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First, there is no inferred mini-portfolio approach in these 
selections. Each analyst’s picks do not mean they would be 
happy to purchase 20% of each stock. All the usual portfolio 
limits apply, as shown in Table 2.

Second, there is no collective agreement on the top 5 stocks. 
Indeed, the selections ref lect the analysts’ indiv idual 
preferences and comfort with a particular business. With the 
exception of Andrew Legget, our newest team member, the top 
pick of each analyst was a stock they know intimately. That’s as 
one would expect. It stands to reason there will be a tendency 
to place stocks they personally cover at the top of their list.

Third, this approach does not account for ind iv idual 
approaches to stock purchases. Many analysts like to buy 
opportunistically, hence the many staff purchases t wo 
months ago when the likes of Trade Me, Virtus Health, 
GBST, Seek and Computershare suffered price weakness. 
Many have since recovered but remain on our Buy List. The 
price of buying really cheaply as opposed to merely cheap is 
missing out on a few opportunities. Recommendations as they 
appear on our Buy List – where cheap is enough to warrant 
a place – are not predicated on this approach.

Lastly, we make no judgment about the ethics of buying certain 
stocks, such considerations are up to you. Right, let’s get into it.

 

Just for a moment, let’s indulge in some wishful thinking. 
After smoking 40 a day for the best part of a century, Aunt 
Maude has f inally popped her clogs. Her estate includes a 
modest, royal family themed ashtray collection and a tidy 
lump sum that allows you to purchase a few more stocks, or 
top up on some favoured holdings.

So you log on to the Intelligent Investor website and take a 
look at the Buy List. There’s a problem. The wretched thing 
features 18 companies and you have a job, a family that you see 
only occasionally and a dog that thinks a walk is something 
Neil Armstrong did. You know the background to many of 
these companies but don’t like to pull the trigger until you’ve 
read the latest annual reports and trawled through our 
recommendations history on the stock. That’s sensible, of 
course, but with the dog barking, lead between its teeth, you 
don’t have the time to do it 19 times over.

Is there a short cut, one of which Aunt Maude might approve? 
Scanning the list, you can sense her disappointment. British 
American Tobacco and Phillip Morris are nowhere to be seen 
and The Reject Shop ceased selling ashtrays years ago. That, 
dear reader, is the reason for this special report: to offer you 
five giant signposts from our analysts as to where they think 
the biggest bargains lie.

The methodology for establishing our top five buys for 2016 is 
beautifully simple. Each analyst was asked to nominate, in order of 
preference, the five stocks they would purchase right now if forced 
to do so. Each stock was then ascribed a rating – five for the first of 
the analyst’s picks, one for the last. The results are shown in Table 1.

The points allocated for each stock were then totalled, delivering 
a total of 15 companies, each with an aggregate score. This list 
was then sorted, highest to lowest, to deliver our top five stocks 
and the relative positions of all the rest. Table 2 has the details.

As simple as this exercise maybe, it’s pre-loaded with caveats. 
Let’s go through them, just so you know what you’re in for.

Top 5 Stocks for 2016

If you had to buy just five stocks from our Buy List, 
what would they be? That was the challenge thrown 
down to your analytical team. Here are the results.

Table 2: Top buys for 2016

Company max.  ToTal Company max.  ToTal 
 porT.  poinTs  porT.  poinTs 
 whTng.    whTng.

Trade Me 6% 12 Woolworths 8% 5

GBST 6% 10 Carsales 6% 5

Myer 2% 10 Ainsworth 3% 5

South32 7% 9 Gentrack 3% 4

Virtus 5% 9 ASX 8% 3

PMP 3% 7 Crown Resorts 4% 2

Computershare 7% 7 BHP 8% 1

   Fleetwood 4% 1
Table 1: Analysts top 5 buys for 2016

 ranking/ Jon graham andrew James gaurav James 
 analysT mills wiTComb leggeT Carlisle sodhi greenhalgh

 1 Ainsworth Game Technology Virtus Health Woolworths GBST South32 Myer

 2 Trade Me Gentrack Virtus Trade Me PMP Computershare

 3 PMP South32 Myer Carsales GBST Trade Me

 4 GBST Computershare Crown Resorts ASX Myer Carsales

 5 South32 Trade Me BHP Computershare Fleetwood ASX

https://www.intelligentinvestor.com.au/current-recommendations/buy
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The online classifieds sector is full of high quality business, 
a fact fully ref lected in their valuations. Seek, Carsales and 
REA Group trade on respective price-to-earnings ratios of 
28, 24 and 34. But what if you could buy a portfolio of them 
for a multiple of just 20.

Key Points

•	Growth	in	auction/retail	business	has	stalled
•	Classifieds	business	continues	to	march	ahead
•	Market	under-estimating	long-term	growth	potential

Trade Me (TME)

Company info 

Price at review $3.66
Market caP. $1.5bn
12 Mth range $2.68–$3.83
Business risk Low–Med
share Price risk Med–High
Portfolio weighting 6%
our view Buy

SELL
Above $6.00

HOLD

Buy
Below $4.00$3.66

reCommendaTion guide

That’s what an investment in Trade Me entails. As well as a 
cheaper price than the local equivalents, Trade Me packages 
these three businesses into one, delivering even greater 
economies of scale and network effects. The downside is 
that it’s based in New Zealand, with the attendant problems 
of what a small population means for growth.

Trade Me already has 3.4m active members in a country of 
4.5m, and they’ve only got so much junk to auction. Growth 
in the company’s Marketplace business has stalled. Like eBay, 
Trade Me is trying to expand its retailing of new goods (as 
opposed to the auction of old goods), but it’s not as good a 
business. Why, then, did the company hit the top of our Best 
Buys for 2016 list?

First, there are early signs of improvement in the company’s 
Marketplace business. Total merchandise sales were up 
7.4% year-on-year in September, with new items a source of 
significant grow th. Although future grow th will probably 
be at lower margins, this is an attractive business w ith 
operating margins of over 70%. Using little capital, almost 
all its earnings come through as free cash f low.

Second, whilst the Classif ieds business has these same 
advantages, it ’s grow ing revenues at about 20% a year, 

Trade Me may be reporting flat profits but don’t 
underestimate this company’s potential to grow more 
quickly and become even more profitable.

Trade Me – King of online classifieds
although that slipped to 17% in the recent result. Within 
this category, the cars business is hugely dominant (about 
20 times the audience of the number two, Auto Trader) and 
the property business is very dominant, about four times 
the audience of realestate.co.nz, the second player run by 
the NZ estate agent industry.

These businesses have similar futures to their Australian 
counterparts, Carsales and REA Group (although without 
the international businesses): although they’ve reached the 
limits in terms of number of listings, there is huge potential to 
increase prices. Such are the benefits of a monopoly position.

Third, Trade Me is being marked down because its cost base 
has been increasing. It hired more than 100 people in 2015, 
increasing its total employee numbers by 31%. In our view, 
this is no bad thing. From a small website built in founder 
Sam Morgan’s f lat in 1999 to the dominant classifieds site 
in New Zealand, this business needed to grow up. Hundreds 
more staff were needed to secure its future. Without them, 
it risked becoming complacent.

This investment is now delivering improved products that 
will make Trade Me even more competitive. That should 
improve future returns. In marking the company down for 
this investment, investors are under-estimating its long-term 
ability to grow profits as a result.

Table 1: Trade Me result 2015

year To 30 Jun 2015 2014 +/(–) (%)

Revenue (nZ$M) 200 180 +11

eBITDA (nZ$M) 134 129 +4

nPAT (nZ$M) 82 80 +3

ePS (nZ c) 20.7 20.1 +3

DPS (nZ c) 16.2 16.0 +1

FRAnkIng (%) 100 100 N/A

*	8.5	NZ	cent	final	dividend,	100%	franked,	ex	date	9	Sep.	Note	non-NZ	
residents also receive a top up 1.5 NZ cent dividend as they are not entitled 
to franking credits.

Note: Figures are underlying results

The latest resu lt conf irmed a f lat repor ted net prof it 
of NZ$80 m a lthou g h, exclud i ng s w i ngs i n the va lue 
of i nterest rate s waps, prof it a ct ua l ly g rew sl ig htly.  
A slightly higher NZ 8.5 cent dividend was declared, with  

*

First pick
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This in turn leads to a virtuous circle where they can 
lift prices as more value is delivered.

non-resident shareholders (including Australians) getting a  
NZ 1. 5 cent bonu s on t op (t o compensat e for thei r  
lack of access to New Zealand franking credits).

Flat profit or not, this business is still reporting substantial 
revenue grow th, up 11% in the period. As highlighted in 
earlier reviews, it’s being partly driven by surging revenues 
in the Classifieds division with Motors revenue up 24% driven 
by selling premium products to dealers and the acquisition of 
Motorweb. Despite last year’s mishandled price rise in the 
Property classifieds division, revenue there rose 5%. And 
Jobs revenue rose 14% as the company continued to close 
the gap with market leader Seek New Zealand.

Trade Me’s ‘Other’ division looks like a sleeper. Revenues here 
grew 23% as it expands into financial services and makes 
acquisitions in adjacent areas. With the recent launch of Trade 
Me insurance, further revenue growth should be expected. 

Those are the details. The bigger picture is that the history 
of online classified companies suggest that once dominant, 
they keep investing to drive greater value for customers. This 
in turn leads to a virtuous circle where they can lift prices as 
more value is delivered.

Trade Me is at a much earlier stage than its Australian online 
classified peers. Despite past problems in the Property division, 
for example, there is likely to come a time when Trade Me 

can charge significantly more than the current NZ$159 per 
property listing (on premium properties).

The company expects to produce another year of double digit 
revenue growth in 2016, which indicates how its prospects are 
unfolding. But additional investment in staff as well as higher 
depreciation and amortisation will again limit profit growth 
this year. Expect much stronger growth in 2017 and beyond.

That’s the argument. The stock has now jumped 26% since 
Trade Me: Result 2015 from 20 Aug 15 (Buy – $2.91) when 
we said ‘the stock is one of our better buying opportunities 
at present’. That makes it less attractive of course, although 
on a forecast 2016 PER of 20, there’s significant latent value 
for which you are not yet paying. Recent results also suggest 
Trade Me is now a more resilient business than when we first 
upgraded it almost two years ago (see Trade Me: Interim 
result 2014 on 19 Feb 14 (Buy – $3.54)). That’s why this stocks 
appears in the lists of four analysts, more than any other. BUY 
for up to 6% of your portfolio. 

Note: The Growth Portfolio and Equity Income Portfolio each 
own shares in Trade Me. Find out how to invest direction in 
these and InvestSMART portfolios by clicking here.

Disclosure: Staff members may own securities mentioned in this article.

https://www.intelligentinvestor.com.au/company/Trade-Me-TME-6564672/research
https://www.intelligentinvestor.com.au/trade-me-backs-down-property-pricing
https://www.intelligentinvestor.com.au/trade-me-backs-down-property-pricing
https://www.intelligentinvestor.com.au/trade-me-result-2015
https://www.intelligentinvestor.com.au/trade-me-interim-result-2014-upgrade
https://www.intelligentinvestor.com.au/trade-me-interim-result-2014-upgrade
https://www.intelligentinvestor.com.au/portfolios/growth
https://www.intelligentinvestor.com.au/portfolios/income
https://ii-uploads.s3.amazonaws.com/share_advisor/splreports/porfolio-pds/ii_investsmart_diversified_portfolios_pds.pdf
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Rusted-on value investors find it easy (sometimes too easy) 
to buy stocks that have fallen in price. Purchasing stocks 
that have already risen sharply can be far harder. That was 
the situation we faced in March of this year when we first 
recommended financial software provider GBST Holdings. 
The share price had risen fourfold in the previous two years.

Key Points

•	Quality	business	with	high	barriers	to	entry	and	
recurring revenue

•	Prospects	for	rapid	growth	in	the	UK
•	 Free	cashflow	yield	of	6%

GBST Holdings (GBT)

Company info 

Price at review $4.11
Market caP. $280m
12 Mth range $3.55–$6.84
Business risk Med–High
share Price risk High
Portfolio weighting 6%
our view Buy

SELL
Above $8.00

HOLD

Buy
Below $5.00$4.11

reCommendaTion guide

Hindsight is a wonderful thing, but we wish we’d waited, with 
project delays and increased investment in the company’s 
core products now likely to knock underlying earnings by 
10–30% in 2016. The share price, however, has fallen by almost 
30% to account for this – yet the company’s high barriers to 
entry, recurring revenue, prodigious cash f low and great 
growth prospects remain. Project delays are out of GBST’s 
hands and are part and parcel with this kind of business, and 
the increased investment should help revenues and profits 
in the future. In short, we still back GBST to deliver on its 
promise, and it’s a better opportunity at its now lower price.

The business is split into two divisions: capital markets and 
wealth management. Capital Markets houses the company’s 
original Shares product, which automates back-end processing 
for ASX trades for big banks and brokers. Shares currently 
handles around 60% of all ASX trades, but is gradually being 
replaced by GBST’s global capital markets product – Syn~ – 
which arrived with the acquisition of Coexis in 2008.

There aren’t many companies that come to dominate their 
home market and then successfully expand overseas. 
GBST is one, flying with a number of tailwinds.

gBST’s international growth story
Revenues are earned on the initial installation plus an 
annual rent for using the software, which includes f ixed 
licence fees plus an element that depends on transaction 
volumes. Such fees contribute about 80% of capital markets 
revenues, although the Australian component is more mature 
than the international business. Locally, whilst ongoing 
licences provide higher margins than the installation work, 
it enjoys high, stable operating margins in the mid-thirties 
but eventually GBST aims to migrate its Australian clients 
to Syn~. That should increase the product’s added value and 
help maintain its grip on the market.

Syn~ has advantages over Shares in that it can handle all 
kinds of securities in different currencies, and GBST is hoping 
it can be rolled out around the world. However, after some 
successes – a deployment for a large broker in the US and for 
HSBC in Asia – major installations have been hard to come 
by. The departure of long-standing chief executive Stephen 
Lake in October perhaps signals a shift in emphasis towards 
the Wealth Management product.

Table	1:	GBST	full-year	result

year To 30 Jun 2015 2014 +/(–) (%)

Revenue ($M) 114.3 98.5 16

eBITDA ($M) 24.5 20.5 20

unDeRLyIng neT PRoFIT ($M) 19.2 14.3 34

unDeRLyIng ePS (c) 28.9 21.5 34

DPS (c) 10.5 8.5 24

FInAL DIvIDenD  5.5 cents, fully franked, ex date 28 Sep

Wealth Management, which joined the group courtesy of the 
acquisition of InfoComp in 2007, is where the real excitement 
lies. GBST’s main software in this category is Composer, 
which enables financial institutions to create and manage 
investment platforms. GBST estimates that about 30% of 
the Australian platform market is now managed through its 
Composer system, a dominant position with plenty of scope 
for growth given the competitive advantages compared to 
in-house software.

Second pick

http://gbst.com/our-expertise/capital-markets-expertise/shares
http://gbst.com/our-expertise/capital-markets-expertise/syn
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If	the	UK	market	does	indeed	quadruple	by	2020,	and	
GBST takes its existing share of that, then it could 
propel the international wealth management division 
to revenues of around $140m (from $36m in 2014).

The latest results are testament to the potential. When we 
initially upgraded the stock in GBST’s platform for growth 
on 30 Mar 15 (Buy – $5.75), we pencilled in $47m and $9m, 
respectively, in revenue and earnings before interest, tax, 
depreciation and amortisation (EBITDA) for the International 
Wealth Management division (mostly the UK). But those 
numbers came in at $50.1m and $11.4m, up 41% and 74%.

As for Asia, it may not have the UK’s regulatory tailwinds 
but, says GBST, as wealth grows in the region, demand will 
increase for products to ‘reach mass retail customers through 
digital distribution channels’. There’s a big opportunity here, 
but it’s still in its early stages and we don’t allow much for it 
in our valuation of the stock (our conservative assumptions 
from 30 March had it increasing revenues by 16% a year to 
2020 and edging to a $1m profit).

Combined with the relatively pedestrian growth expected 
from the other divisions, we have an ‘optimistic’ estimate 
for underlying earnings per share of around 78 cents in 2020 
(before the amortisation of acquired intangibles) – getting 
on for four times the 21.5 cents achieved in 2014. A more 
conservative target would be 40 cents, but even that would 
not make the stock look expensive at $4.11.

R isk s include the potential for reputational damage if 
there’s a security problem, a rise in the Australian dollar 
(compared to sterling in particular), and the possibility of 
consolidation among the company’s client base. But unless 
one expects earnings to fall – a stretch given the company’s 
sticky revenues, strong market positions and net cash – then 
a 6% free cash f low yield provides considerable protection.

As a ‘market-facing’ business, GBST’s fortunes depend to a 
large extent on the health of securities markets around the 
world, as do those of ASX, Computershare, IOOF Holdings, 
IRESS, Macquarie Group, Platinum Asset Management 
and Perpetual. We’d suggest you don’t allow your overall 
weighting to such stocks to rise much above 20%. Finally, 
bear in mind this stock has limited liquidity so be patient 
in building a position. BUY for up to 6% of your portfolio.

Note: Our Growth Portfolio and Equity Income Portfolio 
each own shares in GBST. Find out how to invest directly in 
these and InvestSMART portfolios by clicking here.

Disclosure: Staff members may own securities mentioned in this article.

Again, revenues come from initial installations and fixed and 
volume-based licence fees. All up, we’d hope to see long-term 
revenue grow th from the Australian wealth management 
business in the mid-single digits, with profit growth perhaps 
a point or two higher as additional scale boosts margins.

The real ‘ juice’, though, is in GBST’s international wealth 
management business – most particularly in the UK . In 
2013, the UK went live with its own version of FoFA, known 
as the Retail Distribution Rev iew (R DR). R DR outlaws 
commissions, requires advisers to declare whether their 
adv ice is ‘ independent’ or ‘restricted ’ and allows more 
f lexibility over the handling of pensions in retirement.

The government has also mandated the ‘auto-enrolment’ 
of employees into workplace pension schemes, with default 
contributions to rise to 8% by 2018 (with employers adding a 
minimum of 3% to 5% employee contributions). Workers can 
opt out of these schemes, but only about 15% are expected 
to do so.

The new rules will make life harder for the UK’s independent 
financial advisers, leaving financial institutions looking for 
new means of distribution. The favoured option appears to 
be investment platforms. GBST’s UK sales have risen sixfold 
in the past five years but the ‘market is still in its early stages’ 
with the wrap and platform market ‘expected to quadruple 
by 2020’ according to management. That’s why interim 
chief executive Rob De Dominicis (almost certainly soon to 
become permanent) has said the focus will be on developing 
Composer in Australia, the UK and Asia. That’s because it has 
a few important advantages over the competition, including 
a multi-channel capability and a ‘gating’ facility, which helps 
financial product providers develop new offers and tailored 
platforms for specific markets.

Composer now supports three of the top six UK investment 
platforms and if the UK market does indeed quadruple by 
2020, and GBST takes its existing share of that, then it could 
propel the international wealth management division to 
revenues of around $140m (from $36m in 2014) and a six-
fold increase in operating profit to about $43m (assuming 
the margin expands to 30%, compared to the 38% achieved 
in Australia in 2014).

https://www.intelligentinvestor.com.au/gbsts-platform-growth
https://www.intelligentinvestor.com.au/portfolios/growth
https://www.intelligentinvestor.com.au/portfolios/income
https://ii-uploads.s3.amazonaws.com/share_advisor/splreports/porfolio-pds/ii_investsmart_diversified_portfolios_pds.pdf
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Whilst Trade Me and GBST are high quality businesses 
trading at attractive rather than cheap prices, department 
store Myer is cheap but not high quality. Indeed, the entire 
case for James Greenhalgh’s recent recommendation on  
11 Nov 15 (Speculative Buy – $0.943) is that of a turnaround.

Key Points

•	New	management	has	begun	a	turnaround	program
•	Capital raising provides breathing room
•	High	risk	but	much	cheaper

Myer (MYR)

Company info 

Price at review $0.94
Market caP. $940m
12 Mth range $0.83–$1.78
Business risk very High
share Price risk very High
Portfolio weighting 2%
our view SpEcuLativE Buy

SELL
Above $1.50

HOLD

SpEc. Buy
Below $1.00$0.94

reCommendaTion guide

Only three months ago in our review of the 2015 result (Avoid 
– $1.21) we said that, ‘There are certainly less risky companies 
available and we consider the stock speculative’ but that 
‘Myer could become a potential opportunity at some stage.’ 
A 22% price fall, along with the fact that Myer still managed 
to grow sales by 2% to $3.2bn in 2015, got us to that point 
quicker than we anticipated.

Is Myer still a pariah? makes the case that the company 
can be turned around and that management has a sensible 
strategy for doing so. The argument has a number of prongs, 
the first being that department stores aren’t the dinosaurs 
they might appear. Whilst online competition and a f lood 
of international retailers l ike Zara, H&M and Sephora 
have caused some pain, why would South African retailer 
Woolworths Holdings spend $2.1bn buying David Jones last 
year if that were the case?

Moreover, if the future really is bleak, how can US department 
stores Nordstrom and Macy’s deliver operating margins of 
10% or above? Even in the UK Debenhams manages 5.8% 
and John Lewis 7.0%. If Myer, currently working on an EBIT 
margin of 4% (see Chart 1), can do even a modest job of 
increasing that figure this business looks cheap.

New management will make or break Myer – but the 75% 
share price fall since the 2009 float is too good to resist.

Myer a speculative turnaround play
Chart 1: Myer EBIT margin (%)

Source: Capital IQ, Intelligent Investor estimates

0%
2%
4%

6%

8%
10%

2016F20152014201320122011

The second prong extends that value argument. With the 
share price down 75% since the 2009 f loat, a new management 
team and $221m in new equity, Myer is now more attractive 
from a valuation perspective. Using management’s 2016 
earnings forecast of $64m–72m, the prospective price-
earnings ratio is about 11 (before restructuring charges), 
while the enterprise value-to-sales ratio is a skinny 0.3. Table 1  
shows the key metrics.

Using a prospective EV/EBITDA multiple – a favourite of 
the private buyer – Myer is trading on 4.7 times. Compare 
that with the forecast 8.4 multiple on which Myer f loated in 
2009 or the 10.6 multiple aforementioned Woolworths South 
Africa paid for David Jones last year (although DJs owned 
its f lagship properties and Myer doesn’t). That’s pretty rare, 
more so when margins are arguably depressed.

Table	1:	Key	statistics

 myer  myer david Jones 
 2016f 2009  Takeover 
  prospeCTus   (2014)*

ev/eBITDA (x) 4.7 8.4 10.6

PeR (x) 11.4 15.0 23.8

ev-To-SALeS (x) 0.3 0.9 0.8

eBIT MARgIn (%) 4.1 8.9 7.5

* David Jones owned its flagship properties so deserved a higher price

Third, while revenues have been f lat and earnings have 
declined – see Table 2 – operating cash f low has been 
remarkably stable, averaging almost $200m a year (the 2015 
year was something of an aberration, with restructuring costs 
and investments in working capital crunching cash f low). 

The question, then, is whether Myer’s earnings continue to 
decline or whether the ‘New Myer’ strateg y announced in 

Third pick

https://www.intelligentinvestor.com.au/is-myer-still-a-pariah-1784531
https://www.intelligentinvestor.com.au/myer-result-2015
https://www.intelligentinvestor.com.au/is-myer-still-a-pariah-1784531
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New management and a cheap share price are 
central planks of our investment thesis, but 
so is a new balance sheet.

Lots could still go wrong, though. The lower Australian dollar 
will put pressure on gross margins this year, the company 
could fall victim to a poor Christmas, or perhaps a recession. 
And Myer is a bankruptcy candidate if management cannot 
arrest the earnings decline in the medium to longer term. 
This is a speculative recommendation for those reasons.

Moreover, earnings will decline in 2016. We’ll be looking for 
a recovery in cash f low this financial year as well as a return 
to dividends. These will be signs the turnaround is making 
progress. From 2017 earnings should stage a recovery, with 
the potential for Myer to produce earnings per share of close 
to 20 cents by 2020 (compared with around 8 cents in 2016).

You now have the opportunity to buy Myer for only a little 
more than TPG paid almost a decade ago (and at only one-
third of Myer’s 2009 enterprise value). Myer might not be low 
risk, but it does look excellent value.

The share price may well be volatile, particularly given it 
is one of the most shorted stocks on the ASX, but while it 
remains significantly underpriced, Myer is a SPECULATIVE 
BUY for up to 2% of your portfolio.

Update: Since producing this special report, Myer’s share 
price has continued to rise. At time of publishing, the stock 
is now up 21% since Is Myer still a pariah? on 11 Nov 15  
(Speculative Buy – $0.943). The stock has since been 
downgraded to HOLD and members are advised that only 
if the share price falls below a dollar will a reinstatement of 
the Buy recommendation be considered. Please watch the 
website for updates.

Disclosure: Staff members may own securities mentioned in this article.

September will work. Myer will focus on its core customer, 
stock more ‘wanted ’ brands, improve serv ice levels, roll 
out additional concessions (stores within its stores) and 
improve the online shopping experience. More capital will 
be allocated to its f lagship and premium stores and less to 
its more marginal suburban and regional stores, with f loor 
space shrinking by up to 20%. The overall pitch is a move 
up market and away from the cheaper, international fast 
fashion retailers.

New management has already made a difference at David 
Jones where same-store sales rose 6.5% in the second half of 
2015. At its recent AGM Myer announced that same-store 
sales for the first quarter rose 3.0%, although that should have 
been no great surprise – in preparation for the introduction 
of new brands, the company conducted a ‘Spring Clean’ 
clearance sale in August.

It ’s early days in the turnaround and management has 
much hard work ahead. While the company conf irmed 
its guidance of a $64m-$72m net prof it for 2016 (before  
New Myer implementation costs), much w ill depend on 
Christmas trading.

New management and a cheap share price are central planks 
of our investment thesis, but so is a new balance sheet. While 
Myer produces strong cash f low, most of it used to be paid 
out as dividends. Management sensibly cancelled the 2015 
f inal dividend, allowing future dividends to be reset at a 
more sustainable level.

Net debt of $388m at balance date was too high given the 
$600m of capital spending management will undertake over 
the next five years so the $221m capital raising provides some 
breathing room. Nevertheless, if earnings fell sharply Myer 
could breach banking covenants. The fact that the company’s 
banking syndicate recently reduced the fixed charges cover 
covenant from 1.65 to 1.5 was a surprising and reassuring 
vote of confidence.

https://www.intelligentinvestor.com.au/gross-profit-margins-part-1
https://www.intelligentinvestor.com.au/is-myer-still-a-pariah-1784531
https://www.intelligentinvestor.com.au/myer-downgraded-1787151
https://www.intelligentinvestor.com.au/top-5-financial-ratios-retailers
https://www.intelligentinvestor.com.au/top-5-financial-ratios-retailers
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We first upgraded BHP spin-off South32 on 19 May of this 
year (Buy – $2.20). Back then the rationale for doing so was 
straightforward – the new owner of BHP’s most maligned 
and neglected operations was trading at a 10% discount to 
its net asset value.

Key Points

•	Excellent	recent	result	with	margins	up	and	
lower debt

•	Owns quality assets with potential to lower costs
• Trading at half its net tangible asset backing

South32 (S32)

Company info 

Price at review $1.17
Market caP. $6.2bn
12 Mth range $1.16–$2.45
Business risk Low–Med
share Price risk Medium
Portfolio weighting 7%
our view Buy

SELL
Above $3.50

HOLD

Buy
Below $2.30$1.17

reCommendaTion guide

South32 was already reasonably cheap. If new management 
could cut costs and build efficiencies in a neglected business, 
it was a steal. Few investors hitched a ride on our lonely 
bandwagon. Since then South32’s share price has fallen 45%, 
which, in our view, makes this an even more attractive buy. 
The company is now trading at half its net tangible asset 
backing.

South32’s best assets – the Cannington silver mine (also a 
lead and zinc producer), the GEMCO manganese business 
in Northern Australia and the Worsley alumina project 
– generate about 60% of operating prof it and are w idely 
recognised as world-class mines.

Cannington, which made a return on assets of almost 200% as 
silver prices peaked in 2012, still generates a return on assets 
over 100% amid far lower prices. Although reserves are stated 
at less than 10 years, converting the underground operation 
to an open-cut mine could add another 20 years of mine life at 
high rates of return. A recorded asset value of just US$280m 
grossly undervalues this marvellous mine where true value 
sits closer to US$3bn. As the largest, lowest-cost silver mine 
in the world it should be a consistent cash generator.

The	resources	sector	is	unloved	and	out-of-favour	with	
this company’s share price almost halving since we first 
upgraded it, making it even more attractive. 

South32 hated and cheap
GEMCO, the Australian manganese business, historically 
generates a return on assets of around 30%. As the world’s 
largest, lowest-cost manganese producer, GEMCO should be 
able to generate high rates of return at any conceivable price. 
A recorded asset value of $1.3bn undervalues GEMCO by at 
least half. While not bullish on manganese prices, lower costs 
should continue to deliver above average rates of return. [For 
the full story on these two assets, see The ups and downs of 
South32 from 01 Jul 15 (Buy – $2.17)]

The quality of the company’s assets, though, is only part 
of the story. South32 contributed about 3% of BHP’s profit 
in 2014. The money lavished on the giant’s storied iron ore, 
petroleum and copper assets wasn’t spent on the small and 
maligned collection of mines that constitute South32. These 
are assets that have been neglected for a decade.

A focussed management team with a clean balance sheet 
should be able to generate far higher returns. Indeed, BHP 
and Rio have shown the remarkable extent to which costs can 
be stripped from high-quality assets: both businesses have 
more than halved their iron ore production costs, for example. 
We expect similar levels of eff iciency gains to come from 
South32, with the latest result offering encouraging signs.

Table 1: South32 result, US$m

  fy2015 fy2014 +/(–) (%)

Revenue 7,743 8,344 –7

unDeRLyIng eBIT 1,001 642 56

unDeRLyIng nPAT 575 407 41

oPeRATIng cASH FLow 1,838 1,358 35

Underlying earnings before interest and tax (EBIT) rose 
56% to US$1bn, a stunning outcome considering weaker 
commodity prices. Those weaker prices stripped US$270m 
from EBIT although currency gains and cost cuts more than 
offset that fall, contributing US$700m in EBIT. South32 is 
surely the only miner in the world to report higher EBIT 
margins, rising to 14% from 8.6% last year.

Returns on invested capital rose from last year’s 4% to just 
over 6%. Management outlined realistic plans to cut US$350m 
of costs over the next three years so that number should rise 
as attention is lavished on these assets.

Fourth pick

https://www.intelligentinvestor.com.au/What-to-do-with-South32
https://www.intelligentinvestor.com.au/What-to-do-with-South32
https://www.intelligentinvestor.com.au/The-ups-and-downs-of-South32
https://www.intelligentinvestor.com.au/The-ups-and-downs-of-South32
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If South32 can generate operating cash flow of about 
$1bn a year in a low price environment, should prices 
rise, earnings and cash flow could potentially explode.

paying for inf lated earnings. In fact, there’s a good chance 
this business is under-earning.

If South32 can generate operating cash f low of about $1bn a 
year in a low price environment, should prices rise, earnings 
and cash f low could potentially explode.

Over the course of the cycle, South32 should comfortably 
generate a return on assets above 10%. That makes today’s 
price a good deal for investors, offering terrific option value 
for higher commodity prices in the future. Even the biggest 
risk – that dysfunctional South African utility Eskom will 
not be able to supply electricity to the South African mining 
industry in general and to South32’s aluminium smelters 
in particular – is not enough to undermine the strength of 
the argument.

Whilst not bullish on commodities or mining – industry 
profitability is declining and will be doing so for many years 
– universal neglect is creating bargains. South32 is perhaps 
the best example. This is an investment case that remains 
well on track. BUY for up to 7% of your portfolio.

Note: The Equity Income Portfolio own shares in South32.

Find out how to invest directly in these and InvestSMART 
portfolios by clicking here.

Disclosure: Staff members may own securities mentioned in this article.

The aluminium business in Australia and South A frica 
generated stronger than expected profits, contributing about 
50% of underlying earnings while the Illawarra coal business 
reported a small loss. The Worsely Alumina business, the 
largest asset by value, continues to underperform but has 
been improving. It will need attention or will attract a write 
down. Cannington was again the best asset in the business, 
alone accounting for almost 30% of earnings.  

South32 generated operating cash f low of US$1.8bn and 
spent US$768m on capital expenditure. Carrying little debt, 
interest charges are small. Management claims capex can 
be reduced to $650m, suggesting the business is capable of 
generating strong pre-tax cash f lows. A dividend wasn’t paid 
this year but investors should expect one next year.

Despite an additional US$600m in impairments relating to 
its weakest assets, net tangible assets still stand at US$2.02. 
At current exchange rates, that equates to about $2.80 per 
share. South32 – with its fine balance sheet, strong cash f lows, 
promising dividends and increasing returns on capital – now  
trades at less than half its net tangible asset backing.

As a highly cyclical business, we can’t simply look at South32’s 
earnings multiple and decide whether it’s cheap or not. Instead, 
we need to estimate the returns this business might make 
across the cycle. Sadly, that kind of asset level history isn’t 
available for the new company and that makes valuation tricky.

But – and it’s a big ‘but’ – with commodity prices currently 
striking new lows, it looks like we’re closer to the bottom of 
the price cycle than the top. That means there’s little risk of 

https://www.intelligentinvestor.com.au/portfolios/income
https://ii-uploads.s3.amazonaws.com/share_advisor/splreports/porfolio-pds/ii_investsmart_diversified_portfolios_pds.pdf
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In the last year alone we’ve written more than a dozen reviews 
of this business. If you’re interested, there really is no excuse 
not to dive in and find out all you need to know about this 
IV F company. But this 1,100 word nutshell review should get 
you a fair bit of the way there. 

Key Points

•	A	highly	profitable	company	operating	in	a	
growing market

•	Government	funding	reduction	and	low-price	
competition key threats

• Multiple growth avenues with an attractive share 
price

Virtus Heath (VRT)

Company info 

Price at review $6.34
Market caP. $510m
12 Mth range $4.55–$8.39
Business risk Medium
share Price risk Medium
Portfolio weighting 5%
our view Buy

SELL
Above $11.00

HOLD

Buy
Below $7.00$6.34

reCommendaTion guide

Like its major competitors Monash IVF, Primary Health 
Care and the unlisted Genea, Virtus Health pays people to 
help people make new people. With a share of about 37% of the 
national market and 44% in its home markets of New South 
Wales, Victoria and Queensland, it’s the largest Australian 
provider of ‘assisted reproductive services’ (ARS).

By far the most common service is a ‘ fresh IV F cycle’, which 
involves administering a stimulating hormone to a woman, 
collecting and fer ti l ising the eggs, then caring for the 
developing embryo in a lab before transferring it into the 
woman’s uterus.

As only one embryo is generally transferred at a time, any 
excess healthy embryos from a fresh IV F cycle can be frozen 
and used in subsequent cycles. In fact, Virtus’s second most 
common service is a ‘ frozen embryo transfer’. Around 27% 
of IV F cycles result in a live birth for women up to the age of 
30, falling to 7% for those aged 40-44. 

Australia’s f irst successful IV F child was born in 1980. In 
2012, about 40,000 cycles were undertaken by 24,000 women, 
resulting in about 12,000 babies. The number of cycles grew 

With a growing, highly profitable domestic market and 
encouraging international expansion, there’s more to this 
IVF service provider than meets the eye. 

virtus making a smooth delivery 
at about 10% a year from 2000 to 2009 but hit a roadblock 
when a cap was placed on Medicare funding. Since then 
growth has been at about 4% a year (see Virtus, Monash and 
the $30,000 babies).

That doesn’t sound like a recipe for investing success but hang 
on. The Fertility Society of Australia estimates that one in six 
couples of reproductive age suffer from infertility, yet only 
around 50% seek medical advice. Of these, only around half 
get the specialist treatment they need, mainly on account of 
the high cost of ARS and limited coverage by Medicare. There 
remains a huge untapped market for IV F, with room to at 
least double the number of cycles performed each year over 
the long term. Not only that but larger players like Virtus will 
continue to take market share from independent operators 
due to their economies of scale and higher research and 
marketing budgets.

What’s created the opportunity is a share price fall triggered 
by concerns over competitive pressures. Virtus’s share price 
is down 20% since we first upgraded the stock and competitor 
Monash IV F in Virtus and Monash IVF claim to deliver on  
8 Sep 14 (Buy – $7.85). In June, the company said it was losing 
market share to Primary Health Care, which had started its 
own bulk-billing IV F operation. But Virtus’s annual result 
suggests Primary isn’t going to be as disruptive as the market 
first thought.

Primary opened up a new bulk-billing clinic in Sydney in the 
period, which may partly explain why Virtus’ eastern states 
market share fell from 45.5% to 44.1%. But the company’s 
cycle numbers increased 4.5% in NSW, suggesting Primary 
is expanding the overall market rather than poaching clients 
from Virtus. Monash’s management has even said there was 
‘no evidence of cannibalisation of full-service business’ by 
its own low-cost brand BUMP.

Nor is Virtus tak ing this threat lying dow n. Its low-cost 
offering – The Fertility Centre (TFC) – benefited from the 
extra media attention and TFC now accounts for 13% of 
cycles. The strateg y is to effectively compete in the low-
cost market without it affecting prices or cycle numbers at 
its premium full-service clinics. Think Jetstar and Qantas. 

Nevertheless, despite most providers charging more per 
cycle – further boosting revenue - the entrance of Primary 

Fifth pick

https://www.intelligentinvestor.com.au/virtus-monash-and-the-30000-babies
https://www.intelligentinvestor.com.au/virtus-monash-and-the-30000-babies
http://www.fertilitysociety.com.au/
http://www.fertilitysociety.com.au/
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=3&ved=0CCkQFjACahUKEwjjm5Dyy_zHAhUVNogKHVlNCw0&url=http%3A%2F%2Fwww.ranzcog.edu.au%2Feditions%2Fdoc_view%2F313-14-demographics-of-infertility.html&usg=AFQjCNEE6iL4v-_8NUwUdhzwg0xkCXWcRw&sig2=233EoPET_RajvQLrN6RTNA&bvm=bv.102829193,d.cGU
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=3&ved=0CCkQFjACahUKEwjjm5Dyy_zHAhUVNogKHVlNCw0&url=http%3A%2F%2Fwww.ranzcog.edu.au%2Feditions%2Fdoc_view%2F313-14-demographics-of-infertility.html&usg=AFQjCNEE6iL4v-_8NUwUdhzwg0xkCXWcRw&sig2=233EoPET_RajvQLrN6RTNA&bvm=bv.102829193,d.cGU
https://www.intelligentinvestor.com.au/virtus-and-monash-ivf-claim-deliver
https://www.intelligentinvestor.com.au/virtus-result-2015
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Virtus enjoys stellar returns on capital, 
economies of scale, a pristine balance sheet,  
a dominant market position, steadily growing 
demand and plenty of free cash flow.

It can even look for genes that predispose an individual to 
breast cancer. Needless to say, it isn’t cheap. Virtus charges 
$1,640 for a preliminary PGD evaluation and then $700 
per embryo, which typically adds $2,500-5,000 to the cost 
of an IV F cycle (taking the average spend per customer up 
to $13,800).

Revenue from diagnostics, which includes blood and semen 
testing in addition to PGD, increased 15% in the year to 30 
June – an impressive result given the total number of cycles 
performed in Australia rose just 1%. Virtus now conducts 
more than half a million endocrinolog y, androlog y and 
genetic tests each year. Diagnostics now accounts for around 
9% of revenue, with that f igure almost certain to increase 
over time.

All up, Virtus enjoys stellar returns on capital, economies of 
scale, a pristine balance sheet, a dominant market position, 
steadily growing demand and plenty of free cash f low. It 
also has the f inancial f irepower to really make a mark on 
IV F research, which would put it even further ahead. With 
a number of growth avenues, a yield of 4.3% (fully-franked) 
and a price-earnings ratio of just 16, Virtus Health is a BUY 
for up to 5% of your portfolio.

Note: The Growth Portfolio and Equity Income Portfolio 
each own shares in Virtus Health. Find out how to invest 
directly in these and InvestSMART portfolios by clicking here.

Disclosure: Staff members may own securities mentioned in this article.

will increase the competitive bidding for new clinics, making 
grow th by acquisition more expensive. Virtus’ strateg y in 
this regard is to take its successful Australian model and 
deploy it offshore.

The company’s Irish operations are ticking along nicely, with 
the recent addition of two new clinics and an 11% increase in 
cycles. The company now has a 25% share of the Irish market 
with the UK its next target. The company plans to buy a local 
clinic in the near future and use it as a base from which to 
expand. And it has the cash to do it. Virtus has increased its 
debt facility from $150m to $210m and still has a good $60m 
of undrawn capacity and $18m of cash in the bank. Growth 
funding shouldn’t be a problem.

Table 1: VRT result

year To June 2015 2014 +/(–)(%)

cycLeS 17,064 15,021 14

Revenue ($M) 234 201 16

unDeRLyIng eBIT ($M) 53.1 52.2 2

unDeRLyIng neT PRoFIT ($M) 33.6 32.0 5

unDeRLyIng ePS (c) 40.5 39.7 2

DPS (c) 27.0 26.0 4

That isn’t the end of it, either. Perhaps the company’s most 
promising grow th engine is in the prov ision of genetic 
screening, diagnostic and pathology tests. 

Pre-implantation genetic diagnosis (PGD), for example, can 
be used to screen for a f leet of heritable diseases, including 
cystic f ibrosis, Down’s Syndrome and Tay-Sachs disease. 

http://ivf.com.au/ivf-fees
https://www.intelligentinvestor.com.au/portfolios/growth
https://www.intelligentinvestor.com.au/portfolios/income
https://ii-uploads.s3.amazonaws.com/share_advisor/splreports/porfolio-pds/ii_investsmart_diversified_portfolios_pds.pdf
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