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As the year closes, our 2017 bull case targets for 
the S&P500 and the S&P/ASX200 of 2,600 and 
6,000 have been met. Momentum is still positive 
and is likely to take global equities markets higher 
in the near term.

Without forecasting closing year index levels, 
we believe the U.S. and Australian equity 
markets will close 2018 at a lower level than the 
exit level of 2017. The magnitude and cause of a 
market correction is difficult to predict. Investors 
are currently oblivious to an exogenous factor 
but there is abundant fertile ground in which one 
can sprout. 

In 2017 global equities markets, led by the U.S., 
enjoyed a Trumping time. In 2018, they may well 
suffer a Thumping. Risk assets have enjoyed an 
extremely favourable environment. Excess liquidity, 
low interest rates and a high level of complacency 
have driven risk asset values to high, and in many 
cases, very stretched levels. U.S. markets have 
been supported by significant growth in passive 
investments led by value agnostic exchange traded 
funds and a record level of share buybacks.

While the synchronisation in global economic 
growth is a positive there is little synchronisation 
in the monetary policies of global central banks. 
The U.S. Federal Reserve is tightening. While the 
presses of the European Central Bank and the Bank 
of Japan are still printing, albeit at a slower rate, 
they are still adding liquidity to their respective 
systems. The Bank of China is slowing credit 
growth which will have implications on China’s 
economic growth in 2018 and beyond.  

2018 will see the clash of monetary and fiscal policy 
on a major scale. The clash of the largest U.S. 
monetary tightening process in history with equally 
the largest ill-timed non-wartime fiscal stimulus.

As the U.S. Federal Reserve embarks on a five to 
six-year monetary policy tightening journey to 
normalise its balance sheet and interest rates, the U.S 
government is on the brink of major tax reform which 
could add US$1.4trn plus to the deficit in addition to a 
promised US$1trn boost to infrastructure spending 
over 10 years. As GDP growth accelerates, fiscal 
policy should be moderating, not expanding. This 
clash will potentially make the task of the new 
Chairman of the U.S. Federal Reserve Jerome Powell 
and the Federal Open Market Committee (FOMC) 
more difficult.

Record U.S. margin debt cannot be ignored. It 
currently stands at over US$580bn and is at a 
record level relative to U.S. GDP at 2.9%, higher 
than both the peaks prior to the collapse of the 
2000 dot.com boom and the GFC. Nor can the rapid 
build up of funds in open-ended equity exchange 
traded funds (ETFs). Equity ETFs will attract over 
US$300bn in 2017, with November end totals at 
US$294bn. This is more than the whole ETF 
industry, which boasts funds over US$3.4trn, has 
ever previously attracted in one year.

With major U.S. market indices making new 
records over 60 times in 2017, it is little wonder 
the flow of funds has reached current levels. The 
fear-of-missing-out (FOMO), high levels of 
complacency/low volatility and low costs have 
combined to drive ETF exuberance.

When the market turns, the untested redemption 
phase could be associated with a violent and 
volatile correction. When greed turns to fear, it is 
unlikely investors will treat EFTs as long-term 
investments and watch profits evaporate. They are 
likely to act, which could trigger market volatility, 
as computers rather than humans transact.

Risk assets on the tear in 2017
Low risk-free rates of return, no better reflected by 
negative yields on several European sovereign 
bonds, including Spain and Italy, was a perfect 
backdrop for a feeding frenzy in the global risk 
asset space. The yield on European junk bond 
funds edged below U.S treasuries. And Bitcoin 
mania epitomises the intensity and 
competitiveness of the Risk Asset Stakes.

Forecast 2018
Could it be a Dog of a year 
for financial markets?
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Despite widespread criticism, at least the size of 
the Bitcoin pool is capped at 21 million coins. That 
cannot be said of the global liquidity pool which 
has expanded rapidly as the printing presses of 
global central banks worked at a frenetic pace, 
devaluing the pre-existing pool.

policy compared with the Chinese building 16 lane 
highways and a horizontal/vertical fast train network 
linking major and regional cities. This fiscal 
investment has been one of the cornerstones of the 
successful migration of the country’s population and 
the dramatic change in the demographic blueprint.

Australia – Household consumption the key
The Australian household sector is too big to fail. 
The country’s economic growth is more dependent on 
the sector than the combined influences of total 
investment, both government and private sector, net 
exports and construction. It is responsible for 
between 55 and 60% of GDP growth. Record 
household indebtedness is the main reason the 
Reserve Bank of Australia cannot lift interest rates 
for fear of pushing the sector to breaking point and 
the country into recession. The U.S. economy is 
almost 70% reliant on consumption, but the 
household income/debt ratio is considerably lower.

Tepid wages growth, below inflation, sees real 
household disposable income back-peddling and 
Australia’s standard of living ebbing. The pressures 
are clearly revealed in sluggish retail sales, with 
year-on-year growth of 1.6% in October, the lowest 
growth in decades. (Exhibit 3)

We forecast GDP growth around 2.5% for 2018. Net 
exports will lift after a disappointing 3Q17 
contribution with capital goods imports basically 
offsetting resource and LNG exports. 4Q17 got off to 
a poor start with a surplus of just $105m down from 
$1.6bn in September. Queensland LNG exports will 
reach capacity in early 2018 adding to the net export 
contribution. Offsetting could be lower iron ore and 
coal export volumes and prices as Chinese fixed 
asset investment (FAI) growth continues to abate.

Wages growth and inflation are expected to remain 
subdued and below trend. This means it is unlikely 
the Reserve Bank of Australia will lift interest rates 
in the first nine months of 2018 and possibly not at 
all in 2018. The wild card would be an out of cycle 
increase from the banks before the Royal 
Commission gets underway. There appears little 
reason for a move of this type with credit growth 
slowing and housing prices correcting, but with few 
signs of asset quality deterioration. However, an 
increase in U.S. yields and a possible corresponding 
increase in wholesale borrowing rates might give 
them a legitimate reason to do so.

At the short end of the yield curve, Australian 
2-year bond yields recently slipped below their US 

Overview continued from Page 1

Christmas & New Year
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While Your Money Weekly is  
on a short summer hiatus, 
Morningstar.com.au will still 
regularly feature new content, 
tools, the portfolio manager  
and screeners, as well as new 
research during this period. 
Your Money Weekly first issue  
for 2018 will be published online 
Friday 12th January. 

Our morning and afternoon  
emails will continue throughout  
the summer hiatus, excluding 
public holidays. 

We wish you a Merry Christmas 
and a Prosperous New Year!

Exhibit 1: Snap shot of 2017

Markets 30/12/16 14/12/17 % Change

Dow Jones 19,762.6 24,585.4 +24.4

S&P500 2,238.8 2,662.8 +18.9

Nasdaq 5,383.1 6,875.8 +27.7

FTSE100 7,142.8 7,496.5 +5.0

DAX 11,481.1 13,125.6 +14.3

Tokyo 19,114.4 22,758.1 +19.1

Hong Kong 22,000.6 29,222.1 +32.8

Shanghai 3,103.6 3,303.0 +6.4

S&P/ASX200 5,665.8 6,021.8 +6.3

Commodities

Oil – WTI US$53.75/barrel US$56.73 +5.5

          Brent US$56.87/barrel US$62.59 +10.1

Iron Ore 62% US$80.43/tonne US$68.85 -14.4

Gold US$1,151.80/oz US$1,258.00 +9.2

Copper US$2.51/lb US$3.06 +21.9

Bond Yields

U.S. – 2 year 1.19% 1.66% +47bpts

        10 year 2.45% 2.35% -10bpts

        30 year 3.06% 2.32% -74 bpts

Australia – 2 year 1.82% 1.84% + 2bpts

                  10 year 2.76% 2.52% -14 bpts

Currencies

A$/US$ 0.7212 0.7634 +5.9

US$/Yen 116.97 112.50 -3.8

£/US$ 123.2 134.17 +8.9

€/US$ 105.18 118.24 +12.4

Global fiscal policy disappoints since GFC
In the eight or so years after the GFC, global central 
banks had to shoulder all the responsibility to 
repair the damage done to the financial systems 
and economies around the globe. Aggressive 
monetary policy via several tranches of quantitative 
easing opened the liquidity floodgates driving 
interest rates effectively to zero. Weak political 
leadership, with the exception being China, meant 
the partnership between monetary and fiscal policy 
malfunctioned. China’s major stimulatory fiscal 
policies in 2009/10 saved Australia from recession 
and others from deeper recessions. (Exhibit 2)

Australia did attempt to provide a fiscal stimulus jolt 
in the form of $900 handouts, the Education 
Revolution inspired school hall building activity and 
the pink batts fiasco insulating Australian homes 
with imported product. This was badly directed fiscal 

Source: Morningstar
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counterpart. As the U.S. economy gathers steam 
and interest rates increase, Australia’s high yielding 
currency and bonds become less attractive to 
international investors, particularly the Japanese. 
This will gradually play out in currency markets 
with A$ weakness against its US counterpart likely 
to gather momentum into 2018.

Australia’s reliance on China will increasingly be 
questioned in 2018. Australia has been a major 
beneficiary of China’s past 15 years growth driven 
by FAI. Resource volumes, led by the steel making 
bulks iron ore and metallurgical coal, have 
increased meaningfully along with prices.

Australia must now recognise the transition within 
the Chinese economy and adapt to benefit from 
China’s consumerism and service driven future. 
While Australia should never forget the past, it 
cannot live in it and must embrace the 
opportunities the significant increase in demand for 
tourism, education, and healthcare present. 
Demand for these services has the potential to 
match resources exports before 2025. 

United States – The clash of monetary and 
fiscal policies
Economic growth is on the improve. The latest 
3Q17 GDP growth of 3.3%, while solid, was 

distorted by hurricanes Harvey, Irma and Maria. The 
New York-based Conference Board’s consumer 
confidence is riding high, hitting a 17-year peak in 
October. The University of Michigan’s consumer 
sentiment index climbed to its highest level since 
early 2004. These consumer-related benchmarks 
signal Americans are more upbeat about the 
economy and employment as the labour market 
continues to improve and equity markets make 
regular new peaks, driving a positive wealth effect. 

The employment market is tightening although 
underemployment is still an issue, albeit a 
lessening one. Wages growth is keeping household 
consumption at reasonable levels, but the 
household savings rate is low at 3.2% in October, 
after 3.1% in September, and is near levels not 
seen since late 2007. Tax cuts for low and middle-
income workers would help support consumption 
and the savings rate. 

Despite the 25-point increase in the Federal Funds 
target range to 1.25%-1.50% at the meeting of the 
Federal Open Market Committee (FOMC) on 13 
December, the rate remains deep in the ‘emergency 
zone’ setting. The only emergency at present seems to 
revolve around the extent of the Trump administration’s 
possible involvement in the Russian election conspiracy.

This means, aside from subdued inflation, interest rate 
settings are meaningfully out of step with economic 
reality. By how far is a moot point, but the FOMC will 
have to play catch up and if ‘gradual’ interest rate 
increases become more aggressive, combined with 
liquidity being sucked out of the financial system as the 
Fed balance sheet is normalised, then financial markets 
could get a wake-up call sooner rather than later. 
Complacency could be shaken to its foundation and 
volatility return to global financial markets.

While the U.S. economy is recovering, business 
investment is lethargic. Consumer confidence and 
sentiment readings are elevated and the labour 
market tighter, with unemployment having more than 
halved to just 4.1% over the past eight years, now at 
a 17-year low. Now fair weather, self-interest driven 
politicians, nowhere to be found when tough 
decisions were needed, are pursuing aggressive fiscal 
policy agenda. Obamacare was going to be a source 
of funds to finance the ramp up of fiscal policy. Little 
has been achieved in this area.

Unfunded tax reform to add over US$1.4 trillion to 
an already stretched US budget deficit, in addition to 
a US$1 trillion plus expenditure on crumbling 

Exhibit 2: China fixed asset investment year-on-year growth, 2007–2017 (excl. rural households)

Source: National Bureau of Statistics of China

Exhibit 3: Australia retail sales growth year-on-year

Source: Australian Bureau of Statistics
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infrastructure, has the potential to add pressure on 
the labour markets, drive wages growth, and 
perhaps trigger wage inflation. The reaction by the 
Fed will, or should be, more aggressive tightening 
of monetary policy via higher interest rates on a 
highly leveraged economy. Should this scenario 
play out, equity markets would need to adjust.  

Strong jobs growth but wages growth sluggish
While the U.S. labour market tightens with another 
228,000 non-farm jobs created in November, above 
expectations of 200,000, the participation rate was 
unchanged at 62.7%. The ageing population is 
expected to restrain the participation rate from 
climbing from sub-63% levels. Wages growth again 
disappointed. After a concerted seven-year decline 
in the unemployment rate, wages growth remains 
stubbornly subdued.

The reason could lie in the “real” unemployment 
metric. Overall underemployment edged higher 
from 7.9% in October to 8.0% in November and 
while well down from 9.0% a year ago, a further 
improvement from here may prove challenging. 
Average hourly earnings for non-farm payrolls rose 
just five cents to US$26.55 and over the past year 
by 64 cents or 2.5%. There is some good news, as 
wages growth shades inflation, so there is some 
uplift in real wages. But with the savings rate at 
3.2% in October, household consumption is 
subdued despite high readings of consumer 
confidence and sentiment.

Record levels of U.S. corporate debt are also of 
concern as the FOMC turns the screws on interest 
rates. Those companies borrowing to fund capital 
initiatives, including share buys backs, will be 
found out when the tide ebbs. Only companies 
using genuine free cash flow will be rewarded. 
Those using financial engineering to manipulate 
performance benchmarks like earnings per share, 

while undermining the balance sheet, via higher 
gearing will suffer the market’s wrath.

2017 is the year Donald Trump became President of 
the United States of America. The year could be 
summed up by an Elton John medley - “Nikita” for 
possible Russian collusion in the 2016 election 
campaign; “Rocket Man” a provocative jibe at North 
Korea’s unpredictable Kim Jong Un; “I’m Still 
Standing” being the two-finger salute to critics and 
the media; and “Sorry seems to be the hardest word” 
a word never seen on his over-used Twitter account.

China – A slowdown and different drivers
While the resilience of China’s economic growth 
has surprised many with GDP growth nearer 7% 
than 6% over the past two years, structural change 
is likely to gather momentum in 2018 and lead to a 
slowing in economic growth. GDP growth is likely 
to trim to near 6% in 2018 and slip below 6% in 
2019. This is still meaningful growth particularly as 
the economic base has increased significantly over 
the past decade.

Predictions of a collapse in the Chinese economy 
have been wide of the mark and there are risks to 
forecasts of lower growth as the recently 
empowered Xi Jinping-led government can 
considerably influence policy and the pace of 
economic growth in the near term.

The journey of transition to a consumer-driven 
economy has moved well past the half way mark. 
Fixed asset investment, which has been a major 
driving force behind China’s incredible growth of the 
past 15 years, is and will continue to moderate. 
(Exhibit 4) The loss of momentum is natural, but it was 
punctuated by government stimulus measures in late 
2016 and early 2017. As the stimulus effect fades so 
will FAIs importance in its contribution to GDP growth. 
The property sector, boosted by speculation in 
housing, has been the other driver of economic activity 
and its importance is also likely to fade in 2018 and 
could be the main drag on overall economic growth. 
There is little likelihood there will be stimulus for the 
sector with Xi Jinping’s recent comment, “houses are 
for living in, not for speculation”.

Offsetting lower contributions from FAI and the 
property sector will be domestic consumption and 
exports. As the economy has morphed into a more 
traditional western-style consumer driven economy, 
household consumption has and will continue to be 
more relevant to economic growth. Continued solid 
wages growth will drive domestic demand for goods 

Exhibit 4: China fixed asset investment year-on-year growth since Jan 2017 (excl. rural households)

Source: National Bureau of Statistics of China
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and services. The rebound in global growth particularly 
in the large U.S. and European blocs, will lift the 
growth in exports. While the Trump administration’s 
trade policies are still unresolved, Europe remains 
China’s largest export market and a robust recovery in 
demand will help support China’s economic activity.

Momentum within the Chinese economy is on the 
wane and the combination of a slowdown in credit 
growth, reduced fiscal support and a concerted 
environmental crackdown is likely to result in a 
slowing of GDP growth in the near term. However 
economic growth will remain well above the forecast 
rates for other major economic blocs, including the 
U.S. and a belatedly resurgent Eurozone. 

Commodities Outlook
The bull run in commodities continued in 2017, 
fuelled by synchronised global growth and China 
pushing its traditional construction and industrial 
sectors for more growth. As China’s economic 
growth becomes more reliant on further growth in 
investment, government funding continued to flow. 
This is despite poor returns on new investments 
and rising debt to GDP. Supply side disruption in 
China was a key driver in markets where it is a 
significant global supplier, such as in steel, coal, 
aluminium and alumina.

Market concerns of a slowdown and structural 
change in China’s economy have been pushed to one 
side. External conditions are now so favourable Rio 
Tinto’s 2017 earnings have returned to 2012-2013 
China boom levels. Consensus forecasts now largely 
expect miner’s earnings to be sustained. 

Prices for several commodities are now trading 
well above the marginal cost; iron ore, coking and 
thermal coal, copper, alumina, aluminium, steel and 
zinc. It’s not always possible to identify what will 

Exhibit 5: Equity research overview - recommendation dispersion
■ Sell ■ Reduce ■ Hold ■ Accumulate ■ Buy M S&P/ASX 200

Source: Morningstar

cause a change, but we would nominate slowing 
growth in debt in China, and reduced investment 
growth. Profit margins should also return to more 
normal levels in coal, steel and aluminium as China 
works through supply side reform. In 2018, further 
optimism could fuel renewed enthusiasm for 
acquisitions and investment in supply growth for 
the miners. Retaining investment discipline will be 
a challenge longer-term.

Uranium, where much of the cost curve is losing 
money, is a notable exception. That situation 
cannot go on provided China keeps building new 
reactors. But utilities have built significant fuel 
inventories which will take time to consume, before 
the market can normalise. We still think gold, being 
tied to consumption growth in China and India, 
should fare better than the investment-driven 
commodities. It’s close to where we expect 
long-term prices to settle. And after years of 
waiting, the recovery in mineral sands prices has 
arrived and should continue in 2018. 

Energy
Brent crude prices have mostly been on the rise for 
the past two years. The current US$65 mark is 
more than double January 2016’s sub-US$30 lows. 
The rise is in accord with Morningstar’s thesis that 
a level of US$60 per barrel is required to 
incentivise sufficient new investment to sate global 
demand, including some modest growth. 

But the most recent up-leg in crude prices was not 
market driven, rather engineered by curtailments 
from OPEC and its partners. And the gap between 
incentive, versus too much of a good thing, is a 
narrow one. As the marginal source of global supply, 
we think US shale producers can rapidly increase 
volumes in a US$60-US$65 Brent environment. 

Consequently, we forecast Brent to be crimped to 
US$50 in 2018. But looking past next year, we still 
expect a mid-cycle price of US$60, a goldilocks zone 
supporting healthy Australian company valuations.

The higher energy prices seem to have sparked 
takeover activity including Beach Energy’s (BPT) 
$1.6bn transformative acquisition of Origin’s 
upstream portfolio, Harbour Energy’s $9.5bn 
takeover proposal for Santos (STO), and more 
recently multiple bids between $450m-$500m for 
AWE. All have been above-market, and have 
propelled share prices higher. It’s an early 
Christmas present for long suffering shareholders, 
but may have some way to run yet. K
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The Australian economy should muddle along in 
2018, but is at risk of falling behind the increasing 
growth rates of our developed nation peers. We 
expect GDP growth to hover around 2.5%, inflation 
around 2.0% and unemployment 5.5%. The A$ 
should trend lower, towards 70 cents versus the US$.

Weak consumer spending to drive mixed 
economic picture for 2018
While the business and public sectors are currently 
driving GDP growth upwards, consumer spending 
continues to act as a drag, as all-time high 
household debt levels and below-trend wages 
growth heighten consumer caution and 
subsequently reduce discretionary spending. Any 
downward shock in the stronger business and 

Economics
Uninspiring growth trajectory to continue

public sectors will drag GDP growth lower and 
place further pressure on households as they again 
adjust their spending. Consumer spending 
represents approximately 60% of GDP, so without 
any pick-up there, we won’t see much of a pickup in 
GDP growth generally.

Weak wage price inflation will continue to be at the 
forefront of discussions, not least those of the 
Reserve Bank of Australia. Expected continued 
softness will drive weakness in the underlying CPI 
measure. Despite strength in the top-line 
unemployment numbers, underemployment will 
continue to act as a drag on wages and likely keep 
the cash rate at 1.5% for most, if not all, of 2018. 

Yields and spreads to (finally) move higher
As the U.S. Federal Reserve continues its tightening 
policy, we expect U.S. sovereign yields to slowly 
move higher in sync, and with them, domestic 
sovereign yields. While U.S. interest rate futures 
are pricing in two to three increases next year, 
anything beyond that could temporarily destabilise 
global bond and equity markets, sending bond 
yields higher and equity prices lower. 

Our expectations are for the domestic cash rate to 
remain flat at 1.50% for the duration of 2018. If 
anything, the downside is more of a probable 
scenario than the upside given reluctance on the 
part of the Reserve Bank to increase rates against 
the backdrop of record high household debt and a 
stretched household.

We expect the Australian and the U.S. 10-year 
sovereign yield to move towards 3.00% by the end 
of 2018. 

The Australian i-Traxx index, currently at around 60 
basis points, should move higher towards the end 
of 2018, to about 80 basis points. Australian issuers 
continue to display strong financial risk profiles, 
which gives us confidence that any material 
weakening in credit will be well supported. 

Key risks to domestic economy
On the domestic front, key risks include a further 
deterioration in consumer spending, continued 
subdued inflation and wages growth, and a sharp 
fall in residential and commercial property prices. 
Key global risks include potential missteps in the 
U.S. quantitative tightening program, weaker-than-
expected GDP growth in China--particularly a 
slowing in gross capital formation--and a sharper-
than-anticipated rise in U.S. interest rates. K

John Likos, CFA

Director Equity and 
Credit Research, 
ANZ

Ella McAlister
Associate Analyst

Exhibit 1: Underemployment and unemployment
M Underemployment rate M Unemployment rate

Exhibit 2: Real wages and nominal wages
M Real wages M Nominal wages

Source: Australian Bureau of Statistics

Source: Australian Bureau of Statistics, Reserve Bank of Australia
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Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation

Moat  
Rating

Uncertainty 
Rating FY17A  FY18F

EPS CAGR 
 (%) 5yr FY17A FY18F

Franking    
FY17A (%)

PER (x)
FY18F

Div.Yld (%)  
FY18F

Share  
Price ($)

Fair  
Value ($)

Price/Fair 
Value

ANZ Banking Group Ltd ANZ Hold Wide Medium 237.1 238.0 2.9 160.0 160.0 100.0 12.0 5.6 28.82 30.00 0.96

Commonwealth Bank CBA Hold Wide Medium 574.8 594.8 2.2 429.0 442.0 100.0 13.5 5.5 80.36 85.00 0.95

National Australia Bank Limited NAB Hold Wide Medium 239.5 241.2 2.8 198.0 198.0 100.0 12.4 6.6 29.97 32.00 0.94

Westpac Banking Corporation WBC Hold Wide Medium 239.7 245.7 3.3 188.0 188.0 100.0 12.8 6.0 31.45 35.00 0.90

Macquarie Group Limited MQG Hold None Medium 644.5 710.3 6.0 470.0 500.0 45.0 13.8 5.1 98.34 96.00 1.02

Banks
Royal Commission distracts, but major Bank competitive advantages 
remain firmly intact

Key themes for 2018
Operating conditions remain challenging with 
the outlook for earnings and dividend growth 
under pressure despite recent better-than-
expected economic news (GDP growth, building 
approvals, employment growth, business 
confidence and non-mining capex spend). The 
emerging recovery in non-residential 
construction evident in office construction, 
accommodation, warehouses and aged care is 
positive. Economic risks remain elevated, but a 
severe economic downturn is unlikely.

Widespread competitive, funding and regulatory 
pressures continue to squeeze net interest 
margins (NIMs) but recent loan repricing partially 
offsets this. Further loan repricing is likely if 
margin pressure intensifies despite increased 
political scrutiny. Loan losses are expected to 

eventually rise following decade lows in FY17. 
We expect the average loan-loss ratio to increase 
to a still-below long-term trend level of 0.21%, up 
from 0.16% in FY17. 

Despite a modest slowdown in credit growth, we 
expect good volume growth and a solid performance 
in cost management to support our forecast average 
2.8% EPS growth for the major banks. We expect 
residential lending to slow from current levels of 
6.5% to about 5.0% and business credit growth to 
slow from 4.0% to approximately 3.5%. 

Balance sheets are well-capitalised with key 
metrics in the top quartile of global peers. The 
feared major bank capital deficit is quickly 
turning into a surplus, with capital returns likely 
starting in FY18. Australia & New Zealand 
Banking Group (ANZ) will likely start an on-
market buyback in 2H18. Westpac (WBC) will 
likely start paying fully franked special dividends 
with its FY18 final dividend. Commonwealth Bank 
of Australia (CBA) could do an on-market buyback 
or pay a special dividend in 1H19. National 
Australia Bank (NAB) will maintain its sector-high 
dividend payout ratio and launch capital 
initiatives later in FY19.

Australia’s political landscape has changed for 
the worse following the recent announcement 
of a financial services royal commission. 
Despite mounting concerns from increased 
public and political scrutiny, we are confident 
the risks to the profitable banking oligopoly are 
well contained. 

Most/least preferred stocks in sector
The major banks have attractive income yields 
relative to the alternatives of cash, term deposits 
and investment-grade bonds. Fully franked 
dividend yields are between 5.5% and 6.7%, 
grossed up to 7.8% to 9.5%. All four major banks 
are trading close to our fair value estimates. In 
order of major bank preference, we like WBC, CBA, 
NAB and ANZ. K

David Ellis, CPA

Senior Equity Analyst
Banks, Insurance and
Diversified Financials

John Likos, CFA

Director Equity and 
Credit Research, 
ANZ

Exhibit 1: Financial system credit growth to October 2017
M Housing credit growth M Business credit growth M Total credit growth

Source: Reserve Bank of Australia, Morningstar
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Earnings Outlook

Positive 

Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation

Moat  
Rating

Uncertainty 
Rating FY17A  FY18F

EPS CAGR 
 (%) 5yr FY17A FY18F

Franking    
FY17A (%)

PER (x)
FY18F

Div.Yld (%)  
FY18F

Share  
Price ($)

Fair  
Value ($)

Price/Fair 
Value

Insurance Australia Group IAG Hold None High 41.8 41.1 6.7 33.0 30.0 100.0 17.8 4.1 7.27 6.80 1.07

QBE Insurance Group Limited QBE* Accumulate Narrow High 36.1 94.4 6.9 24.0 58.0 30.0 11.4 5.4 10.71 13.00 0.82

Suncorp Group Limited SUN Hold None High 89.3 93.2 6.5 73.0 76.0 100.0 15.5 5.3 14.29 13.00 1.10

Medibank Private Limited MPL Hold Narrow Medium 16.3 15.9 3.2 12.0 12.0 100.0 20.8 3.6 3.26 3.10 1.05

NIB Holdings Limited NHF Reduce Narrow Medium 27.2 26.3 9.2 19.0 19.0 100.0 26.3 2.8 6.82 5.60 1.22

Steadfast Group Limited SDF Hold None Medium 11.7 13.2 13.0 7.0 8.0 100.0 22.4 2.7 2.88 3.00 0.96

* December year end. FY17 is Morningstar forecast.

Insurance
General Insurers to benefit from improved conditions in 2018

Key themes for 2018
Following a tough few years, the outlook for the 
general insurers is improving with pricing pressure 
in commercial lines turning up, increased 
reinsurance partially reducing net claims costs, 
improved productivity, and importantly, increased 
investment earnings on large investment portfolios 
assuming higher long-term interest rates. 
Offsetting the positives, natural peril costs 
continue detract from underwriting profits despite 
increased allowances.

The focus on claims management and productivity 
improvement will compliment modest revenue 
growth. We remain positive the pricing cycle will 
continue to improve (harden), providing support for 
2018 and 2019 earnings. Global insurer QBE 

Insurance (QBE) will leverage an improved global 
economic outlook with domestic insurers benefiting 
from an uptick in economic conditions.

The private health insurance sector continues to 
benefit handsomely from profitable business 
models and demographic tailwinds. The highly 
regulated industry structure underpins attractive 
earnings growth for several years at least. Like 
general insurers, the health insurers continue to 
improve operational efficiency to support 
earnings growth. 

Despite market volatility, we expect the insurers to 
maintain strong capital positions due to robust 
profitability and increased reinsurance 
arrangements. Risks include stiff competition from 
traditional and online rivals, weaker investment 
markets, deterioration in the Australian economy, 
weaker economic conditions in the U.S. and Europe, 
an increase in the frequency and cost of natural 
perils, and future potential softening in commercial 
insurance pricing.

Most/least preferred stocks in sector
The general insurers are broadly fairly valued with 
QBE most attractive and Insurance Australia Group 
(IAG) modestly overvalued. QBE disappointed with 
increased claims costs caused by recent 
devastating hurricanes Harvey, Irma and Maria, 
which impacted the Gulf of Mexico, the Caribbean 
and Florida, as well as Mexican earthquakes.

Suncorp (SUN) is trading close to fair value. NIB 
Holdings (NHF) is expensive compared with our 
valuation. In most cases, fully franked dividend 
yields between 3.5% and 5.5%, grossing up to 
5.0% to 7.9%, are attractive. 

In order of preference, we like QBE, IAG and SUN. 
Insurance broker Steadfast Group (SDF) provides 
attractive earnings growth but is trading in line 
with our recently upgraded fair value. K

David Ellis, CPA

Senior Equity Analyst
Banks, Insurance and
Diversified Financials

Exhibit 1: Australia composite insurance rate change
■ Global insurance composite rate change M Australia insurance composite renewal rate

Source: Market sources, Morningstar
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Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation

Moat  
Rating

Uncertainty 
Rating FY17A  FY18F

EPS CAGR 
 (%) 5yr FY17A FY18F

Franking    
FY17A (%)

PER (x)
FY18F

Div.Yld (%)  
FY18F

Share  
Price ($)

Fair  
Value ($)

Price/Fair 
Value

Challenger Limited CGF Hold None High 63.0 67.2 9.6 34.5 36.0 100.0 21.1 2.5 14.10 12.80 1.10

IOOF Holdings Limited IFL Hold Narrow Medium 56.5 57.5 8.0 53.0 54.0 100.0 19.3 4.9 10.88 11.00 0.99

Platinum Asset Management PTM Reduce Narrow Medium 31.7 32.8 6.8 30.0 30.0 100.0 22.0 4.2 7.16 6.50 1.10

Magellan Financial Group MFG Hold Narrow Medium 114.1 133.7 11.0 85.6 103.0 100.0 20.0 3.9 26.50 27.00 0.98

Wealth Managers
At the mercy of the markets, tread carefully

Key themes for 2018
We see rough waters ahead for wealth managers. 
Record low levels of volatility have merely pushed 
our 2017 concerns into 2018 as potentially frothy 
equity markets and a backdrop of intensifying 
geopolitical risks pose concerns for this group. 

But long-term drivers remain intact. Favourable 
demographic trends, an increasing pool of 
superannuation funds, and continued population 
growth remain key drivers for the industry. 
Furthermore, pure-play fund managers such as 
Magellan Financial Group (MFG), Platinum Asset 
Management (PTM) and BT Investment 
Management (BTT) should continue to benefit from 
their expertise in global equity markets, where 
Australian investors remain grossly underinvested.

Passive investing will continue to loom large. 
Competition will continue to intensify in 2018 from 
lower-cost passive alternatives. Recent wins across 
large mandates globally by passive fund managers 
including Vanguard and Blackrock will not only 
continue to put pressure on fund flows, but also fee 
revenue. We anticipate further fee pressure over 
the long term, but believe the moat-rated wealth 
managers are better placed than their no-moat-
rated peers to navigate these waters successfully.

Other risks include key person risk, particularly for the 
pure-play wealth managers, and sharp unexpected 
turns in equity markets which can abruptly damage 
performance and subsequently flows and fee 
revenue. On the other hand, upside risks to the sector 
include continued strong performance across equity 
markets and a lower than anticipated impact on 
margins from competitive pressures.

Most/least preferred stocks in sector
We are currently neutral on the wealth 
management sector, except for Platinum, which is 
screening as overvalued. Nevertheless, we like 
PTM’s strong brand, increased focus on marketing 
in the U.S. and its ability to be able to take both 
short and long positions, providing a potential 
hedge against falling price risk.

IOOF Holdings (IFL), although screening as fair 
value, continues to benefit from its low-cost 
product manufacturing capability. We also expect 
synergistic benefits from the acquisition of the ANZ 
Wealth Management products to drive further 
revenue gains.

Challenger (CGF) is screening as fair value, 
although we expect the company to continue to 
dominate the domestic annuities market in the near 
term. Longer term, we remain concerned by the 
threat of competition and the need to generate 
investment returns above guaranteed annuity 
payment commitments. K

Exhibit 1: Australian superannuation system forecast1 ($bn)

Source: Challenger FY17 results presentation 
Note: 1997 to 2016: APRA data. 2017 to 2035: Deloitte – Dynamics of the Australian superannuation system: the next 20 
years 2015-2035.
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Earnings Outlook

Negative 

Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation
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Uncertainty 
Rating FY17A  FY18F
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 (%) 5yr FY17A FY18F

Franking    
FY17A (%)

PER (x)
FY18F

Div.Yld (%)  
FY18F

Share  
Price ($)

Fair  
Value ($)

Price/Fair 
Value

Telstra Corporation Limited TLS Accumulate Narrow Medium 32.5 29.3 3.0 31.0 22.0 100.0 12.6 6.0 3.72 4.60 0.81

TPG Telecom Limited TPM Hold Narrow High 48.3 40.8 -7.2 10.0 4.5 100.0 15.7 0.7 6.27 6.00 1.05

Vocus Group Limited VOC Hold Narrow High 24.7 21.2 0.9 6.0 0.0 100.0 14.0 0.0 2.90 3.00 0.97

Spark New Zealand Limited SPK-NZ* Hold Narrow Medium 21.7 21.8 -3.1 22.0 25.0 97.0 16.8 6.8 3.67 3.70 0.99

Chorus Limited CNU-NZ* Hold None High 27.8 26.6 -0.8 21.0 22.0 100.0 15.4 5.4 4.13 3.90 1.06

* Dividends for Spark New Zealand and Chorus are fully imputed for New Zealand residents. Australian investors receive supplementary dividends. Figures in NZD.

Telecommunications
Telstra is the main game amidst competitive tension, NBN snafu, 
and 5G development 

Key themes for 2018
The National Broadband Network’s (NBN) trials 
and tribulations will continue to dominate 
headlines in 2018. We believe every further 
misstep by NBN could bring it closer to decision 
crunch-time for the government. That decision 
may involve a restructure of NBN’s pricing regime 
to encourage retail service providers to purchase 
more capacity, a revisit of the government’s 
over-arching goal of achieving a “commercial 
return” on the likely $40bn-plus investment in 
NBN, or even a wholesale reassessment of the 
project investment value itself. Any of these 
developments would be a significant positive for 
the telecom sector.

In addition to NBN’s margin-crunching impact, 
competitive intensity in the industry will continue 

to increase in 2018, as operators step up bundling 
efforts to entice/retain customers and improve 
product/service experience to differentiate from 
the pack. Consequently, margins are likely to drift 
lower, resulting in a negative earnings outlook 
and lower dividends for the sector as companies 
focus on fortifying the balance sheet.

2018 will see progress on two projects which 
have material long-term implications for the 
telecom sector. The ramp up in the rollout of TPG 
Telecom’s (TPM) new mobile networks (in 
Australia and Singapore) will attract increasing 
scrutiny and sway investor opinions on how they 
will measure up against the incumbents in terms 
of quality and coverage. Developments of 5G 
mobile technology is also likely to step up in 2018, 
shedding further light on its commercial potential 
for, and capital burden on, all mobile operators.

Most/least preferred stocks in sector
Telstra (TLS) is our most preferred stock, trading 
at a 19% discount to our $4.60 fair value 
estimate and yielding 6% fully franked on a 
dividend of 22 cents per share, which we view as 
sustainable given our conservative payout 
forecasts. We remain confident that, by FY21, a 
material portion of the NBN-inflicted $3bn 
EBITDA hole can be plugged with the $1.5bn-plus 
net productivity savings program, and over 
$500m in extra EBITDA per annum from the $3bn 
incremental capital expenditure program. Any 
relaxation to the NBN access charge regime 
would be a further positive catalyst.

While trading broadly in line with the fair value 
estimate, upside to our intrinsic assessment 
exists for Vocus (VOC) if management delivers on 
its turnaround program in 2018. On the other 
hand, any slippage in the rollout execution of the 
mobile networks (timing, cost, initial quality) 
could erase the recent rally in TPG Telecom’s 
(TPM) stock price, which is now slightly above 
our fair value estimate. K

Exhibit 1: Telstra dividends per share and payout ratio
■ DPS (AUD cents) M Payout ratio (RHS)

Source: Company reports, Morningstar estimates
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Featured Recommendations (as at 12 Dec 2017)
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APN Outdoor Group Limited APO* Hold None High 31.0 30.8 8.2 19.2 19.5 100.0 15.6 4.1 4.68 5.00 0.94

Fairfax Media Limited FXJ Reduce None High 6.2 5.2 -1.8 4.0 4.0 85.0 14.7 5.2 0.78 0.65 1.20

Nine Entertainment Co. NEC Hold None High 14.2 14.5 -1.5 9.5 9.5 100.0 11.1 5.9 1.58 1.40 1.13

News Corporation NWS Hold None High 49.5 58.2 15.7 26.5 26.6 0.0 38.4 1.2 22.29 21.00 1.06

Oohmedia Limited  OML* Hold None High 27.3 31.3 16.4 15.0 16.5 100.0 14.1 3.7 4.39 4.70 0.93

Sky Network Television SKT-NZ** Hold None High 30.2 29.3 -2.8 27.5 20.0 100.0 8.8 7.8 2.66 3.00 0.89

Seven West Media Limited SWM Hold None High 11.1 8.8 -8.1 4.0 3.0 100.0 7.0 4.9 0.62 0.66 0.94

* December year end. FY17 is Morningstar forecast.  ** Dividends for Sky Network TV are fully imputed for New Zealand residents. Australian investors receive supplementary dividends. Figures in NZD.

Media
A Year of M&A in Old media as New media piles on the pressure?

Key themes for 2018
Structural headwinds will continue to buffet the 
sector in 2018, as social media, broadband-enabled 
video streaming, and other digital alternatives lure 
eyeballs away from traditional media. As such, we 
see the combined free-to-air TV, print media, and 
radio platforms’ share of total advertising pie 
shrinking further in 2018, down from an estimated 
37% in 2017 and the 60%-plus level even just five 
years ago.

This challenging backdrop is likely to be 
exacerbated by stubbornly weak general 
advertising conditions. We forecast the free-to-air 
TV market to contract another 2% in 2018, while a 
double-digit percentage decline in print media 
advertising dollars is likely to continue. Therefore, 
we see the earnings outlook for the media sector 
as negative, with the exception of companies in the 
outdoor advertising space, the only growing 
traditional media segment, and News Corporation 
with its overseas exposure and cost cuts.

Pressured by these factors and facilitated by the 
recent relaxation of media ownership laws, 
corporate activities are likely feature prominently in 
2018. Any proposed mergers and acquisitions 
(M&A) may be looked upon more sympathetically 
by the regulator, given the recently-announced 
inquiry into digital giants (Facebook, Google) and 
their debilitating impact on traditional media.

Most/least preferred stocks in sector
Stocks in the media sector are trading broadly in 
line with our fair value estimates, although some 
are trading at a premium, partly buoyed by possible 
M&A potential, including Fairfax (FXJ), Nine (NEC), 
and News Corporation (NWS).

Sky Network Television (SKT-NZ) stands out as the 
only company trading at an 11% discount to our 
NZ$3.00 fair value estimate. We are fully cognisant 
of the risks facing this traditional pay TV operator 
in New Zealand, including: subscriber losses to 
streaming providers such as Netflix; cost pressures 
on the content side to stem this subscriber 
migration; and the threat of digital giants such as 
Amazon wrestling away key sports rights. However, 
we see these risks as more than reflected in the 
stock price, trading at a forward P/E of 8.8 and 
yielding 7.8% with net debt/EBITDA of just 1.0. K

Earnings Outlook

Negative 
Valuation Outlook

Neutral 

Brian Han
Senior Equity Analyst
Telecommunications, 
Media, Leisure 

Exhibit 1: Advertising spending on traditional media
■ Traditional media (LHS) Traditional media share (RHS)

Source: Source: CEASA, CRA, OMA, IAB, Morningstar estimates
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Featured Recommendations (as at 12 Dec 2017)
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Price ($)
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Value ($)

Price/Fair 
Value

MYOB Group Limited MYO* Accumulate Narrow Medium 18.4 21.0 13.3 11.1 12.6 0.0 16.9 3.6 3.56 4.05 0.88

Technology One Limited TNE Accumulate Narrow Medium 14.2 17.8 22.1 8.2 10.0 75.0 28.2 2.0 5.06 5.80 0.87

G8 Education Limited GEM* Hold None High 21.2 22.7 2.9 24.0 20.0 100.0 15.2 5.8 3.48 4.00 0.87

* December year end. FY17 is Morningstar forecast.

Technology
Technology stocks look expensive following a strong showing in 2017  

Key themes for 2018
Technology stocks globally performed well in 2017 
with the Nasdaq 100 Index increasing by 29%, its 
fourth strongest annual performance this century. 
However, much of our Australian technology 
coverage is now overvalued despite the positive 
earnings outlook and strong competitive positions.

The transition of on-premise software to the cloud 
and the increasing dominance of mobile devices as 
the preferred choice of hardware are key themes 
which underpin strong revenue growth for 
companies like MYOB (MYO), Technology One 
(TNE), Xero (XRO), and Wisetech Global (WTC). 
Blockchain technology and cryptocurrencies 
continue to make progress in the fintech sector and 
may eventually impact stocks like Computershare 
(CPU), Link Administration (LNK), and ASX (ASX). 

However, at this stage the technological 
applications are too early-stage to warrant 
incorporating into our earnings forecasts.

The earnings outlook for online listings websites 
including REA Group (REA), Domain (DHG), Seek 
(SEK), and Carsales.com (CAR) remains good. 
Network effect-based economic moats insulate 
these companies from competition including from 
Amazon, which recently established its retail 
offering in Australia. However, Trade Me’s (TME) 
relatively weak earnings growth outlook reflects its 
relatively high exposure to competition from both 
Amazon and Facebook’s Marketplace service.

We expect established financial technology 
stocks such as ASX, CPU, and Iress (IRE) to 
deliver mid-single digit revenue CAGRs over the 
next decade, impacted by the maturity of their 
businesses.  However, LNK should achieve 
high-single- digit growth due to its relatively 
large acquisition of Capita Asset Services in the 
United Kingdom and the potential for revenue 
and cost synergies.

Most/least preferred stocks in sector
Our preferred stocks include narrow-moat-rated 
MYO and TNE, which provide high-quality exposure 
to the cloud accounting and enterprise resource 
planning segments, and currently trade below our 
fair value estimates. We expect both companies to 
continue to benefit from the transition of on-
premise software to the cloud, which enables more 
lucrative customer contracts and boosts profit 
margins. G8 Education (GEM) also offers value, but 
the company lacks an economic moat with high fair 
value uncertainty.

We view narrow-moat-rated WTC as significantly 
overvalued, despite its narrow moat and good 
earnings growth prospects. We also believe 
no-moat-rated Cabcharge (CAB) and Reckon 
(RKN) are overvalued and unattractive due to 
significant competitive pressures which neither 
company can withstand. K

Earnings Outlook

Positive 
Valuation Outlook

Negative 

Gareth James
Senior Equity Analyst
Technology

Exhibit 1: Rivers of gold - Online listings companies revenue (A$m)
■ Trade Me ■ Domain ■ carsales.com ■ REA Group ■ Seek Limited

Source: Company announcements
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Crown Resorts Limited CWN Hold Narrow High 47.3 58.0 18.0 60.0 60.7 60.0 21.4 4.9 12.46 13.50 0.92

The Star Entertainment Group SGR Reduce None High 25.9 29.5 1.4 16.0 16.0 100.0 20.0 2.7 5.93 4.30 1.38

Aristocrat Leisure Limited ALL Reduce Narrow High 85.0 103.5 12.9 34.0 41.0 69.0 22.1 1.8 23.12 19.00 1.22

Ainsworth Game Technology AGI Hold Narrow High 14.3 14.8 8.9 0.0 4.4 100.0 14.5 2.1 2.09 2.40 0.87

Tabcorp Holdings Limited TAH Reduce Narrow Medium 21.4 24.2 11.9 25.0 21.7 100.0 21.6 4.2 5.33 4.20 1.27

Gaming
The year of recovery for two of our best picks

Key themes for 2018
We believe Ainsworth Game Technology’s (AGI) 
share of the domestic market has finally bottomed 
out. We project a return to earnings growth from 
FY18, albeit at a modest pace, driven by new 
product launches and increased investment in game 
development. In the near term, Aristocrat Leisure 
(ALL) is likely to maintain its strong operating 
momentum in North America and digital social 
gaming. However, over the long term, we believe 
these hyper-growth rates are unsustainable, 
particularly as the digital space can prove fickle, 
and is extremely competitive. Further, ALL’s 60% 
share of the Australian pokies market will be 
difficult to defend, and we expect it to decline 
modestly over the coming years as rival AGI 
improves its game offerings.

We believe the dust has settled following the 
detention of Crown Resorts (CWN) staff in China. 

We forecast a gradual recovery in VIP turnover and 
earnings for both CWN and The Star Entertainment 
Group (SGR) from 2018 onwards. CWN is well 
placed to execute the Sydney development, after 
having restructured its portfolio, reduced its risk 
profile, and beefed up the balance sheet. 

The Tabcorp (TAH) and Tatts (TTS) merger should 
complete by end 2017, subject to the shareholder 
vote. Integration is likely to take around two years, 
at which point we expect the enlarged company to 
achieve the targeted $130m in annual synergies by 
merging the wagering businesses. The merged 
entity will be in a much better position to compete 
with the corporate bookmakers, which have proven 
highly disruptive in recent years. Moreover, TAH 
will benefit from the earnings contribution from the 
highly cash-generative lotteries business. 

Most/least preferred stocks in sector
AGI remains attractively valued at current prices. 
We believe continued expansion in North America, 
a gradual recovery in Australia, and benefits under 
Novomatic ownership are likely to drive the share 
price towards our fair value estimate.

Despite only trading at a narrow discount to fair 
value, CWN is one of our preferred stocks. We are 
positive on the long-term outlook of the core 
Australian property in Melbourne, which boasts an 
extensive record of strong local gaming and 
non-gaming performance.  

We believe SGR is overvalued at current prices. 
Despite the healthy near-term earnings outlook, we 
believe the market is underestimating the impact of 
CWN’s Sydney development along with the risk of 
over-capitalising on the major developments in 
Queensland, given their proximity to each other.

Notwithstanding the likely merger benefits, TAH is 
trading at a premium to our fair value estimate. The 
market may be pricing in a higher level of synergy, 
or a recovery in traditional bricks-and-mortar 
wagering, both of which we believe are unlikely. K

Exhibit 1: Tabcorp pre & post merger EBITDA mix
■ Pre-merger ■ Post-merger

Source: Company data, Morningstar estimates
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Woolworths Group Limited WOW Reduce Narrow Medium 119.2 133.2 3.7 84.0 93.0 100.0 20.2 3.5 26.93 23.50 1.15

Wesfarmers Limited WES Reduce Narrow Medium 254.3 255.4 2.5 223.0 225.0 100.0 17.2 5.1 43.79 37.00 1.18

Premier Investments Limited PMV Hold None Medium 69.7 79.2 11.0 53.0 61.0 100.0 18.2 4.2 14.37 14.00 1.03

JB Hi-Fi Limited JBH Hold None High 184.4 215.0 6.3 118.0 139.0 100.0 11.8 5.5 24.74 23.00 1.08

Harvey Norman Holdings Ltd HVN Reduce None High 35.1 37.3 2.5 26.0 26.1 100.0 11.3 6.2 4.19 3.40 1.23

Retail
Many interesting themes ahead, but Amazon likely to steal the show in 2018

Key themes for 2018
Amazon Australia launched its full retail and 
Marketplace offering just in time for Christmas, 
further fragmenting the Australian retail market 
across many sectors. The impact of Amazon in its 
first year will be negligible. We estimate the retail 
giant to generate just under $1bn in sales in 2018, 
equating to about 3% of all online sales and only 
0.3% of the market. However, we expect Amazon to 
expand quickly to $7.8bn in Australian sales by 
FY23. Locally listed retailers in product categories 
with high online penetration rates will have to 
compete on price and service to protect their 
market share. Most discretionary retailers are likely 
to be affected, with auto parts one of the more 
defensive categories--a large part of Super Retail 
Group (SUL). Groceries and hardware are also 
relatively defensive against online competition, 
although not immune.

Competition from international bricks-and-mortar 
retailers, as well as manufacturers selling directly 
to the consumer, is also expected to pick up in 
2018. French sporting goods retailer Decathlon, 
selling price-competitive private label merchandise, 
opened its first shop in Sydney the same day 
Amazon commenced trading. German Schwarz-
Gruppe, owner of discount supermarket Lidl, bought 
two sites for its hypermarket format, Kaufland--
more competition for grocers. In 2018, we expect 
Aldi to continue growing sales at a faster clip than 
the homegrown competition, taking market share 
and maintaining the downward pressure on grocery 
prices. Food deflation is likely to persist next year, 
weighing on operating margins at Wesfarmers’ 
(WES) and Woolworths’ (WOW) supermarket 
businesses, which we expect to stabilise at 4% 
long term.

We forecast the retail sector to grow by 3.7% in 
2018, slightly below the 10-year average of 4.1%, 
with relatively weak consumer confidence in the 
face of low wage growth and rising costs of living 
to weigh on discretionary retailing.

Most/least preferred stocks in sector
Retailers across our coverage universe screen as 
fairly-valued, or overvalued. Our most preferred stock 
is Premier Investments (PMV), albeit trading close to 
our fair value estimate. Its highly successful Smiggle 
brand has a long runway of expansion opportunities 
in Europe, offsetting any challenges the core apparel 
brands might have domestically.

The market underestimates the medium-term 
impact Amazon is likely to have on sales growth 
and profitability of JB Hi-Fi (JBH) and Harvey 
Norman (HVN), both selling highly commoditised 
products in consumer electronics and home 
appliances. Subject to ongoing investment in their 
omnichannel capabilities, we expect these 
category leaders to compete successfully with 
Amazon, but margin expansion is unlikely as 
competition intensifies. K

Exhibit 1: Amazon Australia sales and market share
■ Amazon Australia’s annual estimated sales (including GST) M Amazon’s share of Australian online retail (RHS)  

M Amazon’s share of Australian total retail (RHS)

Source: Morningstar estimates
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Ramsay Health Care Limited RHC Accumulate Narrow Medium 261.4 285.2 12.1 134.5 145.5 100.0 24.5 2.1 68.99 87.00 0.79

Healthscope Limited HSO Accumulate Narrow Medium 10.3 10.4 11.2 7.4 7.3 0.0 19.8 3.5 2.01 2.60 0.77

Cochlear Limited COH Reduce Wide Medium 389.1 463.1 13.2 270.7 324.1 100.0 39.0 1.8 177.98 145.00 1.23

Healthcare
Domestic focus still on government funding, with geopolitics a key issue 
for global players  

Key themes for 2018
Domestically, we expect the market to remain 
focused on three major areas: government funding 
of the medical service benefits scheme (MBS); the 
issue of private health insurance participation 
levels; and disruption to the pharmaceutical supply 
chain. Firstly, given changes announced to date we 
anticipate changes to the MBS to be benign, 
boding well for pathology and radiology service 
providers. Secondly, with consultation underway 
around the treatment of private patients in public 
hospitals, we expect any curbing of this trend to 
prove positive for private hospital providers. 

Thirdly, we expect clarity around pharmacy 
ownership rules, which could pave the way for 
upstream players in the supply chain to move into 
the retail frontline. 

Offshore, geopolitics will determine growth 
prospects for several of the larger healthcare 
stocks including Ramsay Health Care (RHC). We 
expect healthcare policy to be more 
accommodative towards the private sector from 
incoming French President Macron’s pro-business 
election platform.

Our positive outlook on healthcare remains intact 
and we believe funding concerns weighing on 
the sector provide attractive entry points for 
large-cap names with high-quality earnings. The 
ageing of the Australian population and the 
importance of the private sector’s role in 
defraying the cost burden for government 
remains an important secular long-term driver of 
demand for healthcare names. 

Most/least preferred stocks in sector
RHC is attractive, trading at a 20% discount to fair 
value. We see the federal government’s initiatives 
to increase private health insurance participation 
levels as positive for RHC given its dominant 
market share of the private hospital market.

Healthscope (HSO) is also undervalued at current 
levels. We believe current brownfield projects bode 
well for earnings growth over the medium term. We 
also note the major Northern Beaches Hospital 
remains on track and on budget, and think 
execution risk low. 

Although Cochlear’s (COH) moat is the widest in the 
Australian healthcare universe, we do not find the 
shares attractively priced at current levels and 
would wait for a pullback. COH currently trades at a 
lofty 24% premium to our $145 fair value estimate, 
which we think underestimates competitive threats 
of new entrants in emerging markets. K

Exhibit 1: Intergenerational report (2015): Population projections   
(millions of persons as at 30 June)
■ 0-14 ■ 15-64 ■ 65-84 ■ 85 and over

Source: Intergenerational report (2015)
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Brambles Limited BXB Accumulate Wide Medium 52.7 54.4 10.2 29.0 29.0 27.5 18.6 2.9 10.01 11.20 0.89

Amcor Limited AMC Reduce Narrow Medium 80.5 86.0 6.0 57.6 64.5 0.0 18.3 4.1 15.51 13.40 1.16

DuluxGroup Limited DLX Hold Narrow Medium 36.2 38.6 6.1 26.5 27.0 100.0 20.5 3.4 7.89 7.50 1.05

Boral Limited BLD Reduce None Very High 33.5 40.7 10.9 24.0 26.0 75.0 19.3 3.3 7.79 5.20 1.50

Building Materials
Australian residential construction turning over, but repair and remodel 
a positive

Key themes for 2018
The residential construction outlook for Australia 
has improved in recent months, but a return to 
substantial near-term growth will nonetheless 
remain challenging. While approvals for new 
houses and apartment buildings have ticked up 
recently, they remain 8% lower year to date. And 
given our outlook for slowing housing price growth 
in major cities, we think residential construction 
activity has likely peaked. 

However, we remain positive on the repair and 
remodel cycle. We forecast mid-single-digit growth 
in additions and alterations activity, which is 
particularly beneficial for companies including GWA 
Group (GWA) and Dulux (DLX). Infrastructure 
spending should also provide a boost for building 
materials companies, easing the pains of a 
flattening housing construction market.

We are optimistic on U.S. housing construction. We 
project 1.3 million housing starts in 2018, climbing 
nearly 7% versus our forecast 2017 level, and 
expect strong household formation among the 
millennial generation to propel housing starts to a 
peak over 1.9 million units by 2021.

In New Zealand, strong residential construction 
has continued with a record level of consents for 
both houses and multi-family dwellings in the year 
to June. Activity should remain strong in the near 
term, given consents data to October still nearly 
6% higher over 2016, but we also expect the New 
Zealand property market to slow over the medium 
term, not least because of the incoming Labour 
government’s measures to contain affordability 
and potentially slow the pace of immigration, 
which we expect to feed through to slower 
approvals and construction.

Outside of building materials, we see growth 
opportunities in industrial companies tied to U.S. 
consumer spending. Within our coverage, Brambles 
(BXB) and Amcor (AMC) should especially benefit 
from a positive consumer environment in North 
America, with their respective economic moats 
preserving pricing, profitability, and solid returns on 
invested capital. 

Most/least preferred stocks in sector
Wide-moat-rated BXB trades at an attractive 
discount to our fair value estimate, as investors 
remain too bearish on pallet growth, given concerns 
around a rapidly evolving retail environment with 
e-commerce in general and Amazon in particular. 
Instead, we think as pallets continue to flow 
between manufacturer and distribution centres, 
rising e-commerce won’t halt growth. 

Conversely, nearly all building materials companies 
we cover look overvalued, owing to investor 
optimism for a milder pace of decline in Australian 
housing construction activity, versus our more 
cautious view. K

Exhibit 1: Falling Australian multi-dwelling construction should offset a more-benign detached 
housing outlook
■ Detatched House Completions # ■ Multi Dwelling Completions #

Source: Australian Bureau of Statistics, Morningstar estimates

Adam Fleck, CFA

Director of Equity & 
Credit Research
Australia & NZ

Lincoln Valentine
Equity Analyst
Industrials

Valuation Outlook

Negative 

Earnings Outlook

Neutral 

-

50,000 

100,000 

150,000 

200,000 

250,000 

2013 2014 2015 2016 2017E 2018E 2019E 2020E 2021E



16  Your Money Weekly   14 December 2017 17

Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation

Moat  
Rating

Uncertainty 
Rating FY17A  FY18F

EPS CAGR 
 (%) 5yr FY17A FY18F

Franking    
FY17A (%)

PER (x)
FY18F

Div.Yld (%)  
FY18F

Share  
Price ($)

Fair  
Value ($)

Price/Fair 
Value

Coca-Cola Amatil Limited CCL* Accumulate Narrow Medium 55.2 54.2 3.9 46.0 44.0 70.0 15.6 5.2 8.54 9.40 0.91

Domino's Pizza Enterprises DMP Accumulate Narrow Medium 132.6 155.1 19.1 93.3 107.0 50.0 29.7 2.3 45.83 53.00 0.86

Treasury Wine Estates Limited TWE Sell None High 39.1 45.9 15.4 26.0 30.0 0.0 34.6 1.9 15.59 8.50 1.83

ARB Corporation Limited ARB Sell Narrow Medium 62.1 68.7 9.3 34.0 37.8 100.0 28.8 1.9 19.23 12.50 1.54

* December year end. FY17 is Morningstar forecast.

Travel, Leisure, Entertainment and Other 
Consumer
Consumers will likely continue to prefer experiences over physical goods

Key themes for 2018
Against a slow consumption backdrop, we still 
see some industries with positive tailwinds. 
Consumers have flocked to experiences like 
concerts, sporting events, and restaurants, at the 
expense of physical goods from department 
stores and other major retailers. 

We expect consumers’ dollars to increasingly flow 
into restaurants. Although growth has slowed to 
2.0% in 1Q18, we anticipate growth to pick up 
again and the sector to grow by 4.5% per annum 
over the next five years, ahead of the general retail 
industry at 3.8%.

Our 2018 earnings outlook for the leisure and 
entertainment sector is also positive, due to 
anticipated attendance and revenue recovery for Gold 
Coast theme park operators such as Ardent Leisure 
(AAD) and Village Roadshow (VRL), after a horror FY17 
marred by the October 2016 tragedy at Dreamworld 
fun park. A cyclical rebound for Flight Centre (FLT) and 

hotel earnings growth for Event Hospitality (EVT) are 
likely to further reinforce this favourable dynamic in 
the new year. 

On the other hand, we see continued structural 
pressures from digital streaming on cinema 
exhibition (with implications for EVT and VRL), 
peer-to-peer applications such as Airbnb on hotels 
(with implications for EVT), and online travel 
booking (with implications for FLT).

Domestic leisure and travel-related companies such 
as AAD and Crown Resorts (CWN) are well-placed 
to take advantage of China’s rising middle-income 
class, with inbound tourists growing at double-digit 
levels and showing no signs of slowing. 

Most/least preferred stocks in sector
Coca-Cola Amatil (CCL) and Domino’s (DMP) both 
offer good value for long-term investors. CCL’s 
Australian beverages segment continues to 
struggle with a declining soft drink market, but we 
expect long-term improvement from a push into 
alternative products and smaller package sizes.

DMP is the leader in the Australian and New 
Zealand pizza markets and enjoys strong brand 
recognition, after years of solid domestic 
expansion. The company is poised for its next 
growth leg, this time in Europe.

We think Treasury Wine Estates (TWE) and ARB 
Corp (ARB) are overpriced. For TWE, the market has 
baked in overly optimistic expectations. While we 
expect robust revenue growth as consumers 
continue to increase demand for high-priced wine, 
we don’t believe TWE’s volume share gains and 
positive mix shift support strong enough brand 
intangible assets to offset risks. 

Similarly, despite benefiting from a narrow 
economic moat, we believe ARB shares are 
overvalued. The stock is currently trading at a price/
earnings multiple of almost 30, which is difficult to 
justify given a modest growth outlook in the core, 
mature Australian business. K
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Exhibit 1: China-based tourists set to climb in share of inbound travellers to Australia (%)
■ Year-ended June 2017 ■ Year-ended June 2022

Source: Tourism Research Australia
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Auckland International Airport AIA-NZ*Hold Wide Medium 20.8 21.6 3.7 20.5 21.6 100.0 31.1 3.2 6.68 7.10 0.94

Qube Holdings Limited QUB Hold Narrow Medium 7.0 6.7 2.8 5.5 5.5 100.0 39.2 2.1 2.60 2.60 1.00

Sydney Airport SYD** Hold Narrow Medium 15.8 18.1 15.3 34.5 36.6 0.0 40.3 5.0 7.29 7.10 1.03

Qantas Airways Limited QAN Reduce None High 54.3 62.2 1.5 14.0 14.0 0.0 8.5 2.6 5.28 4.00 1.32

* Dividends for Auckland International Airport are fully imputed for New Zealand residents. Australian investors receive supplementary dividends. Figures in NZD.  
** December year end. FY17 is Morningstar forecast. 

Transports and Transport Infrastructure
Outlook buoyed by moderate economic expansion 

Key themes for 2018
Transport companies face a benign 2018. 
Expectations for moderate economic growth, mild 
inflation and low unemployment suggest solid 
momentum in trade volumes and passenger 
transport will continue.

Logistics: Qube Holdings (QUB) should report 
subdued earnings in FY18 given pressure on rates 
in stevedoring and logistics. But management will 
be hard at work developing Moorebank before it 
opens in early 2019, as well as improving 
efficiency at its container terminals. We have high 
hopes for both as creating a more efficient 
logistics supply chain should translate to major 
cost savings for customers and better profit 
margins for QUB. However, we have concerns 
Moorebank could lease up slower than many 

expect, potentially leading to share price volatility 
through 2018. Aurizon (AZJ) should have a good 
2018 on recovery of coal volumes, cost-out 
initiatives and exiting loss-making businesses. 
But the company remains highly exposed to the 
coal sector, which is a concern given our bearish 
long-term coal demand forecasts.

Qantas (QAN) should have another strong year, 
driven by modest additions to capacity and ongoing 
cost-reduction initiatives. However, this is expected 
to be partially offset by rising fuel costs and 
aggressive international competition, which are 
likely headwinds in the second half.

Infrastructure: Rising bond yields are likely to be a 
key headwind for valuations in 2018, but we expect 
continued solid earnings growth. Both Sydney (SYD) 
and Auckland (AIA) airports should see strong 
passenger traffic gains, albeit at a slower pace than 
recent years given a lower rate of capacity 
additions following the addition of several new 
routes over the past 18 months. Transurban (TCL) 
will also grow earnings strongly, with CityLink in 
Melbourne sure to star following road widening 
and a big increase in truck tolls. Other roads should 
perform solidly, with revenue growth underpinned 
by mostly CPI-linked tolls and moderate traffic 
volume growth. 

Most/least preferred stocks in sector
Wide-moat AIA is our top pick in the sector. While 
the airport’s latest pricing and capital spending 
forecast will lead to sharply lower cash generation 
over the next five years, the resulting substantial 
expansion and upgrade will support further 
passenger growth and accelerated pricing. 

QUB’s long-term future is bright, but this is fully 
priced in. Investors may get a better entry point 
if Moorebank has any hiccups. SYD appears 
fairly valued, while TCL, AZJ, and the airlines 
are overvalued. K

Exhibit 1: Stellar growth will slow, but rising Asian middle class underpins good future for 
Sydney and Auckland airport
M Sydney airport M Auckland airport

Source: Company filings, Morningstar estimates 
Note: Sydney Airport on calendar year; Auckland on June fiscal year

Adrian Atkins
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Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation

Moat  
Rating

Uncertainty 
Rating FY17A  FY18F

EPS CAGR 
 (%) 5yr FY17A FY18F

Franking    
FY17A (%)

PER (x)
FY18F

Div.Yld (%)  
FY18F

Share  
Price ($)

Fair  
Value ($)

Price/Fair 
Value

APA Group APA Reduce Narrow Medium 21.3 20.6 7.2 43.5 45.0 9.0 43.2 5.1 8.79 8.00 1.10

Origin Energy Limited ORG Reduce None High 33.5 58.9 20.8 0.0 0.0 0.0 15.5 0.0 9.30 7.50 1.24

Contact Energy Limited CEN-NZ* Hold Narrow Medium 19.7 21.7 4.5 26.0 32.0 88.0 25.2 5.9 5.49 6.20 0.89

Mercury NZ Limited MCY-NZ* Hold Narrow Medium 12.6 11.9 4.3 14.6 16.0 100.0 28.1 4.8 3.38 3.40 0.99

* Dividends for New Zealand companies are fully imputed for New Zealand residents. Australian investors receive supplementary dividends. Figures in NZD.

Utilities
Rising bond yields could bring valuations back to earth

Key themes for 2018
A key headwind for utilities through 2018 is likely 
to be rising bond yields as major global central 
banks wind back monetary policy stimulus, 
including quantitative easing. Rising bond yields 
weigh on share prices as they reduce the relative 
attractiveness of yields, and hurt earnings over time 
by pushing up interest expense. The latter is 
particularly relevant to highly geared entities. The 
National Energy Guarantee appears sensible, and 
should give the industry the certainty it needs to 
invest for the future. We view it as a minor positive 
for the industry.

Australian Generation/Retailing: AGL Energy (AGL) 
and Origin Energy (ORG) are destined to grow 
earnings strongly in 2018 as higher wholesale 
prices are passed through to customers. ORG has 
the added benefit of the recent strong rally in the 
oil price, and the potential to refinance debt more 

cheaply. The oil price rally is a huge boon for ORG’s 
APLNG joint venture, which has gone from barely 
breakeven to making strong free cash flows. But 
we’re not convinced strong earnings will continue 
for AGL and ORG, as high prices for gas and 
electricity encourage more supply, or, failing that, 
government intervention to protect households and 
businesses from expensive energy bills.

New Zealand Generation/Retailing: Conditions in 
New Zealand won’t be anywhere near as 
favourable as in Australia in 2018, but the five 
“gentailers” are cheaper and have better long-term 
outlooks than Australian peers. The NZ gentailers 
are future-proofed, given most of their generation 
is from renewable sources--mainly flexible hydro 
and reliable geothermal--in stark contrast to 
Australian peers. 

Distribution/Transmission: Returns for regulated 
electricity and gas network owners AusNet 
Services (AST) and Spark Infrastructure (SKI) have 
probably bottomed, suggesting earnings should 
strengthen over the medium term as regulatory 
asset bases grow on investment to upgrade and 
extend the networks. In contrast, returns for the 
mostly unregulated APA Group (APA) should start 
trending lower as gas market reform impacts from 
2018. Rule changes significantly weaken APA’s 
bargaining position, which will hurt returns as 
long-term contracts mature. 

Most/least preferred stocks in sector
Australian utilities are expensive, with all trading 
above our fair value estimates following good 
share price rallies in 2017. Better value can be 
found in New Zealand, but even these are no 
longer cheap. NZ dual-listed “gentailers” Contact 
Energy (CEN), Mercury NZ (MCY) and Meridian 
Energy (MEZ) trade at slight discounts to fair value. 
They offer solid dividend yields and robust 
medium-term growth, but stock liquidity on the 
ASX is relatively poor. K

Adrian Atkins
Senior Equity Analyst
Utilities, Transport

Earnings Outlook

Positive 
Valuation Outlook

Negative 

Exhibit 1: Tailwind from falling bond yields is likely over
M 10Y Bond yield (LHS) M S&P ASX200 Utilities (RHS)

Source: Reuters
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Featured Recommendations (as at 12 Dec 2017)

Adj. EPS (cps) DPS (cps)
Recommendation

Moat  
Rating

Uncertainty 
Rating FY17A  FY18F

EPS CAGR 
 (%) 5yr FY17A FY18F
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FY17A (%)

PER (x)
FY18F
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Price ($)

Fair  
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Price/Fair 
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Newcrest Mining Limited NCM Hold None High 67.8 57.6 14.0 19.5 19.0 34.1 39.4 0.8 22.46 21.50 1.04

Iluka Resources Limited ILU* Hold None High 36.6 43.8 n.a 15.0 15.0 100.0 21.3 1.6 9.39 9.30 1.01

BHP Billiton Limited BHP Reduce None High 171.5 204.3 -0.9 110.0 123.1 100.0 13.3 4.5 27.65 20.00 1.38

Rio Tinto Limited RIO* Reduce None High 685.5 490.1 1.7 408.9 324.4 100.0 14.2 4.7 70.25 46.00 1.53

Fortescue Metals Group Ltd FMG Reduce None Very High 88.8 74.2 -32.4 45.0 44.6 100.0 6.2 9.7 4.70 3.20 1.47

* December year end. FY17 is Morningstar forecast.

Key themes for 2018
We expect commodity prices generally and 
earnings for the miners to decline through 2018 and 
2019. Demand has benefited from continued high 
levels of investment in China, but rising debt levels 
in the country present a headwind to further strong 
fixed asset investment driven growth.

The Chinese government’s desire to manage debt 
and financial risks is likely to have a direct impact on 
future growth. Debt is the main medium-term risk 
and China’s central bank says it will take prudent and 
neutral measures, avoid large injections, and make 
efforts to deleverage the economy.

Commodity prices are generally elevated, with 
major commodities such as iron ore, copper, coking 
and thermal coal, and aluminium trading well above 
their respective marginal costs.

Metals and Mining
Indian summer for commodities unlikely to persist in 2018

Earnings and returns for the miners reverted to 
strong levels in 2017. In the case of some miners, 
such as Rio Tinto (RIO), earnings have returned to 
2012-13 levels typical of the China boom heights.

Chinese government policy is likely to continue to 
influence commodity markets, particularly 
commodities where China is a substantial supplier; 
namely coking and thermal coal, steel, and 
aluminium. Winter steel and aluminium production 
cuts may support buoyant margins for those 
commodity processors for longer than we expect 
but temporarily dampen raw materials demand.

Longer term, we think elevated coal and steel 
maker margins are unlikely to persist as Chinese 
government induced supply constraints abate. The 
large discounts and premiums for low and 
high-grade iron ore should contract as the focus for 
steel makers shifts back towards margins and 
minimising input costs versus the current drive to 
maximise production with high-grade inputs given 
generous steel prices. If discounts for lower-grade 
iron ore products narrow, there could be a 
liquidation of still-high port stocks.

Most/least preferred stocks in sector
With the strong prevailing commodity and share 
prices, we think the sector is overvalued. 

Iluka (ILU) and Newcrest (NCM) represent the best 
value in the sector, trading at close to their 
respective fair value estimates. ILU is exposed to 
late cycle commodities in zircon and titanium 
dioxide feedstocks, while NCM should benefit from 
growing gold consumption in India and China.

Of the majors, we continue to prefer BHP to RIO 
given the latter’s greater exposure to iron ore, 
which is heavily exposed to investment in China. 
Fortescue Metals Group (FMG), while still 
overvalued, is slightly cheaper than RIO given 
excessive low-quality discounts are partly reflected 
in the price. K

Exhibit 1: China’s returns on capital have deteriorated since 2008, Reflecting aggressive  
capital stock and capital-output ratio
M Capital stock (LHS) M Capital to output (RHS)

Source: National Bureau of Statistics, CEIC, Morningstar

Mathew Hodge, CFA
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Featured Recommendations (as at 12 Dec 2017)
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PER (x)
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Woodside Petroleum Limited WPL* Accumulate None High 156.0 144.3 10.7 125.9 115.4 100.0 22.0 3.6 32.29 40.00 0.81

Santos Limited STO Hold None High 25.3 24.8 64.5 0.0 9.9 100.0 20.4 2.0 5.10 5.75 0.89

Oil Search Limited OSH* Reduce None High 24.5 24.5 30.4 12.1 12.3 0.0 29.8 1.7 7.38 5.25 1.41

Beach Energy Limited BPT Reduce None High 8.6 8.1 4.1 2.0 3.2 100.0 13.6 2.9 1.12 0.85 1.32

AWE Limited AWE Hold None Very High -5.5 1.2 n.a 0.0 0.0 100.0 73.9 0.0 0.83 0.75 1.11

* December year end. FY17 is Morningstar forecast.

Key themes for 2018
Nothing is certain in the world of oil, but a 
near-term crude price awakening could be near. 
Crude prices look healthier than they’ve been for 
years, largely due to voluntary curtailments from 
OPEC and its non-OPEC partners. By giving up 1.8 
million barrels per day combined, this group has 
engineered a supply shortage to realign global 
inventories with the long-term average before the 
cuts expire in March 2018. 

The cartel will likely pay a price for any near-term 
benefit. We think U.S. shale producers can rapidly 
increase volumes in a US$60-$65/barrel Brent 
environment. After several upward revisions, the 
International Energy Agency currently expects U.S. 
crude production to end 2017 0.8 mmb/d higher 
than year-end 2016; that looks conservative to us, 
as we forecast 1 mmb/d. As such, the rapid U.S. 
shale growth in the back half of the year will 
meaningfully increase U.S. oil supply. The U.S. 

Energy
Oversupply in 2018 but mid-cycle US$60 Brent unchanged

horizontal rig count remains well below the 2014 
peak, but due to remarkable advances in efficiency 
and well productivity, it is already high enough to 
drive very strong growth for several years.

Once the cuts are lifted, full OPEC production 
coupled with rapidly growing U.S. output is likely to 
outstrip near-term demand growth and could easily 
tip the industry back into oversupply in 2018. Our 
2018 Brent forecast is consequently US$50/bbl. But 
looking past 2018, we still expect a mid-cycle price 
of US$60/bbl. This estimate is based on our cost 
outlook for U.S. shale production, which we expect 
to be the marginal source of global supply. 
Sustainably lower shale break-evens mean the era 
of comparatively low-cost oil is here to stay.

Most/least preferred stocks in sector
The Australian energy sector looks reasonably fairly 
valued at current levels with an average price/fair 
value of 1.05. Woodside (WPL) is the cheapest of 
the three largest local names, with a price/fair 
value of 0.80. We recently upgraded our WPL fair 
value from $35.50 to $40.00 per share following 
revaluation of contingent gas resources at a higher 
US$0.35/mcf multiple, and upon closer inspection 
of the economics of expansion via gas from the 
Browse Basin. Confirmation of the latter could be a 
key catalyst for share price re-rating.

Santos (STO) had already enjoyed a healthy price rise 
due to confirmation of a takeover approach from 
Harbour Energy, which narrowed the price/fair value 
discount to 13%. Oil Search (OSH) remains overvalued, 
at a price/fair value of 1.40, with the heavy PNG 
sovereign risk premium we apply a key determinant.

Of the juniors, fellow recent takeover recipient 
AWE Limited (AWE) looks the cheapest with price/
fair value at 0.84 versus Beach Energy’s (BPT) 1.33. 
The market has applauded BPT’s $1.6bn purchase 
of Origin Energy’s oil and gas assets, while AWE’s 
value discount has been narrowing due to 
exceptional gas flows from its Waitsia gas field in 
the Perth Basin. K

Mark Taylor
Senior Equity Analyst
Oil & Gas and  
Mining Services
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Featured Recommendations (as at 12 Dec 2017)
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Share  
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Fair  
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Price/Fair 
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CIMIC Group Limited CIM* Sell None High 208.1 204.3 6.5 125.1 122.6 100.0 24.9 2.4 50.30 25.60 1.96

Downer EDI Limited DOW Reduce None High 36.8 41.4 7.9 24.0 24.9 100.0 16.4 3.7 6.74 5.00 1.35

Orica Limited ORI Reduce None High 102.6 141.1 11.6 51.5 70.5 5.8 13.1 3.8 18.20 15.00 1.21

Incitec Pivot Limited IPL Reduce None High 18.8 25.0 9.4 9.0 12.5 0.0 15.3 3.3 3.78 2.65 1.43

WorleyParsons Limited WOR Sell None Very High 49.0 67.9 12.4 0.0 0.0 0.0 21.1 0.0 14.11 6.30 2.24

* December year end. FY17 is Morningstar forecast.

Key themes for 2018
We like to look at CIMIC (CIM), formerly Leighton, 
as a representative example of the Mining Services 
segment. It’s share price has more than tripled in 
four years to $50.30 for a 2017 PE of 25. Underlying 
EPS over that period increased just 14% to ~$2.08. 
The current share price is 52% higher than 2010’s 
mid-China-boom average of $33, but current $110 
work-in-hand per share levels are 25% below 
2010’s $140 mark. The 2017 EV/EBITDA multiple of 
nearly 12 is double the long-run average of slightly 
less than 6.0. Clearly, there are huge growth 
expectations priced in.

Mining Services
Day of reckoning looms unless key names can meet out-sized growth 
expectations

But from where will this growth come? 
Australian mining and energy investment 
expenditure peaked between 2012 and 2015 at 
a combined annual average approaching $90bn. 
In 2018, it will be around one-third those levels, 
with 2017 levels already less than half of peak 
and LNG expenditure still rolling off from a 
once-in-a-generation boom. There’s a $60bn 
hole to be filled. The market seems convinced 
public infrastructure spending will answer the 
call. But industry pundit Macromonitor projects 
just an $8bn increase in annual road and rail 
spending between 2017 and 2019; not much of a 
stop-gap, let alone growth driver. Other 
proposed sources are growth in maintenance 
activity, a renewed mining and energy boom, 
cost-cutting and so on.

We simply can’t find the work to drive anything 
like current market expectations and project 
sharp share price retreats when reality catches 
up with expectations. There have been sniffs, 
with Orica’s (ORI) shares pulling back 12% in 
November when FY17 NPAT disappointed, and 
ALS Limited (ALQ) down 20% since early 
November. But nothing like what could be in the 
wings if our fair values are proven correct.

Most/least preferred stocks in sector
All the names we cover in the Mining Services 
sector are over-valued with an average price/fair 
value of 1.80. Explosives specialist ORI is the 
least over-valued of the larger names we cover, 
with a price/fair value of 1.17 weakened by the 
market disappointment already discussed. It is 
followed by Nufarm (NUF) at 1.36, Downer EDI 
(DOW) at 1.40 and Incitec Pivot (IPL) at 1.50. 
IPL’s share price recently suffered a minor 2% 
fall on news BHP Iron Ore will end its 
ammonium nitrate contract; another sniff! Most 
over-valued in our opinion include engineering 
specialists WorleyParsons (WOR) at a price/fair 
value 2.40, CIM and Monadelphous (MND) both 
on 2.00, and ALQ on 1.94. K

Mark Taylor
Senior Equity Analyst
Oil & Gas and  
Mining Services

Earnings Outlook

Positive 
Valuation Outlook

Negative 

Exhibit 1: Mining investment in Australia (Constant US$ billion)
■ Oil and gas ■ All other mining sectors

Source: ABS, BIS Shrapnel, Morningstar
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Featured Recommendations (as at 12 Dec 2017)
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Aveo Group AOG Accumulate None Medium 19.1 20.6 2.0 9.0 11.0 0.0 12.7 4.2 2.63 3.10 0.85

Property and REITs
Values look stretched

Key themes for 2018
We forecast nearly all property companies to 
generate earnings growth over 2018 as most 
tenant leases contain contracted rental 
escalations and occupancy should remain high 
for most property categories. However, over the 
medium term, total returns for property investors 
will be more influenced by the level of bond 
yields than cash earnings. This is due to 
property, being a yield-style investment, having 
appreciated in concert with falling bond yields. 

The unwinding of unprecedented quantitative 
easing policies in 2018 risks pushing long-term 
bond yields up faster than anticipated, 
subsequently weighing on the values of all 
property. The timing of this and the quantum of 
change is also highly subjective. Caution is 

warranted. This is reflected in the dearth of positive 
recommendations across our coverage. 

We are generally wary of shopping centres due to 
multiple threats, the most significant being online 
retail, rising competition from global players, 
slowing wages growth and high household 
leverage. Strategies of landlords are somewhat 
uniform, with more space being allocated to 
dining and services. Unfortunately, most 
strategies are analogous to tinkering around the 
edges and it is inevitable slowing sales growth 
will translate into lower rental growth over the 
longer term. 

Office assets in Sydney and Melbourne are set for 
very strong rental growth over 2018-2020, but this 
is already fully reflected in valuations. New supply 
is scheduled to come to these markets in 2021, 
causing a retracement in rents. 

Of all property categories, we’re most positive 
on retirement living, with owners set to benefit 
from favourable demographic trends as the 
number of people exploring retirement living 
options surges over the next five years. Given 
most incoming residents fund the purchase of 
their retirement unit by selling the family home, 
the strong appreciation in house prices has 
significantly increased the purchasing power  
of incoming residents. This, plus an undersupply 
of modern retirement units, is contributing to 
solid price growth for retirement unit stock and 
hence the profit operators generate on each 
resold unit. 

Most preferred stocks in sector
Aveo (AOG) screens as the most undervalued 
property entity under coverage, trading around 15% 
below our fair value estimate. 

Westfield Corporation (WFD) is slightly 
undervalued, as U.S. retail REITs have sold down 
due to an increase in the number of retailers in 
financial difficulty. We think the stocks have 
been oversold, with landlords owning better 
quality assets, best placed to respond to the 
retail storms. K

Earnings Outlook

Positive 
Valuation Outlook

Negative 

Tony Sherlock, CA, CFA

Senior Equity Analyst
Property

Exhibit 1: ASX REIT Index vs AUD 10yr Bond (inverted)
M ASX 200 REIT M AU 10-yr Government bond

Source: Reuters
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Low levels of supply will likely support hybrid 
security prices in 2018. The investable universe 
will become more concentrated in financial 
service and insurance names as corporate issuers 
continue to withdraw from the hybrid market in 
preference for cheaper funding in the senior 
unsecured bond market.

Limited supply will support prices
We expect several rollover issues in 2018, 
although some issuers may opt for the wholesale 
market. Two corporate issues under our coverage 
list have outstanding hybrid securities with call 
dates in 2018; APA Group Subordinated Notes 
(AQHHA) and Crown Subordinated Notes 
(CWNHA). We believe both AQHHA and CWNHA 
will be called without replacement, due to the 
expensive funding they represent. 

On the other hand, there are numerous hybrid 
securities issued by financial and insurance 
service providers due to be called and likely 
replaced in 2018. These include Westpac CPS 
(WBCPC), Macquarie Group Capital Notes 
(MQGPA), Westpac Subordinated Notes (WBCHB), 
Suncorp Subordinated Notes (SUNPD), CBA 
PERLS VI (CBAPC) and AMP Subordinated Notes 2 
(AMPHA). Except for WBCHB, which we think will 
be rolled into the wholesale market, we believe 

Hybrids
Supply taps to remain tight

these securities will be called and replaced in the 
listed market. 

Beyond rollover issues, we would not be surprised to 
see new issues leveraging off current long-term lows 
in hybrid issuance yields. Australia & New Zealand 
Banking Group (ANZ) remains least likely to issue 
hybrid securities domestically in 2018 given the lack 
of a rollover trade combined with a strong capital 
position and being the most recent issuer.  

Look to buy into curve steepening
Continued confidence in the extremely strong 
capital positions of the major domestic banks 
should drive investor indifference between lower 
and higher term-to-call securities. For this reason, 
we would continue to prefer short-dated exposures 
unless the term-to-call premium justifies otherwise. 
Any material curve steepening will justify 
increasing exposure at the long end.

Prefer to stay on the moat path, but no-moat 
outliers should be considered
While we continue to prefer the wide-moat-rated 
major bank issues, we believe there will be a 
greater number of attractive no-moat issuer outlier 
opportunities in 2018 as hybrid securities come 
under increased selling pressure relative to 2017. 
We expect to see investor selling of non-major 
bank hybrid paper as they look to move their 
exposure into major bank paper as they come to 
market with new issues. We continue to have 
confidence in domestic hybrid issuers to continue to 
meet their payment obligations due to their general 
strong risk profiles. Looking to buy on weakness 
will be a key theme in our view in 2018, as opposed 
to chasing yield at all costs. K

John Likos, CFA

Director Equity and 
Credit Research, 
ANZ

Ella McAlister
Associate Analyst

Exhibit 1:  Hybrid supply, A$m
■ Replace inthe listed market ■ Exit the listed market

Source: Morningstar
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Morningstar Model Income Equity Portfolio
Healthcare, banks, Telstra, and QBE increased, AMP reduced, Platinum  
and Virtus removed 

Joel Bloomer
Head of Discretionary 
Equity Strategies, 
Asia-Pacific

Portfolio Objective
The objective of the Morningstar Model Income 
Equity Portfolio (Australia & New Zealand) is to 
provide attractive net and gross dividend yields 
while outperforming the S&P/ASX 200 
Accumulation Index over a complete cycle. The 
portfolio is actively managed and concentrated, 
mostly consisting of companies with sustainable 
distributions, franking credits, and trading at 
discounts to intrinsic value according to our 
research team. All else equal, we also strive to 
own companies with economic moats, as high-
quality companies tend to provide attractive returns 
with reduced volatility. Total return will generally 
be driven more by income than capital appreciation, 
although both are desirable.

Transaction Analysis
We have made a few trades in the Income Portfolio 
that improve its overall valuation, quality, and 
dividend yield, as is our constant goal. Net dividend 
yield is about 4.6% and gross yield at 5.9%. 
Importantly, we believe this yield is more diversified 
and sustainable than the more concentrated payout 
of the benchmark. Our general aim when trading is 
to methodically rotate from expensive to attractively-
priced stocks while sustaining a higher than 
benchmark dividend yield and being mindful of tax 
implications, which is true of this update.

The total number of holdings remains steady at 22, as 
we exited two holdings (Virtus and Platinum) and 
initiated two (Healthscope and Ramsay Health Care). 
We also increased our position sizes in five companies 
(Telstra, QBE Insurance, NAB, CBA, and Westpac), 
while trimming one (AMP). Taking all of this together, 
our cash position falls back to about 7%, giving us 
some flexibility to add or reduce holdings within the 
portfolio’s 10% maximum cash allowance.

Our stock selection process for this strategy is 
bottoms-up, fundamentally-driven analysis of 
individual companies. But as a check, it’s instructive 
to consider any set of trades together and be 
mindful of thematic that emerges to ensure they 
seem sensical and more importantly don’t overly 
expose the portfolio to concentrated risks.

We suggest downside risk in the portfolio has been 
reduced after this update, which seems fitting to us 
given generally stretched valuations following 
strong market performance. Through the cycle, our 
approach may fall behind in strong markets, but we 
generally expect to outperform in weak markets. 

Our view is the stocks we have sold are more likely 
to decline during a downturn than those purchased. 
Partly due to earnings volatility from discretionary 
demand, but as importantly because current prices 
in the stocks sold generally offer less margin of 
safety than previously. Shifting our financials 
exposure to insurance and the banks from market-
facing businesses like Platinum and AMP, and our 
health care exposure toward the less discretionary 
demand for surgery at well-positioned private 
hospitals, should help us hold-up well when a 
market correction eventually occurs.

The rationale for trades is provided below. 
Substantially more analysis on every portfolio holding 
is available through Morningstar Equity Research.

E We initiated a 3% stake in Healthscope (HSO). 
Underlying fundamentals are highly attractive due 
to an ageing and growing population and 
increasingly complex healthcare services. HSO is 
the second largest player in the concentrated 
Australian private hospital market giving it prime 
exposure to favourable trends. The share price has 
been under heavy pressure due to consecutive 
earnings downgrades, management turnover, 
recently weak elective surgery demand and 
political scrutiny around escalating healthcare 
costs. HSO is also nearing the end of a very large 
capital expenditure program, including the 
greenfield Northern Beaches Hospital (NBH), which 
will see balance sheet gearing increase. However, 
we see the leverage as serviceable and expect 
recent expansions to generate increased revenue 
and profit growth on a multi-year view. In sum, the 
risks are clear and manageable, but overly 
discounted in the share price. If short-term 
concerns, such as stumbles in opening NBH, drove 
the share price lower, we’d likely increase our 
stake. In the generally expensive healthcare sector, 
HSO is an attractive opportunity.

E We initiated a 2% stake in Ramsay Health Care 
(RHC). The drivers of RHC are largely the same as for 
HSO but with some important nuances. RHC is the 
largest private hospital operator in Australia. Both 
should have bargaining power with various 
customers and vendors. However, RHC derives about 

Exhibit 1: Trade Summary

Action Ticker
Previous

Weight %
New  

Weight 

Add HSO 0.000 3.000

Add RHC 0.000 2.000

Increase CBA 3.781 5.000

Increase NAB 3.904 5.000

Increase QBE 3.479 6.000

Increase TLS 5.397 8.000

Increase WBC 3.616 5.000

Decrease AMP 3.537 2.000

Remove PTM 5.067 0.000

Remove VRT 2.468 0.000

*based on prices as of December 6, 2017



26  Your Money Weekly   14 December 2017 27

Morningstar Model Income Equity Portfolio
Performance and Allocation as at 12 December 2016

Portfolio Holdings  Morningstar Ratings T= Shares Added Y= Shares Sold E= New Holding UR = Under Review

Stock Name % of Portfolio Morningstar Recommendation Morningstar Style Box Uncertainty Rating Moat Rating Stewardship Rating Code Fair Value ($) Price ($) Price/Fair Value EPS (c) DPS (c) Franking (%) (est) Price/Earnings (x) Forecast Div Yield (%) Market Cap ($m)

Telstra Corp Ltd 8.10 ■ Accumulate Ç Medium Narrow Standard TLS 4.60 3.72 0.81 32.5 31.0 100.0 11.5 8.3  44,243 
Cash Account 7.14 ■   
Medibank Private Ltd 6.15 ■ Hold È Medium Narrow Standard MPL 2.90 3.26 1.12 16.3 12.0 100.0 20.0 3.7  8,978 
QBE Insurance Group Ltd 5.99 ■ Accumulate É High Narrow Standard QBE 13.00 10.71 0.82 36.1 24.0 30.0 29.6 2.2  14,567 
Sydney Airport 5.72 ■ Hold É Medium Narrow Standard SYD 7.10 7.29 1.03 15.8 34.5 0.0 46.0 4.7  16,413 

Wesfarmers Ltd 5.15 ■ Reduce È Medium Narrow Exemplary WES 37.00 43.79 1.18 254.3 223.0 100.0 17.2 5.1  49,651 
Crown Resorts Ltd 5.11 ■ Hold É High Narrow Standard CWN 13.50 12.46 0.92 47.3 60.0 60.0 26.4 4.8  8,583 
Commonwealth Bank 5.05 ■ Hold È Medium Wide Standard CBA 85.00 80.36 0.95 574.8 429.0 100.0 14.0 5.3  140,849 
National Australia Bank 5.01 ■ Hold Ç Medium Wide Standard NAB 32.00 29.97 0.94 239.5 198.0 100.0 12.5 6.6  80,486 
Westpac Banking Corp 4.98 ■ Hold Ç Medium Wide Exemplary WBC 35.00 31.45 0.90 239.7 188.0 100.0 13.1 6.0  106,753 

Carsales.com Ltd 4.70 ■ Hold Ì Medium Narrow Standard CAR 13.70 15.07 1.10 48.2 40.2 100.0 31.3 2.7  3,655 
Scentre Group 4.44 ■ Hold È Medium Narrow Standard SCG 3.85 4.35 1.13 24.2 21.7 0.0 18.0 5.0  23,161 
Vicinity Centres 4.44 ■ Hold Ç Medium Narrow Standard VCX 2.70 2.87 1.06 18.9 17.8 0.0 15.2 6.2  11,112 
Coca-Cola Amatil Ltd 3.87 ■ Accumulate Ê Medium Narrow Standard CCL 9.40 8.54 0.91 55.2 46.0 70.0 15.5 5.4  6,323 
Sonic Healthcare Ltd 3.74 ■ Hold É Medium Narrow Standard SHL 24.00 22.84 0.95 102.0 77.0 20.0 22.4 3.4  9,653 

Westfield Corp 3.36 ■ Accumulate È Medium Narrow Standard WFD 10.00 8.50 0.85 44.8 34.0 0.0 19.0 4.0  17,664 
Brambles Ltd 3.09 ■ Accumulate É Medium Wide Standard BXB 11.20 10.01 0.89 52.7 29.0 27.5 19.0 2.9  15,926 
Healthscope Ltd 2.96 ■ Accumulate Ê Medium Narrow Standard HSO 2.60 2.01 0.77 10.3 7.4 0.0 19.4 3.7  3,494 
Woodside Petroleum Ltd 2.69 ■ Accumulate É High None Standard WPL 40.00 32.29 0.81 157.2 126.9 100.0 20.5 3.9  27,203 
Spark New Zealand Ltd 2.54 ■ Hold Ê Medium Narrow Standard SPK 3.30 3.35 1.02 20.5 20.8 0.0 16.3 6.2  6,147 

AMP Ltd 1.99 ■ Hold È Medium Narrow Standard AMP 5.50 5.23 0.95 35.5 29.0 90.0 14.7 5.5  15,264 
Ramsay Health Care Ltd 1.96 ■ Accumulate É Medium Narrow Exemplary RHC 87.00 68.99 0.79 261.4 134.5 100.0 26.4 1.9  13,942 
MYOB Group Ltd 1.83 ■ Accumulate Ì Medium Narrow Standard MYO 4.05 3.56 0.88 18.4 11.1 0.0 19.3 3.1  2,159 

Grand Total  0.94  62.9 19.4 4.5  

NOTE: Holdings and recommendations as at 12 Dec 2017;    YShares sold: Platinum (PTM), Virtus (VRT))
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What is the Morningstar Model Income  
Equity Portfolio? 
We started the Morningstar Model Income Equity Portfolio 
in 2001 as a model (theoretical) portfolio to demonstrate the 
returns potentially achievable (on the basis described below) 
from a concentrated portfolio of high quality income-
producing shares. The target dividend yield for stocks in the 
model portfolio is greater than the benchmark S&P/ASX 200 
Accum Index (the ‘Benchmark Index’), which is also 
effectively a model equities portfolio with reinvestment of 
dividends. The Morningstar Model Income Equity Portfolio 
aims to have 15–30 holdings with limited trading. 
Companies with narrow or wide economic moats and low or 
medium uncertainty feature heavily in the model because of 
their more predictable cash flows, more stable dividends, 
and generally lower share price volatility. 

How do Income Portfolio stocks compare with the 
Benchmark Index?
The Morningstar Model Income Equity Portfolio is generally 
invested in similar classes of equities as the (model) 
Benchmark Index in terms of investment objectives, types of 
investments, countries and markets/sectors covered.  Both 
the model portfolio and the benchmark are therefore 
exposed to some normal investment risks such as foreign 
exchange, sector, manager and liquidity risk, but not to risks 
such as derivatives. As both represent equity investments, 

they are likely to experience volatility common with the 
asset class, although it is our goal to generate less risk than 
the benchmark in the long-run. We have achieved this 
historically by focusing on high quality, undervalued, 
sustainable dividend yield investments, but cannot 
guarantee future success. 

How is performance calculated?
Performance for both the Morningstar Model Income Equity 
Portfolio and the benchmark is expressed on the following 
basis and assumptions so that we are comparing ‘apples 
with apples’:
33 before deduction of fees (ie entry, exit, performance or 

management fees), costs and  
taxes payable by either the Portfolio/benchmark  
or the investor; 
33 without allowing for franking credits or interest earned 

on cash balances; and
33 dividends that would notionally be received are 

theoretically reinvested without any tax deduction.  

Where this model is offered as an investable option by third 
party providers, management fees of between 0.44% and 
0.85% (inclusive of GST) will be charged. There may also be 
performance fees (ranging from 10%–15% of 
outperformance) charged. Third party providers may also 
charge their own fees which will vary between providers. K

Disclaimer
Performance results represent 
modelled performance only. Past 
performance of any investment is 
not a reliable indicator of future 
performance and the performance 
described here is of a theoretical 
model. The model performance 
will differ from actual 
performance which follows that 
model depending on actual fees, 
taxes and other factors including 
transaction timing and divergence 
from constituent weightings, 
rounding adjustments and 
minimum trade sizes. 

Morningstar Valuation & Fundamentals

Stock Name % of Portfolio Morningstar Recommendation Morningstar Style Box Uncertainty Rating Moat Rating Stewardship Rating Code Fair Value ($) Price ($) Price/Fair Value EPS (c) DPS (c) Franking (%) (est) Price/Earnings (x) Forecast Div Yield (%) Market Cap ($m)

Telstra Corp Ltd 8.10 ■ Accumulate Ç Medium Narrow Standard TLS 4.60 3.72 0.81 32.5 31.0 100.0 11.5 8.3  44,243 
Cash Account 7.14 ■   
Medibank Private Ltd 6.15 ■ Hold È Medium Narrow Standard MPL 2.90 3.26 1.12 16.3 12.0 100.0 20.0 3.7  8,978 
QBE Insurance Group Ltd 5.99 ■ Accumulate É High Narrow Standard QBE 13.00 10.71 0.82 36.1 24.0 30.0 29.6 2.2  14,567 
Sydney Airport 5.72 ■ Hold É Medium Narrow Standard SYD 7.10 7.29 1.03 15.8 34.5 0.0 46.0 4.7  16,413 

Wesfarmers Ltd 5.15 ■ Reduce È Medium Narrow Exemplary WES 37.00 43.79 1.18 254.3 223.0 100.0 17.2 5.1  49,651 
Crown Resorts Ltd 5.11 ■ Hold É High Narrow Standard CWN 13.50 12.46 0.92 47.3 60.0 60.0 26.4 4.8  8,583 
Commonwealth Bank 5.05 ■ Hold È Medium Wide Standard CBA 85.00 80.36 0.95 574.8 429.0 100.0 14.0 5.3  140,849 
National Australia Bank 5.01 ■ Hold Ç Medium Wide Standard NAB 32.00 29.97 0.94 239.5 198.0 100.0 12.5 6.6  80,486 
Westpac Banking Corp 4.98 ■ Hold Ç Medium Wide Exemplary WBC 35.00 31.45 0.90 239.7 188.0 100.0 13.1 6.0  106,753 

Carsales.com Ltd 4.70 ■ Hold Ì Medium Narrow Standard CAR 13.70 15.07 1.10 48.2 40.2 100.0 31.3 2.7  3,655 
Scentre Group 4.44 ■ Hold È Medium Narrow Standard SCG 3.85 4.35 1.13 24.2 21.7 0.0 18.0 5.0  23,161 
Vicinity Centres 4.44 ■ Hold Ç Medium Narrow Standard VCX 2.70 2.87 1.06 18.9 17.8 0.0 15.2 6.2  11,112 
Coca-Cola Amatil Ltd 3.87 ■ Accumulate Ê Medium Narrow Standard CCL 9.40 8.54 0.91 55.2 46.0 70.0 15.5 5.4  6,323 
Sonic Healthcare Ltd 3.74 ■ Hold É Medium Narrow Standard SHL 24.00 22.84 0.95 102.0 77.0 20.0 22.4 3.4  9,653 

Westfield Corp 3.36 ■ Accumulate È Medium Narrow Standard WFD 10.00 8.50 0.85 44.8 34.0 0.0 19.0 4.0  17,664 
Brambles Ltd 3.09 ■ Accumulate É Medium Wide Standard BXB 11.20 10.01 0.89 52.7 29.0 27.5 19.0 2.9  15,926 
Healthscope Ltd 2.96 ■ Accumulate Ê Medium Narrow Standard HSO 2.60 2.01 0.77 10.3 7.4 0.0 19.4 3.7  3,494 
Woodside Petroleum Ltd 2.69 ■ Accumulate É High None Standard WPL 40.00 32.29 0.81 157.2 126.9 100.0 20.5 3.9  27,203 
Spark New Zealand Ltd 2.54 ■ Hold Ê Medium Narrow Standard SPK 3.30 3.35 1.02 20.5 20.8 0.0 16.3 6.2  6,147 

AMP Ltd 1.99 ■ Hold È Medium Narrow Standard AMP 5.50 5.23 0.95 35.5 29.0 90.0 14.7 5.5  15,264 
Ramsay Health Care Ltd 1.96 ■ Accumulate É Medium Narrow Exemplary RHC 87.00 68.99 0.79 261.4 134.5 100.0 26.4 1.9  13,942 
MYOB Group Ltd 1.83 ■ Accumulate Ì Medium Narrow Standard MYO 4.05 3.56 0.88 18.4 11.1 0.0 19.3 3.1  2,159 

Grand Total  0.94  62.9 19.4 4.5  

NOTE: Holdings and recommendations as at 12 Dec 2017;    YShares sold: Platinum (PTM), Virtus (VRT))
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30% of earnings from Europe, predominantly France 
followed by the UK. Those are tough markets, but 
RHC has a strong position. RHC has also started a 
pharmacy expansion strategy in Australia we like as 
it should increase the dominance of its existing 
hospitals in their catchment areas. Importantly, RHC 
has set the benchmark for operational excellence in 
hospitals for many years, whereas HSO is a work in 
progress. Not surprisingly, these differences are 
obvious in their valuations – RHC trading at a 
material premium to HSO. We start with a relatively 
small stake given the growth premium in RHC’s 
shares and hope to grow the position over time on 
price weakness.

T We added to our positions in the three major 
banks – CBA, NAB and WBC. Share prices of all 
major banks have traded lower following the now 
imminent Royal Commission (RC) which will 
investigate nearly all things financial in Australia. 
CBA also incurred some self-inflicted wounds. 
Where the RC leads is still ambiguous, but it’s safe 
to say it won’t be a tailwind to earnings, and the 
shares have started to reflect this. But all major 
banks are accumulating capital from modest growth 
in retained earnings, dividend reinvestment plans 
and asset sales. Regulatory capital ratios will be 
comfortably complied with and yields remain 
attractive despite forecast declines in payout ratios.

T We increase our position in QBE from 3.5% to 
6%. The story is largely the same as when we 
initiated a stake just over a year ago, except 
interest rates have risen somewhat (a tailwind to 
investment portfolio earnings), QBE should be 
further along in improving productivity, and there 

are signs general insurance pricing is firming after 
years of excessive competition. Taken together, we 
think QBE is closer to an earnings floor with upside 
in the cards. However, QBE’s only “achievement” in 
the last few years has been spooking the market 
through a string of earnings downgrades and 
management turnover. There are no guarantees the 
future will be better, but investor scepticism has 
created the reasonable share price. Trading near 
book value and at an attractive and sustainable 
dividend yield, we think the downside is limited.

T We increase our position in Telstra (TLS) from 
5.4% to 8%. TLS has been an unfortunate drag on 
performance, but its valuation has become too 
compressed to ignore. Our analysis suggests the 
market assumes little to no replacement of NBN 
earnings and remains concerned dividends could fall 
further. Competitive advantages have no doubt 
declined as its fixed-line networks are nationalised 
through forced asset sale to the NBN. Management 
intends to fill the gap with increased investment in 
the still well-positioned mobile network, through 
cost efficiency, and improved customer service 
through digitisation, but they’ve been disappointingly 
slow to show progress. Nonetheless, we think the 
new dividend policy is sustainable and the gross 
dividend yield of over 9% deserves a greater weight 
in the portfolio. If management can improve their 
execution record and reduce costs while innovating 
for the future, such as new 5G capabilities, we think 
TLS should perform well. We also argue at the 
current share price and fundamental valuation, TLS 
would perform relatively very well in an equity 
market decline.

Y We exit our 5.1% position in Platinum Asset 
Management (PTM). The path between a share 
purchase and sale is rarely known with precision, 
and that certainly has been the case with PTM. 
After reaching a low of $4.25 per share earlier this 
year, PTM has rebounded strongly, providing us a 
small capital gain in the end.

Y We exit our 2.5% position in Virtus Health (VRT). 
Our stake has not performed as hoped due to what 
we think are short-term earnings pressure. There are 
increased competitive concerns as prices for in-vitro 
fertilisation (IVF) have come under pressure, but VRT 
is still the largest player, and we believe can adapt 
to an environment that has low-cost as well as 
higher service offerings. However, the market 
capitalisation has come under such pressure VRT has 
been removed from the S&P/ASX 200, so we remove 
it from the portfolio. K

Exhibit 2: Annualised returns vs benchmark as of 31/03/2017
■ Morningstar Model Income Equity Portfolio ■ S&P/ASX 200 TR

Performance measures are expressed before fees, costs and taxes are deducted. Dividends are reinvested in the portfolio. 
The performance displayed is for the Morningstar Income Equities Portfolio and represents modelled performance only. 
This performance will differ from actual performance depending on factors such as transaction timing and any divergence 
from constituent weightings. * Where inception date is not the beginning of a month, returns are calculated using a start 
date which is the first day of the month following inception.  
Source: Morningstar Direct
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