


real growth rate of 2.1%. He noted
that this was only slightly higher
than annual average population
growth. This meant that real GDP
per capita would rise by only 0.4%
per annum. This led to a forecast
for a decline in the growth rate

of real gross national product per
capita at a rate of 0.3%. This is an
outlook for slow growth and slow
wages growth. The main reason is
slower private capital investment.

The one significant change that
we can say about Peter Dixon’s
outlook is that the decline in the
TOT in which he forecast, ceased
at the beginning of 2016. The TOT
is made up of two components.
The first is export prices. The
other is import prices. Import
prices move in a relatively stable
way. Export prices move in big
swings brought about by big
swings in commodity prices.

Every month the Reserve Bank

of Australia publishes its index of
commodity prices. In US$ terms,
the RBA index of US$ commodities
peaked at an index level of 246.5
in July 2011. From that time,
commodity prices fell (and the TOT
fell) in the same way that Peter
Dixon had suggested.

Now all of the things that

Peter Dixon forecast were then
experienced by the Australian
economy. The TOT had fallen. This
had led to a fall in investment and
a slowdown in jobs growth.

The commodity index in US$
terms had fallen to 90.8. This
means that the TOT stopped

declining.

Australia’s terms-of-trade
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The turnaround

Then what happened was
commodity prices started to rise.
This meant that the TOT started to
rise. By July 2017, the RBA index
of commodity prices in US$ terms
had risen to 122.4.

Arise in the TOT should lead to
arise in investment. A rise in
investment should lead to a rise in
employment growth. This should
also lead to a rise in GDP growth.
This is what is about to happen in
the Australian economy.

The period forecast by Peter
Dixon has ended earlier than he
forecast. Instead of continuing
until 2020, the decline in the
TOT came to an end in January
2016. Since that time, the TOT
have begun to improve. This
will generate stronger growth in
investment, GDP and jobs. This
is the turnaround we are about to
experience.

Equities Market

The improvement in the TOT is
leading to an improvement of
earnings in companies in the
ASX200. As of 29 August, our
model tells us that a fair value
for the ASX200 should be 5700
points. We are currently in the
reporting period and as we come
out of this, we believe that fair
value for the ASX200 will rise to
5870 points.

A turnaround in the TOT is
generating a turnaround in
investment and a turnaround in
earnings.
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Equity strategy — reporting season review

Reporting season in a
nutshell

Fewer-than-usual corporates
exceeded market expectations

this reporting season, with notable
large cap misses from the likes

of Telstra, Suncorp, Ramsay and
Woolworths a concern. Gorporate
outlook statements were again
broadly cautious reflecting several
uncertainties in the economy. We
pull apart key themes we identified
around earnings tailwinds
(lagging), capital investment
(higher), buybacks (up), EPS
certainty versus growth and small-
caps (rebounding).

But is the problem with
corporates, or with market
expectations?

We suspect the latter. Australian
companies (ex-Resources) grew
their profits at a modest 6.3%
in FY17, which eroded from
expectations of 7.4% growth

12 months ago. Expectations

for FY18 corporate profit growth
currently sit at 6.3%, or 9.4%
excluding banks and financials.
With elevated valuations heading
into results (>16x forward PE) and
this level of profit growth, it’s not
surprising the market was tough to
please in August.

Investment strategy remains
cautious

The valuations that investors

are paying for earnings remain
elevated by historical standards,
and as such, we caution investors
from expecting higher-than-
average returns. We think the
market’s frustratingly sluggish/
sideways trade reflects the reality
check that higher earnings, which
the market was pricing in earlier
in 2017, will take longer to deliver
than was hoped. Given that prices
tend to over and under shoot
around the earnings trajectory (see
Figure 5), it’s important to stand
ready to accumulate preferred
exposures when the inevitable
bouts of market volatility hit.

We remain optimistic on the
corporate outlook over the medium
term but think that market pricing
and EPS expectations had gotten
ahead of themselves as they have
done several times before as

the economy continues its slow
recovery. Pullbacks provide buying
opportunities.

Sentiment not yet translating
into investment

Despite business surveys showing
signs of improvement leading

into August, meaningful cyclical
tailwinds failed to materialise
either through the results or
outlook statements. Retiring CBA
CEOQ lan Narev summarised the
economy as:

‘... In many cases better than they
were six months ago or certainly
12 months ago when we were
talking about the result, but the
experience of people within the
economy geographically in different
paths of economy is still varied.
And we do see ongoing concems

at the household level about job
security, about wage growth and
about the cost of living.” 1an Narev
9 August 2017

At least for now, in the absence

of meaningful earnings catalysts,
the overall market appears to

be range-bound. As mentioned
above, the multiple investors pay
for earnings remains elevated by
historical standards. As such, we
caution investors against expecting
higher-than-average returns.

Unearthing companies that can
thrive regardless

Despite challenging conditions
overall, we continue to identify
individual companies capable of
thriving in this environment, that
offer good value for investors.
Indiscriminate selling and under-
recognition of strong results
have created some notable
opportunities amid the volatility.
We profile our best ideas arising
from the August results below.

Stock Comment

CSL Limited (CSL) CSL didn't renew its buyback, instead flagging FY18 as a re-investment year, which drove post-result weakness.
CSL isn't overly cheap, but has an enviable track record of EPS growth over a very long time frame.

Ansell (ANN) Divestments and business transformation have re-based and re-focused ANN. FY18 guidance looks conservative and
the earnings trajectory looks solid.

Healthscope (HSO) Despite the core hospital division disappointing, brownfields operations and core portfolio growth are improving.
Looks cheap on a multi-year view.

ResMed (RMD)~ Although volumes fell in 4Q, supply constraints are a thing of the past and operating leverage should improve supporting

a strong earnings trajectory.

BHP Billiton (BHP)

returns make BHP one of the most compelling buys in our coverage.

We think moves to jettison the problematic shale business combined with cashflows supporting higher shareholder

0il Search (OSH)A

which should unfold over time.

OSH will bounce around with short-term oil sentiment, but we think the market is undervaluing its growth potential,

Link Administration

We like the LNK story and see value emerging into FY19 on benefits from the CAS acquisition and further

(LNK) Superpartners synergies.

Westpac (WBC)A Our preferred major bank with low risk of a dividend cut, good organic capital generation capacity and a compelling
+6% vield pre franking.

Suncorp (SUN) SUN's result disappointed vs high market expectations but we think is represents an income opportunity offering a
~5.5% FY18F dividend yield fully franked, and with confidence in its sustainability given $350m of excess capital above
regulatory requirements.

AFG Group (AFG)~ Reported a strong FY17 result supporting our view that AFG looks cheap versus its growth outlook and +7% vield.

Cromwell (CMW)

CMW's active management style should deliver long-term returns via an 80/20 split between property and funds

management earnings. We upgraded to Add due to several near-term catalysts approaching.

Viva Energy (VVR)

re-ratings and DPS outperformance.

VVR offers an attractive +6% distribution yield with support from further accretive acquisitions in the pipeline, asset
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Stock Comment

Aventus (AVN)A AVN offers an attractive +7% distribution yield and looks oversold on Retail fears. The organic growth pipeline and
potential acquisitions are potential catalysts.

Inghams (ING) ING strongly surprised the market's conservative expectations in August in both earnings and debt reduction.
Our confidence in the stability of earnings has improved.

IPH Limited (IPH) IPH continues to deliver strong and reliable base earnings with good cashflow conversion into a solid yield. Looks cheap

given IPH also has growth options.

Corporate Travel (CTD)  Another stellar result in-line with high expectations in August. We expect ongoing delivery of strong double-digit growth
in coming years. Buy near $20.00 per share.

NextDC (NXT)A We remain attracted to NXT's long-term growth potential driven by strong structural tailwinds supported by the
exponential growth in data usage and storage.

PWR Holdings (PWH)~ Ongoing constant currency revenue growth of 15% for the core Motorsports division was the highlight of the result,
supporting strong growth in future years.

Jumbo (JIN) JIN offers exposure to traditional lottery markets and the shift to digital sales channels, which we think supports strong
EPS growth over coming years.

Apollo Tourism (ATL) ATL looks cheap with more growth optionality offshore. We forecast another strong year in FY18 assisted by
recent acquisitions.

Aveo Group (AOG) The *4-Corners discount’ built into the stock looks increasingly unsustainable versus our view that brand damage
appears to be moderating and that NTA will likely move toward $4 in coming years.

Lovisa (LOV) We highly rate LOV's offshore expansion potential, enviable gross margins, rapid store payback and net cash position.

Buy the pullbacks.
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The major banks did not

been hovering at cyclically low
levels for some time now and
are still not showing signs of
trending up. While there are

deteriorated.

The key reason why the sector
is not offering much growth is

that income growth is subdued.

despite the major bank levy

has been and continues to be
that reduction in the rate of
investor home loan growth will
largely be offset at the system

Ranking

Recommendation

growth. System home loan

(CET1) capital ratios. Our base
case continues to be that the
major banks will meet APRA’s
‘unquestionably strong’ CET1

henchma ) K% h

Current Share Price ($)

Target Price ($)

CBAtoaH
civil proceedings and APRA’s
prudential inquiry is likely to put
pressure on the share price for

ngoing

Forecast TSR

3. CBA HOLD

$73.94

$83.00 18%

4. ANZ HOLD

$29.10

$30.00 1%

Healthcare — new skin in the game... who'’s strategy is best?

Outlook for private hospital
operators — Healthscope (HSO)
and Ramsay (RHC)

While we believe fundamentals
remain unwavering for the
domestic private-hospital
operators (eg ageing population,
increased chronic disease, new
technologies and population
growth), both HSO and RHC are
faced with ongoing concerns
around domestic affordability,
volatile (albeit improving) utilisation
rates, ongoing Government review
and adjusting to new CEOs.

We view HSO as carrying much
more near term earnings risk

than RHC. However, trading

levels appear reflective and an
8.5% short register may feel the
pain if the ‘sky doesn’t fall’ with
reporting. A deeper focus on the
core hospital business on the back
of the recent Australia medical

centres divesture and brownfields
expansions should see medium/
longer term earnings improve.

While we believe RHC’s FY17
guidance (12-14% NPAT growth) is
achievable, mainly on the strength
of the domestic business, we do
not believe the market has fully
appreciated the challenges moving
forward with offshore operations
(eg tariff cuts, higher labour costs,
political uncertainty — Brexit/
Macron). Given we believe these
are unlikely to be off-set by

procurement savings and building
its network of retail pharmacies,
RHC’s outlook may be below
expectations.

SRX cost-outs amplify leverage
despite a depressed top line

Beyond the vagaries of trying to
predict the outcomes of clinical
trials, it is refreshing to see new
CEO Andrew McLean target
improved underlying profitability.
However, it remains unknown
exactly how he intends to do that
i.e. to increase use, to expand

utilisation and to open up new
geographies for its sole SIR-
Sphere product. We don’t envisage
any insight with reporting until
Andrew reveals his strategy (slated
for some time in November).
Regardless, despite near term
sales most likely being anaemic,
recent structural changes (i.e.
15% staff cut, A390m R&D
impairment) improve margins and
earnings leverage.
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ASX 200 Index — lacking direction
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broadly cautious reﬂecting"several result. Management expects the REIT deal and securing cornerstone

we believe AVN is well placed to

uncertainties in the economy. 2H bias to revenue to continue , , customers in its Gen 2.0 facilities.
Refer to our recent reporting in FY18 with further inroads navigate any challenges given:

season review which pulls apart into the motorsports market 1. Low vacancy rates and For more detail refer to our

key themes we identified around expected to generate additional incentives latest High Conviction Stock list
earnings tailwinds (lagging), capital  organic growth. Some niche 2. Ability to re-mix tenants published 7 September 2017.

Morgans’ High Conviction Stocks

Ticker Price Price FY18 FY18 PE 12m

Target Dividend Yield Gross Yield 12mf (x) TSR

“B ResMed RMD $9.96 $10.52 1.8% 1.8% 25.9 1%

“B Westpac WBC $31.22 $38.00 6.1% 8.8% 11.9 32%

“B 0il Search OSH $6.75 $10.16 2.0% 2.0% 21.2 59%

Ticker Price Price FY18 FY18 PE 12m

Target Dividend Yield Gross Yield 12mf (x) TSR

“® Motorcycle Holdings MTO $4.28 $4.37 3.7% 5.3% 16.1 8%

“D Aventus AVN $2.30 $2.46 71% 71% 12.7 14%

“B Bapcor BAP %5 47 $R 10 219% 4 4% 174 1R,
“B NextDC NXT
“B Australian Finance Group AFG
“5 PWR PWH

Source: Factset Data as at 11 September 2017,

companies and analyst reports.
= Sector previews






