Process in action - October 2017

Telstra Limited (ASX: TLS)
A company in an earnings downgrade cycle
Unless you are from another country, you’d know
who
Telstra
is.
As
Australia’s
largest
telecommunications company, it dates back almost a
century to when telephones were introduced into
Australia. It has more than 17 million mobile users,
close to 7 million fixed voice services and 3.5 million
retail broadband services. The company is focused
on building technology and content solutions
primarily on their national mobile network.

Telstra’s positioning in the portfolio
Back in 2010, at the inception of Alphinity, the
portfolios were well underweight Telstra. The
company was in downgrade mode after its then-new
CEO was in the process of resetting earnings
expectations to more achievable levels. The stock at
that time appeared very cheap (Price/Earnings (P/E)
10x, dividend yield 10% and share price below $3)
however the outlook for earnings was weak.
A glimmer of hope first showed at the FY11 result,
which resulted in most market analysts upgrading
their earnings forecasts. The valuation was still very
cheap and our research suggested that the market
was being too conservative. Seeing the upgrades
beginning to come through we went overweight. It
was the correct decision. In our experience, an
upgrade often precedes another: the upgrade cycle
had begun.
Figure 1: Portfolio positioning and cumulative attribution

We maintained an overweight position between 2011
and 2015, during which time Telstra delivered
earnings
which
consistently
beat
market
expectations. The stock enjoyed such a strong rerating that it became relatively expensive, with a P/E
around 17x, a yield below 5%, and a share price well
over $6.
The decision to sell
By August 2015 the market was, in our view,
increasingly at risk from heightened competition in
the mobile phone market. At that point we assessed
that the earnings expectations of the market were
unachievable and went back to a large underweight
position which we have maintained ever since.
Subsequent developments around the NBN have
exacerbated the downgrade trend. The chart below
demonstrates how correlated share prices are to
earnings expectations.
Figure 2: TLS Share price vs earnings estimates
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Where to from here for Telstra?
Telstra currently appears quite cheap on some
valuation metrics (P/E 11x, share price $3.50),
although it has a declining earnings outlook and its
annual dividend has been cut from 31c to 22c,
removing some of the yield support. However, the
Alphinity process ensures that we will patiently wait
until our research shows it has the potential to return
to an earnings upgrade cycle. At that point, providing
its valuation is attractive, we will consider moving to
an overweight position again.
For more information, visit alphinity.com.au or
contact your local Fidante Partners BDM or Adviser
Services on 1800 195 853.

Source: Alphinity
Unless otherwise specified, any information contained in this publication is current as at the date of this publication and is provided by Fidante Partners Limited ABN 94 002
835 592, AFSL 234668 (Fidante Partners), the responsible entity and issuer of interests in the Alphinity Australian Share Fund (ARSN 092 999 301), Alphinity Australian
Equity Fund (ARSN 107 016 517), Alphinity Concentrated Australian Share Fund (ARSN 089 715 659) and Alphinity Socially Responsible Share Fund (ARSN 093 245 124)
(each a Fund and together, the Funds). Alphinity Investment Management Pty Ltd ABN 12 140 833 709 AFSL 356 895 (Alphinity) is the investment manager of the Funds.
It is intended to be general information only and not financial product advice and has been prepared without taking into account any person’s objectives, financial situation
or needs. Each person should, therefore, consider its appropriateness having regard to these matters and the information in each relevant product disclosure statement
(PDS) and any additional information brochure (AIB) for a Fund before deciding whether to acquire or continue to hold an interest in a Fund. Each Fund’s PDS can be
obtained from your financial adviser, our Investor Services team on 13 51 53, or on our website www.fidante.com.au. Please also refer to the Financial Services Guide on
the Fidante Partners website. Past performance is not an indicator of future performance.

