VO - AUSEO1ZO1MA

Banks are about to hit a stone wall of
rising stress among highly indebted

apartment investors.

ROGER MONTGOMERY, MONTGOMERY FUND

WEALTH

Finding value in unlikely places

ROGER MONTGOMERY

When s quality ever cheap?

Allinvesting is value investing.
If price is what you pay, value is
what you receive. Your job as an
investor this year — and every
year —is to pay a lower price than
thevalue you get.

Perhaps one of the more chal-
lenging forms of value investing is
deep value. Deep value is about
buying troubled companies that
are in need of restructuring or
turnarounds, but the difficulty of
course is that some turnarounds
don’tturn.

We all want to buy high-
quality businesses, those with
attractive economics, with a dem-
onstrated track record and with
bright prospects. The only chal-
lenge with this form of value in-
vesting is that quality is rarely
available cheap.

Fortunately, however, even
very high-quality businesses oc-
casionally stumble and when they
do, the markets can overreact by
treating that which is temporary
as permanent, sending the share
price plunging. It is not unusual,
however, for investors to take
their cue from prices. For many in-
vestors, a plunging share price is
not a signal to buy but a signal to
panic, fear and worry.

Across the mid-cap and small-
cap universe of Australian stocks,
the last three months of 2016 pro-
duced a veritable smorgasbord of
opportunity to value invest in
quality businesses. A litany of
companies saw share prices crash
by 25-50 per cent in the quarter
ending December 2016. And even
high-quality ~ businesses  with
bright prospects have been caught
in this selected sell-off.

Healthscope

Take Healthscope, the operator of
45 private hospitals, whose shares
were sold off by as much as 31 per
cent from their recent highs amid
concerns expectations of 10 per
cent earnings before interest and
tax growth were unachievable.
Admittedly the company pro-
vided an update suggesting the
hospital admissions for the Sep-
tember 2016 quarter were unusu-
ally volatile and weaker than
expected, particularly in the
month of September.

Looking back at the last 20
years of Australian surgical proce-
dures, quarterly volatility is noth-
ing unusual, but the trend is
strongly positive. And this trend is

k

Healthscope and Vita Group were among the companies whose share prices crashed by 25-50pc in the December quarter

unlikely to change given the larg-
est contributing group to private
hospital admissions is the 65-74
year-old cohort and the 85-plus
cohort, which are also the fastest
growing demographic cohort in
the country.

Vita Group

Another company whose tempor-
ary setbacks are being treated as
permanent is Vita Group. The
largest licensee of Telstra stores
announced a renegotiation with
Telstra of their licensee revenue
arrangements.

Although long-term benefits of
the changes may accrue—and we
believe they will — the market
saw fit to sell first and ask ques-
tions later. The share price has de-
clined 57 per cent from its highs. A
value investor is rarely presented

Healthscope and Vita: two value picks lag the market
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with the opportunity to back one
of the country’s best retail mer-
chants at such a price discount.
The recent experience of Vita
Group and Healthscope is not
unique and as sure as night follows
day, the pendulum will swing
back. How did the sell-off come
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about when the broader market in
the three months to December 31
was generally improving for most
stocks?

For some years the large funds
management institutions have
been underweight the banks and
the mining resource companies —

having expected little growth
from those two sectors.

In order to boost returns, they
drifted down the market capitalis-
ation spectrum looking for high-
quality mid-cap companies to in-
vest in. More recently, however,
their sentiment towards the banks
and resource companies became
more optimistic. In any event,
being underweight meant ad-
ditional buying and to fund those
purchases, cash was extracted
through the sale of mid-cap high
quality growth companies.

Stock market investors like
smooth lines. They believe earn-
ings should grow every year, and
by a steady amount. Any disturb-
ance of this fairytale could trigger
consternation. In the real world,
business is not smooth. There are
rival businesses and economic
cycles, competitors to defend

against, there’s changing consum-
er tastes, controllable and uncon-
trollable internal ructions, and a
variety of inputs whose costs can
change. But by definition, extra-
ordinary businesses come good.

Quality and growth don't stay
cheapforever. Perhaps 2017 will be
the year investors realise the
growth prospects in mid-caps is
better than for the banks and re-
source companies. Banks are
about to hit a stone wall of rising
financial stress among highly in-
debted apartment investors who
cannot afford higher rates, much
less rising vacancies, all while pri-
ces might begin to decline.

Roger Montgomery is founder
and chief investment officer of the
Montgomery Fund.

www.montinvest.com

How to come up a winner in the brave new world of investing

DON STAMMER
INVESTING

Like the curate’s egg, President
Trump’s policies will probably
havebad and good parts. There’s a
bit of irony here: the metaphor of
the “curate’s egg” was created in a
cartoon (in Punch in 1895) with the
title “True Humility”, not a phrase
frequently applied to the new
president.

Donald Trump is generally
seen as confronting, populist and
authoritarian. In fact, the early im-
pact of his policies will likely speed
up the cyclical upswing already
under way in the US economy.
Longer-term, his policies and
approach seem set to lessen sus-
tainable growth in the US and
globally — and to diminish inves-
tor returns.

Here are some thoughts on

structuring an investment strat-
egy for the early stages of Trump’s
term as US president:

o Investors should be sensibly
diversified, to cope with increased
uncertainties.

e The cyclical good times for
shares seem likely to continue. In-
vestors already holding their pre-
ferred allocation to shares might
look for opportunities to top up a
little further in coming months as
and when share markets dip.

e The favoured Australian
shares will be those with best abil-
ity to grow (or at least maintain)
dividends — including banks,
leading miners and selected me-
dium-sized companies.

o [nvestors needn’t take fright,
at this stage, at the high price-to-
earnings valuations on shares.
Trump’s early moves on tax, dere-
gulation and infrastructure will
likely quicken the cyclical recov-

ery in the US economy — and
boost shares globally.

o But investors should be con-
cerned about the adverse effects
Trump’s policies could have, over
the medium-term and longer, for
trade, foreign capital flows, mi-
gration and technology — and
thus for US growth, productivity
and future returns to investors.

o For now, investors might find
comfort in being overweight in
cash and floating rate notes, along
with relatively short-dated term
deposits. As term deposits come
up for roll over, play hard ball with
banks to get the best deals.

o Allow that the market values
of long-dated bonds could decline
further, as the re-emergence of in-
flation in the US causes bond
yields around the word to rise
(bond yields and bond prices move
in opposite directions). Favour
positive-return bond funds. Some

investors might also like to hold
medium-term  inflation-linked
bonds for reliable protection
againstinflation.

o Australian property trusts are
unlikely to repeat in 2017 last
year’s 13 per cent average return.
But with current yields, and with
global interest in commercial
property, property trusts should
produce a positive average return.

o The pace of increase in Aus-
tralia’s median house price in Aus-
tralia will likely slow; prices in
overbuilt parts of the apartment
market could decline.

o The US dollar, which recently
has traded at 14-year highs, might
move a little higher as US growth
quickens. The Australian dollar
seems set to fall against the US
currency (though perhaps by less
thanis generally expected).

Last year saw several big
swings in how investment mar-

kets saw economic prospects of
the big economies. Investors had
to work out “is this move in mar-
ket sentiment well-based or ex-
cessive?”

Early in 2016, sentiment on
China turned extremely gloomy:
the economy was seen as already
contracting, and a “hard landing”
was said to be imminent. Globally,
bond yields fell, shares dropped,
and commodity prices plunged.
As things turned out, China’s
economy slowed only modestly.
The policy stimulus introduced in
March helped a little in achieving
this smooth outcome, but the
dominant expectation in invest-
ment markets was simply wrong.

In mid-year, Brexit fired pre-
dictions of global recession. Bond
yields fell to record lows, and share
prices slumped. The short-term
effects, other than on the pound
sterling, turned out to be minor.

In September and October, in-
vestors began taking a more posi-
tive view on the US economy.
Bond prices fell; share prices rose.
This was supported by the report
that US GDP had grown at an
annualised rate of 3.5 per cent in
the September quarter.

Since the US election on No-
vember 8, many investors have
adopted an optimistic view on the
US economic outlook.

Experienced investors know to
separate the cycle and the trend in
investment returns. Keep that dis-
tinction in mind as markets react
to the policies and style of Trump
as US president.

Don Stammer is an adviser to
Altius Asset Management,
Stanford Brown Financial
Advisers and the Third Link
Growth Fund. The views
expressed are his alone.
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Trump, China drive
bulls back in to bullion

ROBERT GUY

Gold bugs of the world have a
simple message for Donald
Trump: thank you for making
gold great again.

Thank you for the spectacle
that was your press conference,
with the display of braggadocio
(“I'was offered $2 billion to do a
deal in Dubai”) and belligerence
(“Mexico will pay for the wall”),
rather than a considered outline
of your economic agenda, doing
little to allay concerns you're all
slogan and no policy.

And thank you for selecting
Rex Tillerson as your Secretary
of State. He’s not even in the hot
seat yet, but he’s already placed
the US on a collision course with
China — they of nuclear-armed
status — with talk of denying
them access to the islands
they’ve built in the South China
Sea. War, what is it good for?
Gold prices, that’s what.

This is a gold bull’s dream, as
Trump’s failure to provide details
on his much hyped plans to
make America great again gota
thumbs down from traders. Gold
has soared to over $USI211 an
ounce, bringing its advance from
its December lows around
$USI128 an ounce to about 7 per
cent. RBC Capital Markets’ head
of commodity strategy Helima
Croft summed it up nicely,
saying: “Trump’s election has
introduced a proliferation of
unknowns, which the market
will have to work through as
they surface.”

Proliferation is an interesting
choice of words, underlining the
growing number of unknown
unknowns as traders and
investors are none the wiser
about the new administration’s
grand strategy one week out
from taking charge of the White
House. Gold is a no-brainer
hedge against the risks of the
unknown.

The question on traders’
minds is whether gold can
maintain its upward momentum.
History suggests there is a good
reason to be bullish as Trump
takes control of the Oval Office.
An interesting analysis from
Merk Investments shows
presidential transition years
have on average been great for
gold.

But there’s more to gold’s
renewed vigour than the
changing of the guard in
Washington. The yellow metal is
also benefiting from resurgent
inflation. Reports of the death of
inflation look to have been
exaggerated, with China’s
December producer price index
showing factory prices rising at
the fastest pace in five years
thanks to rising prices for oil,
iron ore and coal. Trump should
be pleased: there’s one thing that
Chinaisn’t exporting to the rest
of the world any more —
deflation. But it’s not just China
where prices are on the rise —
inflationary pressures are also
growing in the US and Europe.
Janus Capital’s chief investment
strategist Myron Scholes, who

Gold moves higher
Gold ETF over the last month
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also has a Nobel prize to his
name, argued this week that the
rise in inflation isn’t just a
temporary jolt from higher
commodity prices as many asset
classes are signalling inflation “is
here and on therise”.

China’s attempts to reflate its
economy and snap a five-year
run of factory price deflation has
been helped by the generous use
of credit to juice growth. The
lending spigot was opened wide
in December, with Chinese
banks inking new loans worth
1.04 trillion yuan ($192bn)
against expectations of
667 billion yuan. The surge in
lending was seen as a pre-
emptive move ahead of a
possible tightening of credit later
this year. ANZ’s calculation that
67 per cent of all new yuan loans
went to non-financial corporates
— the first time long-term
corporate loans have surpassed
mortgages — will no doubt
embolden the bears concerned
about an eventual popping of
China’s credit bubble.

Gold is a
no-brainer hedge
against the risks of
the unknown. The
question on
traders’ minds is
whether the
precious metal can
maintain its
upward momentum

While the risks of a banking
crisis rise with every poorly
thought out loan to a zombie
company, most brokers are
focusing on short-term ways to
squeeze the most profit from the
rise in inflation. Long-term risks
be damned!

Deutsche Bank strategists
Yuliang Chang and Joseph Huo
say reflation is their favoured
investment theme, and
reiterated financials and energy
stocks as overweight
recommendations. The duo are
expecting strength in the PPI to
extend into the first half of the
year, and see a pick-up in
consumer prices in the second
half. Given the tick up in
inflationary pressures it’s not
surprising that Chinese gold
prices are on therise.

The benchmark price on the
Shanghai Gold Exchange has
also climbed from its December
lows, and there could be further
gains ahead of Chinese New
Year celebrations. With Beijing
cracking down harder on bitcoin
exchanges, gold may be the last
asset class of choice for Chinese
investors unnerved by the
prospects of a weaker yuan,
stricter capital controls, the
impact on growth from a
tightening of credit, and a lack of
alternative options given policies
to rein in apartment prices.

This is an edited version of an
article which first appeared in
Barrons.com
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sea cliffs.

24 SEPTEMBER - 6 OCTOBER

JOIN GARDENING EXPERT MILLIE ROSS ON
TRAVELRITE INTERNATIONAL'S

Discover a myriad species in the wild, touring the limestone Pinnacles of
Nambung National Park, red gorges of the Murchison River, Indian Ocean

Drive among the majestic karri and jarrah trees of Boranup Forest and
the Valley of the Giants.

Explore bushlands, cultivated parklands, farm gardens and private
gardens, including Patsy Durack’s spectacular rose gardens at Kareela,
New Norcia monastery and Margaret River's Secret Garden.

Includes first-class chartered coach travel, city sightseeing tours, gardens
entry, hotel stays in Fremantle, Geraldton, Perth, Albany, Pemberton,
Margaret River.

THE AUSTRALIAN* For more information call Travelrite International on 1800 630 343 or email balwyn@travelrite.com.au

Travelrite International Pty Ltd. (ATAS no AT10538) is the tour organiser. Neither News Limited, nor any of its subsidiaries nor any of their newspapers, have any involvement in the tour, and have no liability of any kind to any person in relation to the tour.

DISCOVER NORTH AMERICAN AUTUMN ON

TRAVELRITE'S

5-24 OCTOBER

Explore gardens and wild nature

Tour city streets and gardens in Halifax, Nova Scotia and French Canadian

Montreal and Quebec

Cruise on to Maine, New England, South Carolina and Florida in the US
Discover the sights and gardens of Boston and New York City

Visit historic houses, national parklands, a southern plantation, Paul Revere's

House, the Miami Everglades and more

Return airfares, 13 nights aboard MS Veendam, two-night stays in Montreal

and Miami, guided sightseeing, museum and gardens entry




