind at the April 17 meeting of
OPEC and non-OPEC oil producers.
“Their decision to come out and even mention a
freeze was a catalyst for the rally that recently pulled
crude to within view of $40, Croft said. “As we look
towards the 17 April meeting, I don’t think Saudi
Arabia would even show up in Doha if there wasn’t
going to be an agreement,” said Croft.
Other analysts think oil could fall back below $US30
but that could be the result of failure at the 17 April
get together in Doha. Stocks are bound to head in the
same direction as the oil price. I think an oil
agreement of some kind that is good for prices must
be a positive for all producers, so I’m punting on
Croft’s call but it’s not a certainty of a Winx-kind.
(That’s one for racing enthusiasts!)
By the way, if the three “must happens” above all
show up, then I’d expect iron ore prices to sneak up
too and that would be good for the S&P/ASX 200
index.
Fifth, the Oz dollar needs to sink back towards 70-72
US cents, which would mean the US greenback
would be higher but the Yanks have to get used to
normalcy, where a good economy has a stronger
currency as interest rates rise. A lower local dollar will
support economic growth, employment and company
profits, which should help stocks head up.
This is one that might be hard to pull off, as the US
stock market seems immaturely scared of rising
interest rates and a stronger dollar.
Sixth, Europe needs to keep on the economic
comeback trail. Economist.com only two days ago
had this to say about the Eurozone: “For the first time
in years, however, the euro zone’s economy is not
foremost among the worries. It grew in 2015, for a
second consecutive year; unemployment rates
around the periphery are falling; and “Grexit” has
again been averted.” But it added: “Yet some caution
is in order.”

Monday 04 April 2016

It faces challenges from ‘Brexit’, the Syrian refugee
influx and then there’s terrorism. Britain’s exit from
the EU would not be good for the UK, nor the
Eurozone and like the Grexit of last year, the
speculation is not good for confidence. However, the
refugee and terror threats will force fiscal spending,
which could actually help economic growth.
Undoubtedly, the euro has to remain competitive and
according to the Economist: “Take away the growth,
of nearly a percentage point, attributable to trade, and
Europe’s nominal GDP rose by just 2% last year.” I
am quite bullish on Europe so I think they could be a
plus for 5900.
Seventh, I’d like to throw in a better than expected
Japanese recovery but they really have growth
problems there. These are structurally-linked to their
failure to embrace the kinds of microeconomic
reforms we endured under Treasurers Paul Keating
and Peter Costello. These changes, along with some
good luck from the mining boom, explain why we
have grown for 25 years without a recession. If Japan
does well, which I have some doubts about, it would
be a bonus.
Eighth, a US election result that does not spook
everybody, which clearly means Donald Trump can’t
win! This guy is crazy and today’s headline proves
the point, with Reuters trumpeting: “Trump predicts
‘very massive’ recession in US!”
Economists don’t agree. “Nobody can predict what
the stock market is going to do,” Rajeen Dhawan,
director of Economic Forecasting Center at Georgia
State University, said. “I cannot predict a stock
market crash, so I cannot predict a recession. I don’t
see any of the reasons for a recession going forward
unless there is a huge problem with the market or
there is some catastrophic world event which is
beyond the scope of economics.” (Reuters)
The Democrats are screaming that Trump’s
comments “undermine the economy” and they are
right. The US and world economy don’t need Trump
and neither does our stock market. I reckon Trump
will be trumped by good sense but I wouldn’t put too
much money on it.
If the above “must happens” happen, then we are a
good chance to see 5900 this year on our S&P/ASX
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200 index. Also, it’s worthwhile to point out that US
presidential election years have been historically
good for stocks.
Of course, we are in a slow, grinding higher economy
— here and globally — so we might have to wait until
2017 to see Macca’s big call but I’m fairly confident
that we will head in this right direction if a lot of my
“must happens” materialise. As you can see, they
are not ‘pie in the sky’ — they are possible and pretty
probable.
I’ll be monitoring all these, so watch this space.
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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Income portfolio surges in March
by Paul Rickard
With the ASX rallying by more than 4% in March, our
model portfolios made strong gains. Our income
portfolio surged due to the performance of defensive
stocks like Medibank and Sydney Airport, and is now
(just) back in the black.
Year to date, our income portfolio has outperformed
the index by 2.75%, while the growth portfolio has
underperformed by 1.23%.
The purpose of these portfolios is to demonstrate an
approach to portfolio construction. As the rule sets
applied are of critical importance, we have also
provided a quick recap on these.
Portfolio recap
In January, we made some adjustments to our
Australian share ‘Income Portfolio’ and ‘Growth
Oriented Portfolio’ (see here).
To construct the income portfolio, the processes we
applied included:
we used a ‘top down approach’ looking at
the industry sectors;
so that we are not overly exposed to a market
move, we have determined that in the major
sectors (financials and materials), our sector
biases will not be more than 33% away from
index;
we require 15 to 20 stocks (less than 10 is
insufficient diversification, over 25 it is too
hard to monitor), and have set a minimum
stock investment of $3,000;
we confined our stock universe to the ASX
150;
we have avoided stocks from industries where
there is a high level of exogenous risk, such
as airlines;

Monday 04 April 2016

for the income portfolio, we prioritised stocks
that pay fully franked dividends and have a
strong earnings track record; and
within a sector, the stocks are broadly
weighted to their respective index weight,
although there are some biases.
The growth-oriented portfolio takes a different
approach in that it introduces biases that favour the
sectors that we judge to have the best medium term
growth prospects. Critically, it also confines the stock
universe to the ASX 150 (there are many great
growth companies outside the top 150).
Overlaying these processes were our predominant
investment themes for 2016, which we expected to
be:
Continued low interest rates (yield sectors will
continue to perform);
The US Fed will be very cautious about
further US interest rate rises;
AUD at around 0.70 US cents, but with risk of
breaking down;
Commodity prices remaining weak;
A positive lead (or at least not a negative
lead)from the US markets; and
Growth running below trend in Australia.
Performance
The income-oriented portfolio to 31 March is just in
the black (flat) and the growth=oriented portfolio is
down by 3.98% (see tables at the end). Compared to
the benchmark S&P/ASX 200 Accumulation Index
(which adds back income from dividends), the income
portfolio has outperformed the index by 2.75% and
the growth-oriented portfolio has underperformed by
1.23%.
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All sectors positive in March
After a pretty horrible first two months of the calendar
year, the S&P/ASX 200 added 4.7% in March to finish
the quarter down 2.8%. All sectors made headway in
March. The biggest sector financials, which by market
weight represents 39.1% of the index, recorded the
strongest gain in the month of 6.7%. However,
reflecting ongoing market concerns about capital and
credit provisioning with the major banks, and a
negative lead from offshore markets, this sector is still
the worst performing sector this year, with a return of
-9.7%.
Income Portfolio
With the AUD moving higher on the back of a
weakening USD, gains in those sectors more
exposed to stronger currency were muted. For
example, the health care sector only added 0.3%
during the month.
After a horrid start to the year, firming iron ore, copper
and gold prices helped to push the materials sector to
a 6.1% gain. The energy sector also rose, and is now
almost flat for the year, with a return of -0.8%.

The income portfolio is underweight materials stocks
and marginally overweight financial stocks.
Otherwise, the sector biases are relatively small. In a
bull market, we expect that the income-biased
portfolio will underperform relative to the standard
S&P/ASX200 price index due to the underweight
position in the more growth-oriented sectors and
stock selection being more defensive, and conversely
in a bear market, it should moderately
outperform. Strong performances from some of the
more defensive stocks such as Medibank, Sydney
Airport and Dexus are offsetting the losses on our
holdings in the major banks. At this point in time, we
don’t see any compelling reasons to change the
sector weightings or stock mix of the portfolio.
The portfolio is forecast to generate a yield of 5.26%
in 2016, franked to 84.2%. The inclusion of Dexus
and Sydney Airport, while adding to the defensive
qualities of the portfolio, drags down the franking
percentage. By face value, approximately 66% of
companies have paid a first half dividend, generating
just under 1.5% in income, franked to 96.7%. Despite
the greater than expected cut by BHP to its dividend,
the portfolio is on track to meet its dividend
forecast. Our income biased portfolio per $100,000
invested (using prices as at the close of business on
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31 March 2016) is as follows:

of their remuneration through performance fees.
Macquarie has also got caught up in this sentiment,
losing 20% in price. While the underperformance of
the portfolio against the ASX 200 index is
disappointing, it is in part a function of the top 20
stock bias of the portfolio and we don’t see any
compelling reasons yet to change the sector
weightings or stock mix of the portfolio. Our
growth-oriented portfolio per $100,000 invested
(using prices as at the close of business on 31 March
2016) is as follows:

* CYBG Plc demerged from National Australia Bank
in Feb 16, on 1:4 basis
Click here to download an Excel file of both portfolios
Growth Portfolio
The growth portfolio is marginally overweight the
sectors that will benefit from increased consumer
consumption or a lower AUD; marginally underweight
or index-weight the yield sectors (financials, utilities,
telecommunications and consumer staples); and
underweight the commodity exposed sectors
(materials and energy). Despite healthcare being the
best performing sector over the last three years, we
have elected to maintain an overweight position as
the demographic factors are so strong.
A stronger AUD in March impacted on the
performance of a number of stocks including CSL,
Ramsay, Resmed, Brambles and Westfield. Each is a
high quality company in its own right, and while the
strengthening currency is a concern in the short term,
it doesn’t negate our view that over the long term,
these stocks will grow their earnings as measured in
AUD.
BT Investment Management has lost 25% this year
as the negative sentiment on equity markets in the
early part of the year hit fund managers who earn part
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* CYBG Plc demerged from National Australia Bank
in Feb 16, on 1:4 basis
Click here to download an Excel file of both portfolios
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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2 bargain retail stocks
by Christopher Demasi
The life of an American bricks and mortar retailer has
been tough going for some time now. But in a niche
corner of the market, off-price retailers TJX
Companies (NYSE: TJX) and Ross Stores (NASDAQ:
ROST) are performing strongly as their unique
business model benefits from changes in consumers’
habits. And the shares of both companies look very
appealing for savvy global investors.
Last year punctuated a challenging environment for
traditional retailers in the United States that has
persisted for some years now. To begin with, total
retail sales for the calendar year 2015 grew just 2.1%,
the slowest rate since 2009. At the same time
Amazon and other online merchants have relentlessly
taken share of the US consumers’ wallet by
providing a cheaper and more convenient way to
shop. Even competition within the space has been
white hot. Some of the biggest department store
operators – like JC Penney, Sears and Macy’s –
have permanently shut stores shrinking their
networks. Discounting has become mainstream. But
something different has been happening at TJX and
Ross.
TJX and Ross are the two largest off-price retailers in
the US. TJX operates a network of more than 3,600
stores and generated over US$30 billion in sales in
the last year. Ross has almost 1,500 stores and turns
over about US$12 billion annually. The companies
make money from buying out of season and over run
stocks from fashion labels and traditional retailers,
like the (struggling) department and chain specialty
stores, at deeply discounted prices and offering
consumers the chance to score great bargains on
branded merchandise – the thrill of the bargain hunt if
you will. It’s a trend that has only been accelerating
since the crisis and recession years of 2008 and
2009.
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TJX Companies

Source: Yahoo!7 Finance, 4 April 2016
Key to the business model is an organization of savvy
merchandisers and low cost structure. Executive
buyers at TJX and Ross make opportunistic
purchases and make life easy for manufacturers with
flexible terms. This enables apparel and products to
be sourced at low prices, which can then be passed
onto bargain-hungry shoppers. And it’s working.
For the past three years, TJX has grown sales at an
average rate of 6% each year and Ross has similarly
grown at 7% annually.
At both companies, the growth has been driven by a
strong balance of opening new stores and turning
over more merchandise at existing stores.
When bell weather retailers were complaining of the
impact of poor weather in the last few months of
2015, TJX and Ross reported year on year growth in
sales at existing stores of 6% and 8% respectively.
They also increased their collective store base by
more than 300 compared to the year prior. And there
is still more to come.
Ross Stores
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Source: Yahoo!7 Finance, 4 April 2016
TJX and Ross have a wonderful opportunity to
continue rolling out new stores in the coming years.
While thousands of stores would signal saturation in a
small market like Australia – think that David Jones
and Myer have around 100 stores combined, and
nation-wide retail chains like Harvey Norman and JB
Hi-Fi can run 200 to 300 stores – it’s just the tip of
the iceberg in the United States. Taken together, the
off-price giants still represent less than 1% of almost
$5 trillion in annual US retail sales.

Chris Demasi is a portfolio manager at Montgomery
Global Investment Management.
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.

Importantly, TJX and ROST have demonstrated that
they can translate this top line growth into strong
profitability for shareholders. Operating margins are
currently low teens percentages at both companies.
But with limited capital employed, returns on business
assets have typically been 60%-plus.
At their current share prices, TJX and Ross trade on
trailing PE multiples of around 23x. That may seem
expensive at first blush, especially in the context of
the broader US equities market, which trades on 19x
trailing PE. But after accounting for superior growth
prospects and strong returns, these stocks are
bargains. Maybe even better than the bargains
available to loyal shoppers on the racks and shelves
of TJX and Ross across America.
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
For the week ending Friday, 1 April 2016, we have
registered the grand total of two recommendation
upgrades for individual ASX-listed stocks and one
sole downgrade. ANZ Bank proved the sole recipient
of a downgrade (to Hold) post additional provisions
for bad debts and it is difficult to not see the
symbolism in that observation against the current
market background.

the company holds and momentum in lotteries.

In the good books

In the not-so-good books

Tabcorp Holdings (TAH) Upgrade to Neutral from
Sell by UBS B/H/S 2/3/2

Australia & New Zealand Banking Group (ANZ)
Downgrade to Hold from Buy by Deutsche Bank
B/H/S: 4/3/1

The shares have underperformed the ASX200 by
12% since the first half results, UBS observes. The
stock is now trading at its lowest premium since
November 2012 and, with market expectations having
re-based, the broker upgrades to Neutral from Sell.
Competition continues to build up, with the new focus
on digital. While Tabcorp’s digital share fell
marginally in the first half, UBS expects an
improvement going forward.
Tatts Group (TTS) Upgrade to Buy from Neutral
by UBS B/H/S: 4/2/1
UBS likes the long-dated exclusive lottery licences
held by Tatts and believes new products and
distribution will ensure that the long-term average
sales growth of 4.4% is achieved over the next 3-5
years. The under investment in the retail offering
means a turnaround in UBET is likely to prove
challenging and the broker believes there is also
downside risk to forecasts of 3.0% if wagering misses
FY17 forecasts by 10%.

The update on bad debt guidance, which was
delivered just five weeks ago, proves disappointing
for Deutsche Bank. The bank indicated the
deterioration reflected a small number of resource
exposures rather than a general worsening of the
credit environment.
The broker suspects, given the bank’s overweight
position in resources and institutions, plus the credit
outlook in Asia being uncertain, that the prospect of
closing the valuation discount to its peers is low for
the short term.

Earnings Forecasts

Still, the broker believes downside risks to the share
price is limited, given the strategic value of the assets
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Super Stock Selectors – ANZ and Wesfarmers
by Christine St Anne
This week, CMC Markets’ Michael McCarthy makes
a big contrarian call – he puts ANZ (ANZ) on his likes
list. The stock is currently in the not-so-good books in
Buy Hold, Sell – what the brokers say.
McCarthy doesn’t believe the bank confronts a debt
crisis after it announced it would take a $100 million
in credit provisions and market concerns remain
about further doubtful debts. With the share price
under pressure, a dividend yield (with franking) close
to 11% and the stock trading at a price-to-earnings
(PE) around 9.5 times, McCarthy is “happy to add to
holdings”.

contribution from the corporate segment, offsetting
some weakness arising from the NBN margin
pressure”. He also notes that its purchase of AAPT
and iiNet now “successfully integrated”, will position
the company for further earnings growth.
In contrast, SPO will struggle to deliver earnings
because the business is “highly reliant on renewal of
contracts in order to sustain revenue”. The company
also recently downgraded earnings guidance due to
unexpected costs.

McCarthy doesn’t like Wesfarmers (WES). While the
conglomerate responded quickly to the distortion of
revenue numbers at Target, McCarthy says that the
“revisions undermine the rationale for viewing WES
as superior to Woolworths (WOW)”.
“The retail wars may be heating up, and at a lofty
valuation WES share price could be vulnerable. This
is on top of further potential rotation away from
consumer staples into discretionary, which will
increase share price pressure,” McCarthy says.
In the materials sector, Morgans’ Raymond Chan
has put BHP Billiton (BHP) on his likes list but he
doesn’t like Arrium (ARI). He notes BHP’s price is
attractive despite last week’s fall in oil price. He does
not like iron ore miner and steelmaker Arrium (ARI)
because of the company’s debt levels. Today, the
company announced a trading halt after its lenders
rejected its recapitalisation plan with GSO Partners.
Lincoln Indicators’ Elio D’Amato likes TPG Telecom
(TPM) but not industrial stock Spotless Group
Holdings (SPO).

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.

D’Amato says that TPM announced a “particularly
strong” half-year 2016 result with “increased
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Don't miss this!
Catch up on the latest Switzer Super Report webinar with our special guest, Julia Lee of Bell Direct.
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