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0 PRIMARY’'S DOCTORS TAKE
THE KNIFE TO MARGINS

0 IS ACONEX THE XERO OF THE
CONSTRUCTION SECTOR?

© ALE PROPERTY:
INTERIM RESULT 2017

John Addis asks the team to reflect on this

reporting season’s winners, losers and
notable themes.

Reporting season wrap

In many areas of life, there’s a striking difference between
the general and the particular. This reporting season,
for example, CommSec reported that ‘all but 8 of the 142
companies produced a profit for the six months to December’
and that ‘excluding BHP, aggregate profits lifted by
37 per cent’.

Key Points

e Resources boom is back
o Growth stocks punished for missing forecasts
e It’s not what you buy, but what you pay

That will be of little consolation to shareholders in OFX
Group, GBST and iSentia, which, since the release of its

results, has suffered a halving of its share price, thereby

producing a notable opportunity.

For investors at least, averages are no way to assess reporting
season. To quote scientist Stephen Jay Gould, from an entirely
different area of life (cancer survival stats), the median isn’t
the message. With that in mind, let’s cover each major sector

in turn, starting — where else — with the big banks.

James Carlisle, research director
Only CBA reported an interim result. NAB and ANZ reported

first quarter trading updates and Westpac an update on
capital, funding and asset quality. Taken together, the big
four enjoyed a boost to interest income from the mortgage
repricing undertaken last year, offset by the increase in
wholesale and deposit funding costs that prompted it. That

left net interest margins pretty flat.
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The results were also supported by a fall in impairments from
the jump this time last year, inspired by the likes of Dick
Smith and Slater & Gordon. Overall, it was a solid set of
results although, as expected, there wasn’t much underlying
growth. We’d need to see price falls of at least 15% before
a major bank made it back onto our Buy list but existing
shareholders might feel slightly more reassurance since

these results.

Wealth managers endured more margin pressure, although
Perpetual was able to offset this with a strong performance
from its advisory business. IOOF, by contrast, saw its earnings
fall 17% as the revenue impact of clients moving to cheaper
platforms came ahead of the cost benefits. Management has
tipped an improvement in margins in the second half. Both
stocks were downgraded from Buy to Hold in the current
reporting season, Perpetual due to a price rise, and IOOF

due to a lowering of its price guide.

OFXhas aMarch year-end but the early February profit warning
was a cracker. The main reason for the profit shortfall is that
the average value of exchanges from the Aussie dollar into the
British pound has tumbled thanks to Brexit. But there are
worrying signs that the Australian business is struggling
to win new clients. This has been a problem ever since the
company floated and - rather belatedly - we downgraded
the stock to Sell and sold it from our portfolios. This is not

the business we thought it was.

Continued on page 2 ...
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Increased trading activity in shares and derivatives made up
for lower listings in the first half for ASX, allowing revenues
to creep up nearly 3% to $387m. Particularly notable was the
performance of Centre Point, ASX’s very own ‘dark pool’,
which enjoys higher margins than the normal cash market
and now accounts for 10% of total trading. The performance
helped the stock past our $50 Buy price and it was therefore
downgraded to Hold.

GBST’s disappointing result was well flagged. The damage
had already been done via the downgrade a fortnight

earlier (see More project delays hit GBST). Long-suffering

shareholders might seek comfort in the last line of that
review, which said ‘the oligopolistic nature of the industry
does mean that market growth could keep GBST and its
competitors — notably Bravura — well fed; and, with one
large contract win, earnings prospects could improve

dramatically.” That’s four fingers crossed.

Flight Centre, still on the Buy list, was also interesting.
We've been half-expecting another profit downgrade, and
evidently, so has the market. When it came at the company’s
interim result, an initial knee-jerk reaction prompted a 7%
share price fall. But it ended the day down only 1.5%, again
making the point about buying good companies in the face

of short-term risks.

Two other notable points. First, there seems to be a more
mature approach to cutting dividends - sticking to targeted
ratios and letting them float up and down. Dividends were
cut at IOOF (down 9%), Woolworths (down 23%) and Flight
Centre (down 25%) without too much fuss. That’s a welcome

development.

Much is being made of companies using exotic measures
of profit. People obviously crave a way of compare results
easily but there just isn’t a magic number that can fairly
represent everything. Profit numbers always need dissecting
and repackaging - management does it the way it thinks best
and reconciles that to the statutory profit (also reported). It’s

up to investors to come up with their own numbers (which

in many cases is the same as the company’s, conspiracy

theories notwithstanding).

Gaurav Sodhi, deputy research director

The resources boom is back. Everyone expected big profits and we
got them with BHP Billiton, Rio Tinto and Fortescue Metals.
Results from South32 and Whitehaven Coal were very good, too,
although BHP’s, featuring excellent results from metallurgical
coal and iron ore and better results from oil and gas were the
best of the sector. The share price reactions were fairly mute,

confirming that the market was expecting a good outcome.

In telecommunications, competition is intensifying. The
sector is a great example of how rising demand doesn’t always
translate into higher profits as suppliers fight for market
share. Telstra did well to raise margins in mobile and it’s
possible the negativity towards the company has gone too far,
although it’s still at least 15% from a price where we might

consider upgrading it. Amaysim, though, is lifting margins

through growing scale and remains a Buy.

One of the big themes this reporting season was the repricing
of growth among mid-cap growth stocks. More businesses
are being hit with mild downgrades, prompting often savage
share price declines (see Jon’s and Alex’s comments below).
Mostly, these were in good quality businesses with high
valuations. This was a valuable reminder of what Howard
Marks has said: ‘Success in investing is not a function of

what you buys it’s a function of what you pay.

The standout disaster was iSentia. Not only was the result
quite shocking, it also damaged management credibility
and the strength of the core business is now in the spotlight.

That’s not an easy trifecta to achieve in one result so well

done iSentia, and not just for creating a buying opportunity

gratefully received.

As for PMP’s result, it presented a great case for the merger
with IPMG, now approved by the ACCC. The industry is in
bad shape and without consolidation I'm not sure it would

have a long-term future. PMP remains a Buy.
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“ Long-term, we’re believers in the
business model and the significant

growth in demand for IVF.

What else? Well, we're fond of saying it’s hard to fiddle with
cash flow but Santos has shown us a way: just stop spending
cash on your fields. Reserves haven’'t been replaced for about
four years now, which means the company is shrinking. But
the cash flow looks better.

In another form of trickery, G8 Education - a company I
called ‘a cynical exercise in multiple arbitrage’ two years
ago (and which still is) - and Primary Health Care (see
below) continue to buy new assets and capitalise the bulk
of the cost as goodwill on the balance sheet. If either come
out with large ‘non-cash’ writeoffs, reported profits will have
been overstated. Primary has been guilty of this for years
and G8 is at risk of it, too.

Graham Witcomb, analyst

In healthcare, the difference in admissions between Ramsay
and Healthscope’s private hospitals was interesting. This
was a significantly better result for Ramsay, reflecting an
aging population driving bed occupancy rates and capacity
contraints at Healthscope.

Are we concerned by Healthscope’s lack of growth? No. We
expect the company to claw back some of the lost market
share over the next few years as capacity constraints resolve.
Various expansion projects are expected to add almost 1,000
new beds and 50 theatres to Healthscope’s network — a 20%
increase in capacity - between now and 2018, which should
ensure faster revenue growth on completion than Ramsay’s
local operations. The capacity constraints of this period are

unlikely to persist.

Low growth has become the norm for general insurers
and this results season drove home the point. All three big
insurers are facing pricing pressure, increasing competition
and low returns from their investment portfolios due to

ongoing low interest rates.

Insurance Australlia Group was the standout, with an
increase in premiums considerably better than management’s
prior expectations. What’s more, it did better in home and

motor insurance than Suncorp, suggesting IAG has been

nipping away at Suncorp’s market share, despite already
being the largest insurer. But in terms of opportunity, there’s

not much on offer in this sector.

That’s less the case with IVF providers, which have had a
tough six months given the overall IVF market has fallen
6%. Virtus Health, in particular, had a difficult time and
lost market share to both Monash IVF’s premium Victorian
clinics and Primary Health Care’s new bulk-billing IVF
business in NSW and Victoria. Primary is now up and running
in Queensland too, so we expect Virtus’s next result to reveal
market share losses in that state as well. Long term, however,
we're believers in the business model and the significant
growth in demand for IVF, which is but one reason why

Virtus remains on our Buy List.

Another notable theme at the moment is the popularity
of companies buying back shares. QBE, CSL, IAG, Ansell,
Qantas, Telstra, Rio, and Caltex all have buybacks underway
or recently completed. This could be a sign of complacency
among management and investors, or that there is more
cash sloshing around on company balance sheets than

opportunities to invest it.

Jon Mills and Alex Hughes, analysts

The popularity of small caps led many large cap managers
to enter the space over the past few years. But with many
stocks being whacked after failing to meet high expectations,

they’re now abandoning it.

This makes an important point about value investing being
a two-step process. First, you've got to look at a company’s
fundamentals. Then you've got to determine whether those
fundamentals are already reflected in the share price. A
great business can be a poor investment at too high a price
while a poor business (like PMP, for example) can be a good

investment at a cheap price.

Not too far removed from this is James Greenhalgh’s oft-
repeated suggestion to ‘buy on the bad news, not the good’

and, especially with cyclicals like BHP or S32, to buy in stages

» er
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“ Ordinarily with deep value plays like this,
by the time mainstream attention arrives
it’s too late but Runge appears to have a

long runway ahead of it.

to take advantage of further price falls. This can’t be repeated

often enough in our view, which is why we are repeating it.

Certainly, there were plenty of losers this reporting season.
Ardent Leisure was a good example of chasing growth for
growth’s sake. Management has constantly bragged about
the growth potential of Main Event but this business has few
competitive advantages. The latest result made that clear.
When the growth failed to materialise the share price was
hammered. We were pleased to have sold out in January,
before the 30% price fall.

We were much less pleased with 3P Learning, which was a
big disappointment. The growth in licences abroad was too
slow, although the effect was offset by pulling the pricing
power lever in Australia. Eventually, licence growth will

need to be improved.

Learnosity remains a bit of a wildcard. The fact it survived
the new chief executive’s first writedowns may be a good
indication that it’s worth a bit more than the market is
giving it credit for but research and development needs to
be watched closely. Al R&D is expensed, so estimating free

cash flow is troublesome.

So, how should one approach the landmine-filled world
of small company investing? It’s less about hitting sixes
and more about not getting bowled. This requires an
understanding of the business and an assessment of the
expectations other investors have about its performance.
Lately, we have had more success at focusing on areas where
expectations have been very pessimistic initially, and things
haven’t turned out as badly as expected. Runge Pincock
Minarco was a standout in this regard.

When we first wrote about the company, commodities were
in the doldrums and Runge was very much off the radar.
Now it’s on track for a very decent profit performance,
with contributions from both its consulting and software
businesses. The company delivered record revenue and

returned to profit. It’s even getting media attention.

Ordinarily with deep value plays like this, by the time
mainstream attention arrives it’s too late but Runge appears
to have a long runway ahead of it. That’s one reason we

recently increased our buy price, although it remains a Hold.

Staff members may own securities mentioned in this article.
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This pub owner’s result was extremely dull,

but we’re not complaining.

BY JON MILLS « INTELLIGENT INVESTOR +« 7 MARCH 2017

ALE Property: Interim result 2017

In arecent interview, ALE Property chief executive Andrew
Wilkinson said he hoped to remain in his post until at least
2029. If he gets his wish, this would mark 26 years at the
helm at this owner of 86 pubs leased to ALH, 75% owned by
Woolworths.

Key Points

e Hotels remain materially under-rented
« Continues to benefit from ALH-funded improvements

o Well placed for upcoming limited rent review

ALE PROPERTY GROUP (LEP) / HOLD

CE = il =N

Price at review Max. portfolio wght. Business risk Share price risk

$4.45 6% Low Low
BUY HOLD SELL
Below $3.50 Above $5.00

All things equal, we'd also like to hold ALE Property until
then, for the same reasons why we first upgraded ALE
Property to Buy in ALE Property: Down in one on 2 May 12
(Buy for Yield — $2.08).

ALE’s pubs are rented to ALH on long-term ‘triple net’ leases
(see Shoptalk), most of which run until 2028 with ALH having
four options to extend of ten years each. ALE’s rent grows by
the rate of inflation each year (as measured by the consumer
price index, or CPI). However, the leases are subject to a
limited market rent review in 2018 - capped at 10% - and a

full market rent review in 2028.

When ALE and ALH were spun out of Fosters Group in
2003, the terms of the leases meant they were substantially
under-rented compared to market rates at the time. Since

then, ALE’s rental income has been increasing at inflation,

'Sh

Triple net leases means the tenant - ALH - rather than the
landlord - ALE - pays just about every incidental expense
related to the property—from insurance through to
maintenance capital expenditure (maintaining the building
and fixed assets to a high standard).

optalk: Triple net leases

while the hotels’ operating earnings (before depreciation,
amortisation and rent) have risen on average by significantly

more, boosting the underlying value of the properties.

This should help ALE get close to a 10% average increase
in market rents at next year’s limited market rent review
and puts in very good shape for full market rent review a

decade later.

Crows Nest Hotel

As well as paying to maintain the properties, ALH also has
to get permission to expand or improve the properties — and
then foot the bill. These improvements boost the underlying
rental value of the properties and also revert to ALE upon

expiry of the leases.

Over the years, ALH has made improvements to many of the
the pubs, a recent example being the Crows Nest Hotel on
Sydney’s North Shore. ALH spent $8m completely refurbishing
the property. We imagine that ALE didn’t have to think long

before giving its permission.

Table 1: ALE interim result 2017

SIX MONTHS TO DEC 2017 2016 +/(-) (%)
RENTAL INCOME ($M) 28.4 28.0 1.4
BORROWING EXPENSE ($M) 10.3 10.3 -
DISTRIBUTABLE PROFIT ($M) 15.1 14.8 2
DISTRIBUTION PER SHARE (C) 10.15* 9.90 3
GEARING (%) (SEE NOTE) 43.2 43.0 -
NTA PER SHARE ($) 2.66 2.53 5

* Unfranked, fully tax deferred, ex date already past, no DRP
Note: gearing = net debt / (total tangible assets less cash)

With the surrounding area becoming more up-market, the
hotel is hoping to attract a higher-income demographic and
more couples and families into the property for a meal and
a drink. To that end, the previously unutilised first floor of
the property has also been renovated for use by customers.
It will also be helped by the opening of a nearby Metro rail
station in 2024.

It makes sense for ALH to make the investment, because
it will get a boost to operating earnings while its rent only

grows at inflation for the net ten years (excepting the one-
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“ There also remains the possibility of
a one-time payout once the 2018 rent

reviews are finalised.

off increase capped at 10% in 2018). ALE, however, will
benefit from higher rents after 2028, and higher resulting

property values.

Low gearing

With its average capitalisation rate remaining steady at
5.53% compared to June 2016, ALE’s net tangible assets (NTA)
per share rose 5% over the year, to $2.66, and its gearing
remains significantly below its target range of 50-55%. To
return gearing closer to its intended target, the company is
dipping into capital reserves to hike distributions. There
also remains the possibility of a one-time payout once the

2018 rent reviews are finalised.

In our view, the best way to look at ALE is as almost like an
inflation-protected bond with a couple of features - the rent
reviews in 2018 and 2028 - in your favour. These options also

offer some protection from rising long-term bond rates which

would likely affect how much investors are willing to pay for
‘bond proxies’ like listed property trusts and commercial

property in general.

So we'll raise a glass to Andrew Wilkinson should he remain
as chief executive in 2029. Ideally, we’d also like to still own

ALE in our Equity Income Portfolio then. However, that of

course will depend on what happens with its share price -
and the value of its underlying assets and distribution yield
- between now and then. HOLD.

Note: The Intelligent Investor Equity Income Portfolio owns

shares in ALE Property. You can find out about investing
directly in Intelligent Investor and InvestSMART portfolios

by clicking here.

Staff members may own securities mentioned in this article.
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With a fantastic business model, plus the
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possibility of industry dominance, Aconex

deserves a spot on your watchlist.

BY ALEX HUGHES « INTELLIGENT INVESTOR ¢+« 6 MARCH 2017

Is Aconex the Xero of the
construction sector?

When it comes to construction cost overruns, Australia is
a world leader. Our supremacy dates back to 1957 and the
construction of The Sydney Opera House. Initially budgeted

at $7m, it was completed a decade later for a total cost of
$100m. This was a gold medal blowout yet to be beaten in

percentage terms.

Key Points

e High-quality business
e« Could be ‘winner takes all’
e One for the watch list

ACONEX (ACX) /

= el -~
6= E= il =N
Price at review Max. portfolio wght. Business risk Share price risk
$3.58 N/A High High

Latterly, Australia’s liquefied natural gas projects, with

estimated blowouts of $50bn over the past decade, have
garnered attention. But these are in no way unusual.
According to McKinsey and the Boston Consulting Group,
80% of projects run over budget and 20% run over time. Cost
overruns appear to be hardwired into the DNA of contracting,

which is where Aconex comes in.

Aconex sells software that helps construction companies
manage complex projects. In a global industry known for its
meagre use of software, this hints at its potential. That little
snippet has not gone unnoticed. After listing in late 2014 at
$1.90 a share, Aconex’s share price quickly shot up to $8.29.
With a market capitalisation of $1.6bn at that point and just
$123m of revenue in the 2016 financial year (and only a sliver

of earnings), it was impossible to recommend it.

Now, after disappointing sales growth in the first half of the
2017 financial year and a share price that has fallen 57% to
$3.55, it’s time for a deeper look. As Seneca said, ‘luck is what

happens when preparation meets opportunity’.

How it works

Aconex acts as a centralised hub for vital project information.
Before collaboration software, tender documents, project
models and variations would flow sporadically between
the project’s participants. If you tried to draw the web of
activity on paper, it might look like the work of an intoxicated
spider. On large projects especially, involving thousands of

documents, the risk of error is huge.

Aconex’s cloud-based platform allows project documents to
be stored, altered and shared in one place. From tendering
right through to project completion, it makes collaboration
and management easier. In return for its service, the company
charges subscription fees to the project manager, which
could be an asset owner like ExxonMobil or a construction
company like CIMIC.

Table 1: Segment revenue ($m)

2013 2014 2015 2016 1H17 1H17 VS,

1H16 (%)

ANZ 26.7 31.5 36.2 48.8 25.3 5.8
EMEA 11.6 16.5 21.3 39.9 329 110.9
AMERICAS 7.9 10.7 14.7 21.3 11.6 15.6
ASIA 6.1 7.6 10.2 13.3 7.3 18.2

The fees are determined by the project’s size and complexity
but average less than 0.1% of the project’s value. Customers
have two options: a subscription that spans the length
of the project (42 months on average) or a discounted
enterprise arrangement over a longer duration. Aconex
has an extensive customer list of over 1,000 organisations,
including heavyweights across Australia and New Zealand,

Europe and the Americas.

After choosing Aconex, the project manager arranges for its
subcontractors to use the platform. These non-paying users
dwarf paying users by many multiples. The model effectively
transforms paying customers into a sales channel, much as

Xero successfully incentivises its accountant customers to
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“ Most importantly, Aconex might come to
dominate the industry, because everyone
benefits if all contractors are on the

same platform.

sign up their small business clients. The strategy is highly
scalable as each new customer brings many more potential

customers. That’s a big tick.

There is a quirk to its business model. Aconex usually bills
a year in advance, taking cash up front and recording a
large deferred revenue liability - to the tune of $90m as at
December 2016 - which is reduced as revenue is recognised
over the course of the year. That’s great for cash flow but
is unique for a SAAS business where regular payments are

more common.

All the ingredients

Aconex has all the ingredients of an exceptional business.
Its software is a low cost/high value proposition for its
clients and the subscription fee is tiny when compared to
the efficiencies it delivers. The company is well positioned to
become critical to its customers, delivering stickiness and,

down the track, pricing power.

A good indicator is the conversion of customers from
per project to enterprise subscriptions. In Australia and
New Zealand (ANZ), the company’s most mature market,
enterprise subscriptions now represent 65% of total revenue,

although it has some way to go in the other regions.

Most importantly, Aconex might come to dominate the
industry, because everyone benefits if all contractors are
on the same platform. But there’s a long way to go yet.
Markets like the US and Europe are more competitive, but
the company has a clear lead in ANZ, counting 80% of the

top 50 contractors as users at the time of its IPO.

The potential for a winner-takes-all outcome is a rare
opportunity which should mean that market share should
be prioritised over profits. Unfortunately, Aconex seems to
be increasingly concerned with near-term earnings, even
cutting research and development and marketing to protect

profits as sales slowed in the most recent half-year.

Valuation: the hard part

So, this is a very good business with substantial potential.
Valuing it is the tricky part. On traditional yardsticks like
EV/EBITDA and price-earnings ratios - trading on 40 and

91 times respectively - it doesn’t make sense. Current growth
doesn’t appear to underpin these high multiples either, with

growth in its leading ANZ division falling to just 6% this half.

Software-as-a-service (SAAS) investors often place greater
emphasis on revenue multiples. Some consider an enterprise
value below five times revenue to be cheap. For context, Xero
trades at around eight times. On that basis, with its multiple
of 3.5, Aconex might seem interesting. That’s about the same
level as its initial listing and also a multiple similar to its
purchase of European competitor Conject (2.7x). By way of
comparison, private US competitor Procore is said to have

priced its last funding round at a whopping 18 times revenue.

Metrics like this aren’t really our game. Valuing a business
based on sales alone is straying into a very grey area in our
book. All the sales in the world count for nothing if it doesn’t
eventually translate into free cash flow that can be returned

or reinvested.

The best approach is probably to work down, by estimating
the potential market size, market shares and margins - and
doing this for a range of assumptions. The ANZ division
is already dominant with a leading market share of 21%,
embedded customers and margins of 70%. If we assume it
eventually dominates the market, it could be worth more
than the total market capitalisation today. The trouble is that
long range forecasts are inherently unreliable, and assuming
industry dominance is quite an assumption. Like the Hubble

telescope, move an inch and you end up in another galaxy.

So we’d want to see a wide margin of safety between the
current price and any valuation. That’s not there at the
moment, so Aconex is worth a spot on your watch list but

no more.

We're not going to initiate formal coverage on the stock and,
with such a wide range of potential outcomes, we’re also not
going to tie ourselves to a particular price guide. However, as
Seneca recommends, we're now prepared. All that remains

is to wait for the opportunity.

Staff members may own securities mentioned in this article.
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New contracts make for happy doctors but they're

a mixed blessing for shareholders.

BY GRAHAM WITCOMB * INTELLIGENT INVESTOR + 8 MARCH 2017

Primary’s doctors take the knife

to margins

Employing people could be such a breeze - if it weren't for
those pesky employment contracts. Doctors, in particular,
can be a troublesome bunch to work with. A highly-skilled
workforce, combined with a shortage of general practitioners,
means there’s rarely any doubt who brings the biceps to the

negotiating table.

Key Points

o New contracts reduce capital needs and margins
e Pathology division gaining market share
e New regulation may boost pathology profits
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Primary Health Care is finding this out the hard way. The
company’s bulk-billing medical centres have had a hard time
recruiting new GPs in recent years, which has prompted

Primary to change the way it recruits and pays doctors.

Previously, the company took a one-size-fits-all approach.
New doctors would sell their practice for a large upfront
payment - typically several hundred thousand dollars —
and get a cut of future revenue in exchange for a five-year

contract.

To make working at Primary more attractive, the company
now offers a higher share of billings, more flexibility and
fewer contracted hours. In addition to the new contracts,
Primary has also increased its investment in nursing,
support services and other initiatives aimed at improving

the satisfaction of its GPs.

‘Capital light’

The problem is that bulk-billing is low margin work with
plenty of fixed costs. Giving doctors a larger share of the
top line has a disproportionate effect on the division’s
profitability. In the six months to December, a 5% fall in
revenue for the medical centres division led to a 36% fall in

underlying earnings before interest and tax (EBIT).

What’s more, fewer contracted hours for GPs effectively
means that Primary will need to hire even more doctors to

make up for the shortfall.

Still, there are things to like 