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NextDC Fulfills Expectations, Now For M3

NextDC has signed a second hyper-scale customer for its M2 data centre, likely to propel the company into
planning for M3 ahead of previous expectations.

-Accelerates the M3 investment decision
-Hyperscale customers looking to bring capacity online earlier
-Uncontracted capacity could be taken up quickly

By Eva Brocklehurst

Brokers have finally received the confirmation they were looking for since the company's first half result, as
NextDC ((NXT)) signs up a second hyper-scale customer for M2 (second Melbourne data centre). This should
underpin medium-term growth as the 6MW contract takes M2 contracted megawatts to 13MW and the total in
Melbourne to 27MW.

The announcement of 12MW of new firm capacity and a further 33MW in options has surpassed the volume
Canaccord Genuity assessed would be required over the second half of 2020 and would not be surprised if there
is more to come, as the recent announcements have focused on Melbourne and there is capacity available in
Sydney.

The broker acknowledges, six months ago, it feared M2 was a fast depreciating asset with little hyper-scale
activity in evidence. However M2 now looks to be sold out, if all options are exercised, and the focus is
now on acquiring the site for M3.



For context, Morgans points out it has taken just over two years to sell the amount in M2 that it took six years
to sell in M1. The broker believes the two recent contract wins validate NextDC's expenditure to date on M2
and accelerate the M3 investment decision.

Goldman Sachs cites Alibaba as an example of the heightened demand for hyperscale space, as it announced
USS$28m in cloud investments in April. Enterprise demand could also accelerate as businesses look to address
remote "home" workplaces.

Focus On Melbourne

The company's ability to win major deals in Melbourne was a key debate amongst investors, Morgan Stanley
points out. Even as activity was picking up, feedback seemed to be signalling that Melbourne did not have the
same cable connectivity as Sydney. This issue has been put to rest now.

Hyperscale leads retail and Morgan Stanley suspects this may the start of an acceleration in demand for space
at M2. Data centre capacity takes time to build out, the broker explains and, if demand accelerates,
uncontracted capacity could be taken up quickly.

As NextDC continues to face a positive industry backdrop with hyperscale customers now looking to bring
capacity online earlier because of the pandemic, Ord Minnett finds further potential for both Melbourne and
Sydney as data centres reach full capacity faster.

Morgans, too, has already factored in further contract gains into FY22 estimates but is more confident now
about the earnings profile. Capital expenditure forecasts are increased accordingly, and this increases
depreciation and lowers earnings per share forecasts.

The broker now assesses the investment case is more compelling as it is lower risk. Management has raised
FY20 capital expenditure guidance to $340-380m, as it pulls forward 3MW of capacity to accommodate the new
contract.

Ord Minnett suspects it will take some time to ramp up to full usage of the initial 6MW in the new contract and



also assumes the ramp up in billing a slower than previously forecast. Still, the announcement pulls forward its
forecasts by 1-2 years, increasing the internal rate of return estimate for M2.

The broker is encouraged that customers are finally making a move into the all-important Melbourne market,
although the use of options on additional capacity means they are not yet 100% committed.

Valuation

Canaccord Genuity believes NextDC will be a beneficiary of long-term structural trends and retains a Buy
rating. The broker, not one of the seven monitored daily on the FNArena database, points out NextDC has a
valuation substantially higher than international peers, but this is warranted based on the large and visible
growth outlook.

The broker raises the target to $11.00, principally on a reduced risk weighting attached to M2. Ord Minnett
agrees the business deserves a premium in a soft macro economic environment. The current contract underpins
revenue growth estimates already factored into FY22 and FY23. The broker marginally accelerates
medium-term megawatt activation but still only incorporates M2 maturity in FY27.

Goldman Sachs reiterates a Buy rating, with a $9.70 target. The broker, not one of the seven, notes a high
degree of expectation regarding this announcement, which comes post a $672m equity raising in April. At least
one more large contract is outstanding, possibly in Sydney, and with two months remaining in the second half
there is now upside risk to forecasts for FY20.

FNArena's database has five Buy ratings and one Hold (UBS). The consensus target is $9.65, suggesting 9.4%
upside to the last share price. Targets range from $8.50 (Macquarie, yet to comment on the update) to $10.70
(UBS).

See also, Melbourne The Short-Term Key To NextDC on March 2, 2020.
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Is There A Slowdown Ahead For ResMed?

Brokers believe ResMed is reliant on pandemic-related ventilator sales offsetting any slump in the base sleep
apnoea business.

-Ventilator sales expected to double in the June quarter
-Unlikely to offset the drop in revenue from sleep apnoea diagnosis
-Weaker global economic conditions likely to weigh

By Eva Brocklehurst

The coronavirus pandemic has boosted demand for ventilators and ResMed ((RMD)) has been a major
beneficiary. However, the outlook is not completely positive. Management has reported double-digit declines
in sleep apnoea diagnosis rates as sleep laboratories are closed.

The increase in home sleep testing will only provide a modest offset. As new patients account for about 50% of
revenue, the downward pressure on earnings could be substantial.

ResMed has estimated a US$35m benefit from pandemic-related ventilator purchases in the March quarter but
gross margins were -35 basis points below Ord Minnett's estimates, possibly signalling stronger sales in
lower-margin regions.

/A

Stockpiling measures and an ongoing response to the pandemic should mean a revenue uplift and UBS
assesses ResMed has the ability to ramp up flow generator capacity, although input supplies for higher-end
ventilators are constrained.

Over April ResMed was awarded a contract by the US health department for 2550 ventilators by July 13. The
company produced 52,000 during the March quarter, although sales were lower. This represents a three-fold
increase on normal production, Morgan Stanley points out.



Sales of these devices are expected to almost double again in the June quarter, countering an equally dramatic
drop in revenue from the core sleep devices. UBS points out diagnostic rates in sleep apnoea have declined in
double digits in some areas and relevant flow generators are likely to experience no growth in the short term.

Slowdown

Morgan Stanley's channel checks with US-based CPAP (continuous positive airway pressure) suppliers suggests,
while demand for product in March was strong, there is an expectation that April and beyond will slow because
of reduced doctor referrals.

Beyond this, Ord Minnett, too, expects much weaker economic conditions across the world will weigh on
any recovery. This is particularly the case in the US where individual health expenditure is more closely
correlated with economic conditions.

Mask re-supply and software revenue is less exposed to the issues as the bulk of revenue comes from existing
customers. Software service sales are sticky and should hold during a recession but growth in new customers is
expected to slow.

Macquarie notes a new telehealth video chat has been rolled out, allowing patients and physicians to view data
and communicate virtually. Management expects this will reduce the need for a recovering patients to return
to hospital for follow-up.

The long-term strategy and growth potential remains intact, Credit Suisse ascertains. The increased
investment in platforms outside the hospital means the company can benefit from any behavioural shift after
the pandemic has passed, amid greater demand for home health care.

Moreover, Wilsons asserts, in some respects, the pandemic may accelerate aspects of the company's
respiratory care strategy that were already in play, such as the increased use of ventilators in the long-term
and harvesting treatment data from those devices to optimise the economics of delivering care.

Diagnosis of sleep apnoea is under-penetrated on a global basis as is treatment of chronic obstructive
pulmonary disorder. While ventilators sales may contract once pandemic-related purchases subside, UBS also
expects growth as take-up of in-home therapy resumes for chronic indications.

Valuation

Ord Minnett believes the weaker earnings outlook is not reflected in the share price and downgrades to Lighten
from Hold, and Macquarie agrees multiples are elevated, while the stock can retain its premium rating, in
Morgan Stanley's view, as long as the market continues to believe upside in pandemic-related ventilators sales
will offset any erosion of the base sleep apnoea business.

Goldman Sachs, not one of the seven stockbrokers monitored daily on the FNArena database, believes the
trends warrant a premium valuation. Even excluding the pandemic-related growth, margins still expanded and
earnings grew 47%.

The broker acknowledges the composition of ResMed's performance is more nuanced now but retains a Buy
rating with a $27 target. Wilsons, also not one of the seven, has an Overweight rating and $29.36 target.

The database has one Buy (Morgans, yet to comment on the quarter), four Hold and two Sell ratings. The
consensus target is $23.95, suggesting -1.3% downside to the last share price.
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April In Review: Highs & Lows, Plus Energy

Markets in April witnessed a surge on account of extraordinary fiscal and monetary measures, while the
situation on the ground portrayed a dire picture

- ASX200 and S&P500 both posted highest one-month gains in decades in April
- Energy sector the surprising torchbearer while defensive stocks were laggards
-The rebound was led by fiscal and monetary measures, but is a correction due?

By Angelique Thakur
April - tale of highs and lows

April proved an intriguing concoction of highs and lows with deterioration in the global economic conditions
and a furious surge in global stock markets going hand in hand.

It was a month full of surprises. WTI crude oil entered into negative territory for the first time in history, with
futures contract owners effectively paying to have the commodity taken off their hands.

Analysts at UBS explain the extraordinary circumstance by pointing towards tight storage and pipeline capacity
issues. They do think it could happen again.

Global markets rallied, in no small measure due to the unprecedented measures taken by the Fed. The S&P500
gained 12.8% posting the highest one-month gain since October 1974, while the Nasdaq rallied 15.4%.

The ASX200 climbed 8.8% throughout the month, incidentally its best month since 1992. Here the interesting
tidbit is when measured in US dollar terms, the Australian index gained 16.3%, which is even better than the
Nasdagq.

And gold, spurred on by further expansion of central bank balance sheets, surged 22.5% to US$1689/0z- its
highest since 2012.

Energy the anomaly

Ironically the best performing sector, both globally and in Australia, was Energy. The sector ended up 24.8% in
Australia, mirroring the 15.7% rise in the global energy sector while the go-to defensive stocks (read staples
and utilities) lost steam in April.

The Energy sector surge locally was led by Santos ((STO)) and QOil Search ((OSH)), up 44% and 31% respectively.
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Between hope and reality
How high can we go? The question will be on many an investor’s mind after such a stellar performance in April.

Can we possibly go back to 7000 in Australia?

Analysts at JP Morgan have done the calculations and believe for the ASX200 to return to its February high
Australian companies need to deliver earnings growth of 47% by 2021, also assuming a two-year average P/E of
15.9x.

In contrast, analysts at Macquarie expect FY20 EPS to fall by circa -15%, with the maximum decrease expected
for banks and domestic industrials.

The analysts also consider the forward PE for ASX 200 (17.5x) abnormally high for a contraction, attributing
this to Quantitative Easing and consequently, Macquarie expects a market correction in the near future.

Top gainers and losers

Afterpay ((APT)), up 66%, provided a business update mid- April highlighting year-to-date sales growth of 105%,
in line with the first half.

Westfield shopping centres owning REIT, Scentre Group ((SCG)) surged 48.9%, helped by a new code of conduct
and more certainty around lease agreements. Battered and bruised Boral ((BLD)), despite a gain of 47.3%, only
came in third among the larger caps.

On the other side of the coin, Insurance Australia Group ((IAG)) fell -6.8%, followed by Whitehaven Coal
((WHQ)) at -5.5% and ResMed ((RMD)) losing -5.2%.

Bucking the trend

The ASX Small Ordinaries climbed 14.3% in April with utilities bucking the trend as the best performing sector
while staples continued to play spoilsport.

Mesoblast ((MSB)) rose a whopping 130% after the company’s cell therapy Remestemcel-L was found to be
extremely effective for covid-19 patients with respiratory distress syndrome.

Ardent Leisure Group ((ALG)), the worst performer in February, rose 61% after some states moved to reopen
the economy in May.

AP Eagers ((APE)), auto dealerships with a strong balance sheet and ample liquidity, saw a rise of 57%.

Navigator Global Investments ((NGI)) was crowned the worst performer for the month, suffering a fall of -56%
after withdrawing earnings guidance, while Metcash ((MTS)) fell -34% after raising $330m in fresh equity.

Capital raisings and a voluntary administration



Taken aback by the onslaught of covid-19, last month saw a noticeable number of companies raise capital
across multiple sectors.

The list includes Bapcor ((BAP)), Charter Hall Retail REIT ((CQR)), G8 Education ((GEM)), Kathmandu ((KMD)),
Lendlease ((LLC)), Metcash ((MTS)), Newcrest Mining ((NCM)), Oil Search ((OSH)), Ramsay Health Care ((RHC)),
and numerous others.

On April 21, Virgin Australia went into voluntary administration after failing to secure a $1.4bn bailout from
the Australian government. A potential rescue of 10,000 jobs and $1.2bn in customer ticket bookings is still
feasible and the process instigated by the company administrators is ongoing.

And then there were the banks. They were due to release interim financial performance numbers.

ANZ Bank released results early on April 29, announcing a fall of -51% in profits mostly due to an impairment
charge (read reserves for bad loans) amounting to -$1.67bn. The bank chose to defer its interim dividend.

National Australia Bank ((NAB)), on the other hand, paid out a 30cps dividend to shell shocked shareholders,
but with the news also came the announcement of a fresh $3.5bn capital raising.

On the ground reality - A different tale altogether

A number of countries saw new infection rates drop and they are gradually planning to reopen economies. But
the overall scenario continues to be grim with some nations experiencing a second wave of covid-19.

Overall, the macroeconomic backdrop deteriorated further in April, contrasting with the seemingly buoyant
mood in equity markets.

JP Morgan’s Global Purchasing Managers Index plummeted to a record low of 39.4 with the Global Services PMI
leading the fall. The eurozone was the worst hit, while China and other emerging markets saw some recovery.

In Australia, JP Morgan economists point out the tendency of the average Australian is to save, more so in the
aftermath of a crisis. Hence JP Morgan fears a repeat reflex in the coming months, which will be a drag on the
pace of recovery.

Australian GDP is expected to contract -33.5% in the second quarter, more than the -22% drop in global GDP,
predicts the broker. The third quarter should provide some relief with a 6.6% gain predicted, lukewarm in
comparison to the expected global bounce back of 34.3%.

Unemployment is set to rise to 11% in the second quarter, according to JP Morgan.

The NAB Monthly Business Survey reported the worst drop in confidence of -66 index pts. Profitability, capacity
utilisation and forward orders have all been hit due to the lockdown and point towards weak activity in the
coming months.

Conclusion

The unprecedented monetary and fiscal responses from central banks and governments globally has led to a
market rebound in April when macroeconomic data pointed towards the huge economic cost of covid-19 led
shutdowns.

Macquarie is cautious and considers the market to be vulnerable to a market correction, especially in case of a
removal of the stimulus.

The broker advises investors to focus on building a quality portfolio, believing the market is likely to face a
period of range bound trading with already high valuations restricting further upside.
Find out why FNArena subscribers like the service so much: "Your Feedback (Thank You)" - Warning this story

contains unashamedly positive feedback on the service provided.

FNArena is proud about its track record and past achievements: Ten Years On


http://www.fnarena.com/index4.cfm?type=dsp_newsitem&n=29EB960D-9DFF-C00E-7F6B464E5D52E250
https://www.fnarena.com/index.php/2018/10/03/rudis-view-ten-years-on-the-world-is-still-turning/

FMArena

FINANCIAL NEWS, ANALYSIS & DATA www.fnarena.com

AUSTRALIA

Cautious Sentiment To Pull Down House Prices

Economists at Westpac warn a sharp fall in consumer sentiment is a bad omen for the housing market in
Australia

-The Westpac Melbourne Institute Index of Consumer Sentiment has recorded the single biggest monthly
decline in the history of the survey

-Additional questions in the survey indicate one in five workers have lost their entire wage income during
the covid-19 crisis

-Westpac predicts -10% decrease in house prices before the end of 2020

By Danielle Austin

Economists at Westpac believe a drop in house prices by year-end in Australia is now inevitable, forecasting a
likely -10% decrease.

Declining housing sentiment and confidence in the short-term Australian economy coupled with widespread
income loss will take a toll on the Australian economy over the coming months, with Australia likely to suffer
its first recession in nearly 30 years.

Consumer confidence has taken a hit as the financial impacts of the coronavirus crisis become more apparent,
with results from the Westpac Melbourne Institute Index of Consumer Sentiment showing a -17.7% decrease in
confidence during March, the steepest one-month decline in the 47-year history of the survey.

The index dropped to a low of 75.6, below the levels recorded during the global financial crisis and close to
the recessionary lows recorded in the early 1990s, as the Australian economy is facing its first recession in
nearly three decades.

The fall comes as economic impacts of the global coronavirus crisis take further impact. In response to the
health pandemic, governments around the world have imposed shutdowns on travel and social activity and
effectively banned many economic activities.

While the survey usually provides a good estimate as to consumer spending over the next three to six months,
a lack of comprehensive post-virus spending data means the results may be a less useful guide than usual.

Although retail sales showed an 8.2% increase during March, this figure was overwhelmed by a more than 20%
increase in stockpiling practices with basic food making up 40% of total sales for the month, not reflective of all
retail sectors.



Consumers less willing to spend

Despite a $320bn coronavirus economic rescue package hoping to reinvigorate the economy, responses have so
far shown the tangible impact of this package could be slow.

Consumers have indicated they are planning on spending less of their crisis benefits than they would have
during the global financial crisis.

While during that time nearly two-thirds of benefit receivers spent all the money given to them, the survey
indicates only a quarter of consumers plan on doing the same in 2020.

The survey did provide an indication that consumers expect the economic impacts of the coronavirus crisis to
be temporary.

Near-term outlook indices showed consumers lack confidence in the strength of the economy over the next
twelve months, with sentiment falling -31% compared to previous surveys. Confidence in the five-year strength
of the Australian economy fell just -3.8%.

Sentiment to impact housing
One noticeable consequence of this lack of confidence is an eighteen-year low in housing sentiment.

Compared to the three-year high recorded less than one year ago, Westpac points out the March survey
revealed the sharpest decline of the measure on record, and indicative of a -30%-40% drop in housing turnover
over the next few months, despite further cuts in interest rates.

If correct, this will likely lead to the lowest turnover levels since the late 1980s.

According to Westpac, these figures suggest an inevitable price correction. Combined with income hits whose
impacts are already reaching the housing sector, a price decline of -10% looks likely by the end of this year.

The survey also implied that one in five workers have lost their entire income during the crisis.

Additional employment questions revealed that of those employed in March, 7% had lost their jobs, while a
further 14% had been temporarily stood down without pay.

Consumers on lower incomes appear harder hit, with 30% of those earning less than $40k per year reported
having lost all income compared to only 16% of those earning over $100k per year.

Similarly, younger workers reported more incidences of income loss, with 42% of 18-24-year-olds reporting job
losses or unpaid stand downs, unsurprisingly given that the highest rates of job loss came from the
accommodation, cafe and restaurant sectors, reporting 47.5% job loss, as well as recreational services and
retail.
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Origin Energy Releases The Kraken

Retail platform Kraken is expected to improve Origin Energy's customer relations, although brokers suggest
implementing the licence is not without risk.

-Substantial cost reductions expected from FY24
-Main issue is whether Kraken gives the company an "unassailable lead"
-Balance-sheet capacity not considered an issue

By Eva Brocklehurst

Origin Energy ((ORG)) has secured the assistance of Kraken, a retail billing platform that is expected to
transform the customer experience, making it more transparent and personalised.

The company has acquired a 20% stake in UK-based Octopus Energy, which owns Kraken. Origin Energy will have
an almost exclusive license in Australia for Kraken, as Hanwha Energy acquired the license in April 2019 and
established its presence in NSW, South Australia and Queensland.

Origin Energy has committed to a staged consideration over four years of $507m. Kraken is expected to deliver
pre-tax cost savings of $70-80m in FY22, increasing to $100-150m annually from FY24. Morgans assesses the
company is taking a bold step, despite tighter cash flow, and upgrades to Add on the back of the cost
reductions likely to emanate from the investment.

Yet Macquarie points out these cost savings come with execution risk and the Kraken platform relies on
uptake of smart metres to unlock the full value addition. This is a hidden cost as new smart metres are more
expensive.

There is also transition risk, because moving to new technology is a significant step-change for the company,
despite Kraken having an operating presence in Australia. Origin Energy expects to become the lowest cost
service provider in the Australian market but Macquarie expects other major energy suppliers will seek to

13



realise similar cost benefits.

Replication

UBS interprets the stake as a "package” that came with the Kraken licence and therefore not indicative of
plans to grow materially in the UK, calculating the consideration is expensive relative to recent UK transaction
multiples, as Octopus Energy is currently making a loss. Still, provided risks are managed and the platform
cannot be easily replicated, the transaction should be accretive, although not positive for free cash flow until
FY24.

The main swing factor for Citi is replication and whether Origin Energy can attain an "unassailable” position in
its cost to serve the Australian energy retailing market. This may be possible initially, but not forever and the
broker assumes synergies are offset by margin implications as other retailers improve capabilities over time.

Returns could also be jeopardised by poor implementation, with Citi calculating a $100m cost increase and
one-year delay would reduce the valuation uplift to 7% from 9%.

There could be other upside opportunities besides the cost savings. The equity interest, UBS points out, could
provide contracted licensing revenue and/or retail revenue along with additional revenue from new products
supported by the Kraken platform.

Balance Sheet

While Origin Energy has the balance sheet capacity to fund the partnership, UBS notes stresses could arise if
oil prices stay below US$30/bbl in FY21. Origin Energy has indicated asset recycling can support the balance
sheet if necessary.

UBS expects non-core assets will be the focus, although sales within APLNG could be considered, while Citi
doubts a buyer exists for a minority interest in APLNG and suggests non-core asset sales in energy markets are
more likely.

Citi is not concerned about the company's creditworthiness, expecting existing liquidity can repay the $1bn
maturity in November, also assessing Origin Energy could refinance at a lower cost of debt if necessary.

The broker assumes Origin Energy raises $1bn in new debt in the first half of FY21, given the acquisition and a
period when APLNG will probably be in cash lock-up. Moreover, investors should be encouraged that nhames
such as Transurban ((TCL)) APA Group ((APA)) and Telstra ((TLS)) have raised substantial amounts in eurobonds
in recent weeks, a market which Origin Energy has previously tapped.

FNArena's database has five Buy ratings and two Hold. The consensus target is $6.64, signalling 19.4% upside to
the last share price. The dividend yield on FY20 and FY21 forecasts is 4.8% and 4.4% respectively.
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KFC, Taco Bell Deliver For Collins Foods

The trading performance of Collins Foods has exceeded broker expectations, amid robust consumer
engagement with KFC Australia and despite a period of severe restrictions.

-Early beneficiary of the easing of government restrictions
-Food court service remains a drag but should improve in coming months
-Collins Foods unlikely to breach debt covenants

By Eva Brocklehurst

Fast food has delivered for Collins Foods ((CKF)) during the pandemic lockdown, as the company experienced
relatively small reductions in same-store sales across its Australian KFC franchise. Furthermore, trends have
started to improve in Europe. During the final weeks (March 30 to May 3) of the company's FY20, same-store
sales in KFC Australia were down only marginally, at -0.9%.

Brokers note strong consumer engagement with KFC Australia, which is around 80% of revenue, and Taco Bell
have driven most of the improvement. Taco Bell sales have recovered to pre-lockdown levels, Wilsons points
out, and this is impressive, considering the business has a smaller exposure to drive-through sales.

Meanwhile KFC Australia, Germany and the Netherlands may have been constrained by the lockdowns, but the
network has been an early beneficiary of the easing of government restrictions as people head back to
work and grab a KFC on the way home.

UBS assesses the stock's multiples are not overly demanding, amid further opportunity for store expansion, and
upgrades to Buy from Neutral with an $8.95 target. The broker attributes the company's impressive resilience
to a continued focus on safety of delivery/takeaway and expects further benefits from domestic car-based
holiday activity.

UBS notes conditions in Europe for KFC and Sizzler may be challenging but KFC Australia remains the jewel in
15



the crown, representing 97% of estimated FY20 operating earnings (EBITDA).

Normalising for food courts, which have suffered from significant declines in shopping centre foot traffic,
same-store sales for the network outside of KFC Australia, were up 4.0%. KFC Germany has improved to a
decline of -28% in the last five weeks, from -50%.

In the Netherlands, sales remain down around -40%, affected by in-line restaurants in city centres and
temporary closures of Sizzler. Sizzler, while experiencing a significant fall in sales, has now implemented
takeaway and home delivery.

Margins are affected by operating leverage on fixed costs, particularly for KFC Europe, but Wilsons considers
the Collins Foods valuation attractive and expects significant earnings growth, maintaining an Overweight
rating and $8.63 target.

Quick Service Resilience

Consumers, Morgans suggests, have adapted quickly to the removal of dine-in restaurant options, and this is
more than offset by takeaway/drive-through/delivery. The broker, retaining an Add rating and $8.17 target,
expects food court sales will continue to be a drag but as shopping centres re-open this should improve in
coming months.

Queensland, the largest Australian state for Collins Foods, has already relaxed some measures over the past
weekend which means there should be a noticeable improvement in trading. Morgans highlights that
quick-service restaurants have historically been relatively resilient through various economic cycles and are
therefore protected somewhat in the event of a recession.

The trading performance has exceeded CLSA's expectations, which subsequently removes a short-term risk to
the balance sheet, and the broker reiterates a Buy rating with a $9.30 target.

The incremental improvement in sales and reduced risk of Australia-wide closures mean the likelihood of
an equity raising has diminished and UBS agrees Collins Foods is unlikely to breach covenants, estimating
FY21 operating earnings would have to fall by around -28% in order to do so.
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St Barbara Faces Sovereign Risk At Simberi

St Barbara's Simberi sulphides project has progressed to the final feasibility stage, but enhanced economics are
highly dependent on the PNG government retaining its current mining act.

-Mine life and costs improve with the updated pre-feasibility study
-Final investment decision not expected until the March quarter
-Risk that St Barbara ends up with a gold "ore gap”

By Eva Brocklehurst

Simberi is turning out to be a larger and better gold mine for St Barbara ((SBM)) but this is highly dependent on
proposed changes to the PNG mining act being watered down.

The company has updated the pre-feasibility study which reveals an 80% increase to life-of-mine production
over a longer 13-year life. All-in sustainable cost (AISC) estimates of US$920/0z are also better than the prior
estimate.

This is a more attractive set of numbers compared with the 2016 study, Citi acknowledges, although finds it
hard to assess where the cost reductions will come from. The broker suspects St Barbara will need to
re-finance and draw down another $100m to fund the project.

St Barbara has chosen to use existing infrastructure, producing a concentrate in order to avoid the higher
expenditure and operating risk of downstream refining. The concentrate is low in arsenic, which may make
it attractive to smelters in order to improve gold payability in copper concentrates, in Citi's view.

Simberi sulphide will progress to a feasibility study which will include further refinements to capital
expenditure and operating estimates, expected to be completed by the end of 2020. Environmental and social
impact permits remain necessary before the company can progress, expected also by December.

17



Credit Suisse's calculations generate a value for Simberi of $455m or $0.65 per share on a 100% basis and $341m
or $0.49 a share on a risk-adjusted basis. Failure to secure acceptable mining terms would reduce the value by
two thirds.

Citi asserts the chances of the timelines slipping and risks to delivery are likely to weigh on sentiment and
valuation, noting the final investment decision is not expected until the March quarter 2021.

Construction will take two years, which means St Barbara should be able to maintain its current production at
around 400,000 ounces per annum in the medium term, even if Cochrane Hill at Moose River is delayed.

For the first time, Citi incorporates the Simberi sulphide into its valuation, with a 50% risk weighting, for a
value of $0.41 per share. Morgan Stanley anticipates the eventual construction will diversify the company's
gold production to three low-cost, long-life sites. No value is included for the Simberi sulphide so there is
upside to that broker's numbers.

PNG Mining Act

Clarity is still required on whether the special mining lease terms will enable grandfathering to 2028 and also
whether proposed changes, which Credit Suisse describes as "punitive”, to the mining act are forthcoming.

St Barbara is unequivocal about the proposed changes in the draft rendering Simberi sulphide uneconomic.
The proposals include a new levy on the disposal of tailing & waste and a fourfold increase to royalties.

Timing on these issues rests with the PNG government which indicates the timetable for the project could be
at risk as well as the economic viability. The pre-feasibility estimates assume fiscal terms remain as per the
current special mining lease.

Citi anticipates the project will be grandfathered but notes the company still needs a timely decision from the
PNG government on any changes before making its final investment decision.

There is a risk that St Barbara ends up with an "ore gap" as the oxide production finishes ahead of the
sulphides commencing. While there are additional oxides available from sulphide reserves, Citi points out these
do not make sense on a stand-alone basis. The current mine plan for oxides extends to FY22.

FNArena's database has three Buy ratings and two Hold for St Barbara. The consensus target is $3.27,
suggesting 30.3% upside to the last share price.
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Headwinds Loom For JB Hi-Fi

JB Hi-Fi has had a stellar couple of months as consumers stock up on goods related to the home but this is
likely to fade as the realities of higher unemployment and a softening housing market emerge.

-June trading to be of heightened interest as tax year ends
-Caveat to a better outlook is the prospect of additional bouts of infection
-Online sales growth likely to accelerate regardless

By Eva Brocklehurst

JB Hi-Fi ((JBH)) is in a purple patch as the pandemic lockdowns send consumers scurrying to snap up
computers, TVs and breadmakers, but will it last? Citi points out both JB Hi-Fi and The Good Guys gained
market share in the March quarter as their growth rates were twice the rate of industry growth.

Like-for-like sales growth in the March quarter was 11.3% at JB Hi-Fi and 13.9% at The Good Guys and the
company has flagged strong sales continued in April and early May. Still, several brokers expect this will slow
down materially over the next few quarters as at-home consumption fades and the realities of higher
unemployment and a softening housing market emerge.

Continued strength in April and early May suggests the uplift associated from entertaining, learning and
working from home was more substantial than Morgan Stanley had anticipated previously and this is also a
positive read for Harvey Norman ((HVN)), with both stocks expected to trade strongly on the back of JB Hi-Fi's
update.

However, Macquarie assesses the demand which is currently driving sales will moderate as the economy
softens. Consumer categories that benefited during the lockdown are likely to give way to others as the
population moves around more freely. In that way, the broker prefers Harvey Norman because of its property
portfolio.



To further strengthen liquidity, JB Hi-Fi has added a $260m short-term debt facility, which is not likely to be
drawn on at the present time. The company has closed three airport stores and seven CBD stores, redeploying
its staff across the network. All The Good Guys stores remain open. NZ stores have been closed since March 26
while online and commercial business has resumed since the restrictions were relaxed.

Morgans assesses June is a key trading month and will be of heightened interest this year as it has been
difficult to determine just how much demand is yet to be met. Credit Suisse is also interested in how business
expenditure will evolve over May and June, given it is the end of the tax year. The broker maintains forecasts
for like-for-like sales growth at JB Hi-Fi and The Good Guys of 10% and 5%, respectively, in the fourth quarter
and flat gross margins in the second half.

Citi expects fourth quarter sales growth of 5.8% and 4.0% respectively for the two brands. While this is a
marked slowdown from the March quarter it still is above the normalised levels of 2-3% which the broker
expects over the longer term.

Beyond 2020

Goldman Sachs, not one of the seven stockbrokers monitored daily on the FNArena database, has revised
expectations up significantly for FY21 and FY22, as the trend in fourth quarter sales appears well above that
which would be expected at the start of a severe cyclical downturn. Earnings revisions are driven by this
outlook plus the better than expected situation in terms of the pandemic.

The governments of both Australia and New Zealand are now talking about relaxing restrictions. The broker
retains a Neutral rating with a $35.50 target and asserts one caveat to estimates: the depth and duration of
the coronavirus impact, should additional bouts of infection require a return to elevated containment
measures.

Citi expects Australia's economy will experience at least 12 months of income decline and retailers will suffer a
similar fate. Still, more than half of retailers are expected to trade solidly and there could be continued
sales growth for home-based entertainment and DIY, as areas such as travel and mass entertainment
remain restricted for longer.

Citi ascertains higher operating costs will reduce operating leverage for JB Hi-Fi. Incremental margins on
better sales are expected to slow to around 9% for both brands, below what is considered normal levels. The
broker remains reluctant to extrapolate the current rate of growth, given this was boosted by the setting up of
working and learning from home.

Bell Potter also envisages headwinds emerging in FY21 from the weak macro environment and the risks to the
housing cycle, as well as the need to cycle tough comparables. Accordingly the broker, not one of the seven,

20



retains a Hold rating and $34 target.
Valuation

There is enough support for the stock on the basis the market is still to fully reflect March quarter trading in
its FY20 estimates and the fact technology has become the "new essential”, but Credit Suisse is lukewarm
about discretionary retail exposures in the early stages of a recession. That said, the business could, relatively,
outperform and a dividend is also more likely.

Valuation support has ebbed, in Ord Minnett's view, and further upside would require more confidence in the
external environment, and this is considered difficult given rising unemployment. Hence, the broker
downgrades to Hold from Accumulate.

Morgans also downgrades, to Hold from Add, given the strong run up in the share price but finds little to fault
with the retailer, noting it is one of the few that may actually pay a dividend over the next couple of
half-years. The broker also points out the innovation outlook in the electronics category remains favourable.

With around 90% of valuation attributed to cash flow beyond FY21, UBS believes the risks are more than priced
in. A benefit post the pandemic from market consolidation is possible, and then there is the acceleration of
purchasing online. On that subject, Credit Suisse incorporates additional costs associated with a significant
acceleration of online sales and believes a large proportion of the online sales growth will be sticky.

FNArena's database has six Hold ratings and one Buy (UBS), with a consensus target of $35.99 that suggests
3.6% upside to the last share price. Targets range from $32.87 (Credit Suisse) to $40.00 (UBS).
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Medibank Private Deflects Talk Of Windfall

Fewer health insurance claims have been made while elective surgery is in hiatus but Medibank Private has
deflected speculation about a windfall to profits.

-Unlikely benefits from the pandemic will accrue to the Medibank Private balance sheet
-Confident second half earnings will be ahead of the prior comparable half
-Private health insurance affordability still the pressing issue

By Eva Brocklehurst

Medibank Private ((MPL)) will obtain some benefits from the pandemic, as fewer claims are made while
elective surgery is in hiatus, but has deflected speculation about a windfall to profits.

The company has indicated it will return any "permanent” benefit from lower claims - as opposed to simple
deferral of treatment - to policyholders, yet several brokers assert the amount and impact will be hard to
ascertain.

Medibank Private argues it has already returned $170m to customers through delaying premium rate increases
for six months, along with its customer support package worth $50m announced in late March.

Therefore, its commitment is simply to return permanent ancillary claim savings if they exceed this level. This
allows the insurer time to assess the full impact of savings, in Credit Suisse's view, instead of having to refund
premiums and then run the risk too much has been returned.

What appears likely is that little if any of the benefits from the pandemic will accrue to the balance sheet.
UBS assesses any profit recognition will be a timing issue and there will be limited impact on valuation.

ASIC (Australian Securities and Investments Commission) has guided that health insurers will need to provision
for the backlog of elective surgery claims that have been delayed because of the pandemic shutdowns.

22



Moreover, Medibank Private believes the cessation of elective private hospital procedures is likely to be more
about deferral rather than permanent cancellation, although Ord Minnett asserts this is only partially true.

Many non-essential procedures/claims may not end up being made because of concerns around infections at
hospitals as well as PPE (personal protective equipment) shortages and supply constraints, so there still could
be a material benefit for insurers.

Only 1% of customers have so far suspended policies, largely from the younger cohort, and Medibank Private
has experienced increased ancillary claim volumes as dental practices re-open. However, Citi cautions that
trends could change as the economic slowdown continues, although the overall customer demographic may
be better insulated from economic fall-out.

Medibank Private remains confident second half earnings will be ahead of the prior comparable half. The
dividend pay-out ratio remains at the top end of the 75%-85% target range and the company will review its
capital options at the end of FY20.

The company is likely to be one of the few where its FY20 operating earnings are resilient, in Goldman Sachs'
view. Beyond this, the broker, not one of the seven monitored daily on the FNArena database, believes the
outlook for the industry is difficult, because a softer economic backdrop that will impact on premium growth,
and retains a Sell rating with a $2.69 target.

Out-of-Hospital Care

Over the longer term, Medibank Private anticipates there is an opportunity to build out-of-hospital care as well
as telehealth offerings, as the pandemic has highlighted the value of these forms of treatment and take-up is
likely to accelerate.

This is a rare opportunity for the government, Credit Suisse asserts, to trial reforms before implementation, as
the pandemic has provided an insight into alternative care options, and could be used to address affordability
and participation in the industry.

Citi shares the view that demand for at-home and digital health care alternatives will accelerate and,
providing the government supports the initiative, also believes there is potential for material cost savings on
claims, albeit over the longer term.

Affordability

Ord Minnett upgrades to Hold from Lighten, assessing health insurers are defensive exposures in tough
economic times. The broker's main concern centres on government constraints over the last two years.

Affordability is indeed the pressing issue, compounded by the economic impact of the pandemic, UBS assesses,
as even lower participation rates remain the key risk for the sector. Hence, returning ultimate savings from
the pandemic to policyholders could be key to avoiding more permanent impacts on volume.

Goldman Sachs points to the dilemma, in that rising government debt following the pandemic will limit reform
options but will also add impetus to attempts to contain public health expenditure. Citi agrees reform options
are also more limited, given the tougher fiscal position, and this raises the question of whether the private
sector needs to shoulder a larger share of health care funding.

Hence, the proposed fringe benefits tax deduction for corporate health insurers would now appear highly
unlikely. Yet, as affordability pressures are likely to become more prevalent, the broker notes with interest
that Medibank Private intends to go ahead with its planned premium rate increase of 3.27% on October 1, 2020.

Citi assesses the dividend yield is likely to prove attractive, given many other stocks have sustained reductions
to their dividends, but remains wary about the potential impact in the medium term from a deteriorating
economy.

Amid limited downside earnings risk, a strong balance sheet and potential for favourable reforms ahead, Credit
Suisse judges the stock relatively safe in the current environment.

FNArena's database has six Hold ratings and one Buy (Credit Suisse) for Medibank Private. The consensus target
is $2.84, signalling 3.2% upside to the last share price. The dividend yield on FY20 and FY21 forecasts is 4.2%
and 4.4% respectively.
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