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	 Income Model Portfolio

	          Portfolio Methodology

	•
	The portfolio adopts a quantitative and qualitative approach to portfolio selection.  The portfolio was constructed based on the quantitative financial modelling from Morningstar Research with a qualitative overlay of our methodology.    

	•
	The portfolio construction takes into account varying economic conditions and the expectations of each individual company's circumstances and forecasts. The methodology focuses on clean balance sheets, strong cash flows, management experience and history, diversification of business operations and strong projected earnings growth.  To achieve some of the fundamental portfolio requirements, a number of financial ratios, such as debt to equity (D/E), interest cover (IC), dividend yield, franking credits and earnings per share (EPS) growth, have been incorporated as standard ratios with minimum standards that each company must adhere to.

	•
	Balance sheet and cash flow ratios are employed to reduce the risk of shareholder wealth being diluted due to the default or financial difficulties of companies held in the portfolio.  All companies selected must have a debt to equity ratio of less than 50% and a minimum interest cover of 2.5 times. Any company with debt to equity between 50% to 60% must have an interest cover of 5 times or any company with debt to equity between 60% to 70% must have an interest cover of 10 times. We do not look at any companies with debt to equity ratio greater 70% with the exception of Telstra & Amcor. Telstra is an exception because of their strong cash flows, good management and the assumption that the company will benefit from the Government payment for their copper network. AMC has been included given the strong cash flows that the company generates and has generated historically as well as the defensive nature of the of its end markets which enable it to manage its current debt loading.

	•
	Diversification is important to minimise the risk to the investor and as a result a number of diversification techniques have been employed.  These include limiting individual sector exposure to no more than 50% or three times the ASX100 index weight, limiting the individual exposure of any company within the range of 4% to 15% of the portfolio and having exposure to at least 4 sectors and at least 6 industries.  The portfolio is designed for long term investors with a minimum outlook of 5 years.  The portfolio does not take into account the investor's personal tax positions and/or any capital gain/loss positions.

	•
	The portfolio as currently constructed is concentrated on relatively high dividend yielding securities, with a secondary focus on high franking credits and earnings per share growth. The objective is to target a yield approximately 5% with franking credits that exceed 80%.



	         Portfolio Commentary

	•
	To reduce risk, 15 stocks are selected across the following sectors; 4 companies in Resources, 1 company in Industrials, 2 companies in Consumer & 1 company in Healthcare, 5 in Financials and 1 in Telecommunications & Utilities. The Consumer & Healthcare, Financial, Telecommunication & Utilities sectors are historically sectors that provide greater income distribution with less volatility.  The Resource and Industrial sectors were selected to provide growth and diversification to the portfolio.  

	•
	The portfolio provides diversification via the five major economic sectors of Resources (26%), Industrial & IT (6%), Consumer & Healthcare (24%), Financials (40%) and Telecommunication & Utilities (4%).  According to Morningstar's forecast, the portfolio is expected to generate a yield of 5.3%.  Please refer to the "Ratio" page for further information on individual company dividend forecast.  The portfolio is forecast to provide a franking credit of at least 80%.  The following companies have been selected based on income factors; ANZ, ASX, NAB, TAH, TLS & WBC.  The following companies have been selected for diversification and growth purposes; ABC, AMC, CTX, DLX, GMG, JBH, SHL, TCL and WES. 

	•
	Please note, any stocks or companies associated with CBA have not been included due to the potential for conflict of interest.

	•
	Please note, the current Morningstar recommendation for ASX, WES & ABC is at either '1 or 2 stars'. We feel that these companies still represent the best quality exposures in their respective sectors and currently trade at above Morningstar's fair value given their strong competitive positions, superior cash flows and increasing returns to shareholders. 



	         Stock Commentary

	•
	Australia and New Zealand Banking Group Limited (ANZ)    No significant news or reports from the company in November

	•
	ASX Limited (ASX)    No significant news or reports from the company in November

	•
	National Australia Bank Limited (NAB)    National Australia Bank provided 2018 full year results summary. Net Interest Margin was flat at 1.85% but excluding Markets and Treasury increased 3 basis points (bps), reflecting the impact of prior period repricing and lower funding costs, partly offset by the bank levy and home lending competition. Expenses rose 17.8% but excluding restructuring-related costs and customer-related remediation increased 6.4%, mainly due to acceleration of investment spend announced in FY 2017. Revenue up 0.5% but excluding customer-related remediation rose 1.8% mainly reflecting growth in housing and business lending and stable margins, partly offset by lower Markets & Treasury income. 


	•
	Sonic Healthcare Limited (SHL)    No significant news or reports from the company in November

	•
	Telstra Corporation Limited (TLS)    No significant news or reports from the company in November

	•
	Westpac Banking Corporation (WBC)    Westpac Banking provided FY 2018 Presentation and Investor Discussion Pack. The Company reported that the Balance sheet in good shape across all dimensions. The reported net profit after tax for the period FY 2018 was $8,095m. The Australian banking customers reached 11m. The Income is down 3% over the half; mostly from margin decline and customer remediation. The Customer numbers are up 2%. 


	•
	Wesfarmers Limited (WES)    Wesfarmers announced that the scheme of arrangement for the demerger of Coles Group (Coles) from Company was implemented. The number of Coles FPO shares on issue is 1,333.93m. Coles shares will commence trading on the ASX on a normal settlement basis on 29 November 2018. Holding statements will be dispatched to Coles shareholders on 30 November 2018.


	•
	Adelaide Brighton Limited (ABC)    No significant news or reports from the company in November

	•
	Transurban (TCL)    No significant news or reports from the company in November

	•
	Amcor Limited (AMC)  No significant news or reports from the company in November

	•
	Goodman Group (GMG)  Goodman Group provided Q1 FY19 operational update. The Company reported that total assets under management is $39.6bn. The Company is benefiting from positive structural and macro trends, due to the quality and location of its portfolio. It reported 98% occupancy across the Group and Partnerships. The Company noted that $3.6bn of development work is in progress. 


	•
	Caltex Australia Limited (CTX)  No significant news or reports from the company in November

	•
	JB Hi-Fi Limited (JBH)  No significant news or reports from the company in November

	•
	DuluxGroup Limited (DLX)  DuluxGroup reported net profit after tax (NPAT) of $150.7m for the year ended 30 September 2018, an increase of 5.4% over 2017. Sales revenue increased by 3.3% to $1.84bn. Excluding the divested China coatings business, sales revenue grew 4.5%. Earnings before interest, tax, depreciation and amortisation (EBITDA) increased by 5.0% to $257.7m. Earnings before interest and tax (EBIT) increased by 4.2% to $223.2m. The Board has declared a final dividend of 14.0 cps, fully franked, taking the full year dividend to 28.0c, which represents a 5.7% increase on the prior year, and a 72% payout ratio on NPAT. 


	•
	Tabcorp Holdings Limited (TAH)  No significant news or reports from the company in November


	Code
	Recommended Securities
	Sector Exposure
	Weighting (%)

	
	
	
	

	ANZ
	Australia & New Zealand Banking Group Ltd
	Banks
	5.0%

	ASX
	ASX Limited
	Diversified Financials
	5.0%

	NAB
	National Australia Bank Limited
	Banks
	11.0%

	SHL
	Sonic Healthcare Limited
	Health Care Equipment & Services
	8.0%

	TLS
	Telstra Corporation Limited
	Telecommunication Services
	4.0%

	WBC
	Westpac Banking Corporation
	Banks
	11.0%

	WES
	Wesfarmers Limited
	Food & Staples Retailing
	8.0%

	ABC
	Adelaide Brighton Limited
	Materials
	8.0%

	TCL
	Transurban Group
	Transportation
	6.0%

	AMC
	Amcor Limited
	Materials
	6.0%

	GMG
	Goodman Group
	Real Estate
	8.0%

	CTX
	Caltex Australian Limited
	Energy
	6.0%

	JBH
	JB Hi-Fi Limited
	Retailing
	4.0%

	DLX
	DuluxGroup Limited
	Materials
	6.0%

	TAH
	Tabcorp Holdings Limited
	Consumer Services
	4.0%

	 
	 
	 
	 
	 







	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	ANZ
	Australia & New Zealand Banking Group Ltd
	The current ANZ Banking Group was established in 1951, but the brand and origins stretch back to 1835. The push into Asia and the well-regarded Australia and New Zealand franchise is slanted toward corporate and business banking, with increasing exposure to retail banking and wealth. ANZ Bank has failed to deliver higher returns than major bank peers as a result of the lower return Asian businesses. Designed to leverage fast-growing trade and investment flow, both within Asia, and among Asia, Australia, and New Zealand, the Asian growth strategy failed to deliver higher growth. The focus in now squarely on Australia and New Zealand, where household and business credit growth provides modest upside. We are attracted to the outlook for growth and earnings upside, but we acknowledge increasing risks and lower shareholder returns.The author's superannuation fund owns shares in all four Australian major banks.

	Industry Sector
	

	Banks
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	6.80%
	5.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	6.1%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	ASX
	ASX Limited
	We expect ASX to deliver a mid-single-digit EPS CAGR over the next five years, with its wide economic moat protecting strong margins and enabling returns on invested capital to exceed the weighted average cost of capital. The capital-light business model, along with a lack of desire to undertake acquisitions, should enable strong cash conversion, a 90% dividend payout ratio, and a debt-free balance sheet. The yield nature of the stock means we expect the share price to be largely driven by bond market movements and central bank interest rates. We don't expect competition to materially undermine earnings, despite the evolving regulatory and competitive landscape. We expect long-term growth in market value to underpin EPS growth. The relatively reliable nature of earnings influences our medium fair value uncertainty rating. 

	Industry Sector
	

	Diversified Financials
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	5.59%
	5.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	3.7%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	NAB
	National Australia Bank Limited
	National Australia Bank is one of four major banks and is Australia's biggest business bank. The Clydesdale demerger completed in February 2016, with the core and profitable Australian and New Zealand commercial and retail banking franchises now the sole focus. CEO Andrew Thorburn and senior management have started the business optimisation process, and we anticipate consistent, high-quality earnings, erasing previous disappointments and rebuilding investor confidence. Good revenue and volume growth, tight cost control, and improved return on equity will feature. The share price has recovered relative to peers from a long period of underperformance. The bank has substantial exposure to the business sector, with 45% of earnings from business banking, and is well placed to take advantage of the recovery in demand for business credit. The author's retirement fund owns shares in all four Australian major banks.

	Industry Sector
	

	Banks
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	4.17%
	11.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	8.1%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	SHL
	Sonic Healthcare Limited
	During the past two decades, Sonic has built a dominant position in the Australian medical diagnostics market; it is now the largest Australian pathology laboratory operator. This scale gives it a significant cost advantage, the primary source of its narrow economic moat. Sonic invested heavily throughout the six years to 2011 to establish critical mass in the U.S. and European pathology markets. The firm is now generating synergies from acquired businesses, the same strategy it implemented so successfully in Australia. We expect steady realisation of synergies in the U.S. and European markets to gradually boost margins for many years and help drive EPS growth of about 10% during the next five years. Several dynamics underpin pathology test volume globally, including ageing populations, the economic benefits of preventative medicine, and ongoing innovation in pathology testing technology.

	Industry Sector
	

	Health Care Equipment & Services
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	5.15%
	8.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	3.7%
	



	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	TLS
	Telstra Corporation Limited
	Telstra is the dominant player in the Australian telecom industry. It is the market share leader in fixed voice, broadband and mobile services. Telstra's mobile division benefits from a network quality advantage that underpins a 48% subscriber market share position. Government investment in the national broadband network, or NBN, will change the structure of the fixed broadband market. How management plugs the expected AUD 3 billion EBITDA hole to be inflicted by the NBN is the key long term issue facing investors, with significant bearing on sustainability of current dividends. Balance sheet is solid and the group has a good track record of extracting productivity benefits and replacing lost earnings. However, TPG Telecom's planned entry into the mobile market will raise competition to another level, further underscoring the importance of cost-cuts and pursuing new growth opportunities.

	Industry Sector
	

	Telecommunication Services
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	-27.94%
	4.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	5.0%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	WBC
	Westpac Banking Corporation
	Westpac Banking Corporation is Australia's oldest bank, marking 200 years in 2017. Certain commentators view Westpac's successful home-loan growth strategy as a key weakness, but we argue that it is a core strength. Investor concerns, centred on the large exposure to residential mortgages, are overdone. The high-profile multibrand franchise in Australia and New Zealand is slanted towards retail banking, but retains meaningful exposure to the wealth, corporate, and institutional sectors. We see solid earnings upside potential, with international investors continuing to focus too much attention on negative short-term issues. A strong balance sheet, peer-leading loan quality, and impressive returns on equity underpin a solid earnings outlook. The author's retirement fund owns shares in all four Australian major banks.

	Industry Sector
	

	Banks
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	2.02%
	11.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	7.3%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	WES
	Wesfarmers Limited
	Wesfarmers' diversified portfolio provides exposure to many segments of the Australian economy. The vast majority of earnings are consumer-related, more specifically to hardware retailing in the Bunnings chain. Other industrial operations provide exposure to agriculture and industrial gases. Wesfarmers is one of Australia's largest private-sector employer, with more than 100,000 employees. Wesfarmers has a wide moat, which is sourced from cost advantages derived from its significant retail scale. Post the demerger of Coles in 2018, returns on equity are no longer affected by goodwill associated with the 2008 acquisition of Coles and returns on invested capital comfortably exceed the group's weighted cost of capital.

	Industry Sector
	

	Food & Staples Retailing
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	7.72%
	8.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	6.1%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	ABC
	Adelaide Brighton Limited
	The Australian cement industry is transitioning toward lower domestic clinker manufacture in favour of greater Asian imports which reduce both cost and local industry carbon emissions. Adelaide Brighton is furthest along this journey with an approximate 60% of clinker requirements being sourced offshore. While increased imports act to reduce raw materials costs, operating leverage is expected to be more muted as this transition continues. While we expect the company to pass through higher energy costs to customers, driving operating margins to 16.5% at midcycle--near historical averages--we see further margin accretion therefore constrained. With margin upside limited beyond this level, Adelaide Brighton shares look expensive at current levels.

	Industry Sector
	

	Materials
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	13.86%
	8.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	4.3%
	



	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	TCL
	Transurban Group
	Transurban Group is a leading toll road owner/operator, with a portfolio of assets in Australia and North America. Concession lives are fixed, with toll roads handed back to their respective governments debt-free at the end of the concession. The weighted average concession life of the portfolio is around 30 years. Under the leadership of Scott Charlton, Transurban has aggressively expanded its portfolio through a combination of acquisitions and greenfield projects. Toll roads have high barriers to entry and benefit from rising traffic volumes and tolls, which increase in line with the consumer price index or higher. Transurban is a stapled security, with a considerable portion of its net cash flows distributed to security holders pretax. The objective is to cash-cover and increase distributions; we project a five-year mid-single-digit CAGR in distributions.

	Industry Sector
	

	Transportation
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	1.82%
	6.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	5.1%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	AMC
	Amcor Limited
	Amcor's offer for Bemis will further cement its position as a global plastics giant. With 70% of Bemis' USD 4 billion in annual sales generated in North America, the deal will beef up Amcor's underweight position in the North American flexibles market. With synergy realisation estimated at USD 126 million, the deal adds AUD 1.14 per share of value for Amcor shareholders.

	Industry Sector
	

	Materials
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	19.68%
	6.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	4.9%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	GMG
	Goodman Group
	The substantial yield premium on high-quality industrial property to bonds is a key factor behind strong institutional demand for Goodman-developed product. With an outlook for interest rates to reach exceptionally low levels, we expect sustained institutional demand for industrial property. Goodman has strong growth prospects, but asset value risks are evident. Recent rises in industrial asset values have been facilitated by sharply lower interest rates, particularly given that rent growth rates have stabilised in most regions. The inevitable reversion to long-term average borrowing rates in outer years could weigh heavily on industrial property values, reflecting the dual impact of capitalisation-rate expansion and softer commercial demand for industrial space. This ever-present risk highlights the importance of premium product and financially sound tenants, a key attribute of the Goodman investment vehicles.

	Industry Sector
	

	Real Estate
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	7.47%
	8.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	2.9%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	CTX
	Caltex Austalia Limited
	Caltex has a strong competitive position in retail and distribution, with a premier 35% Australian market share of all transport fuels sold. However, the expansion of low-cost Asian refineries and dependence on premium-priced imported light sweet crude feedstock eroded refiner margins. Caltex reduced its exposure to uncompetitive refineries by closing one of its two plants in 2014. The company now rests more on its more competitive supply chain and long-term supply agreements with in-house refining meeting one third of needs. Group returns on invested capital have improved materially. The marketing segment is reliably profitable and fast-growing, and will enjoy increased cash flow for investment previously sunk into refining. However, the change is not sufficient to earn a moat. Caltex's business rests largely on its fuel supply chain, and in this space it wrestles with capable competition in BP, Shell, and Mobil.

	Industry Sector
	

	Energy
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	-4.75%
	6.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	4.1%
	






	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	JBH
	JB Hi-Fi Limited
	JB Hi-Fi operates more than 300 electrical and white-goods stores across Australia and New Zealand under The Good Guys and JB Hi-Fi brands. Despite the absence of an economic moat, the business has proven to be very resilient, trading strongly throughout the financial crisis as the younger target demographic continued to spend on entertainment. The industry is constantly developing new gadgets and products, which drive organic growth. Investment risk is high because uncertainty surrounds the pace of structural change to the retail industry as consumers increasingly purchase products online.

	Industry Sector
	

	Retailing
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	8.82%
	4.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	6.3%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	DLX
	DuluxGroup Limited
	DuluxGroup is a consumer-oriented and brand-focused business, commanding healthy margins that more than adequately cover the modest capital expenditure requirements. We believe this makes the company an attractive investment that generates high free cash flow. While revenue from renovations is relatively stable, some parts of DuluxGroup are subject to cyclical shifts in consumer confidence and household expenditure. The acquisition of Alesco increased leverage to new housing activity. Input costs can be volatile, but DuluxGroup can generally pass those costs through, particularly in paints. 

	Industry Sector
	

	Materials
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	3.05%
	6.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	4.3%
	

	
	
	
	
	
	
	
	
	
	

	ASX Code
	Company Name
	Morningstar/Aegis Research Commentary

	TAH
	Tabcorp Holdings Limited
	Wagering dominates Tabcorp's earnings mix and furnishes the company with a narrow moat on the strength of its licences as the sole pari-mutuel operator and exclusive provider for retail in most Australian states. Unfortunately, the nature of wagering lends itself perfectly to the borderless online digital environment, which spawns new operators in other states and allows punters to bypass Tabcorp's extensive retail brick-and-mortar channels. Management is admirably transitioning the company into the digital world, with significant investments in online infrastructure and product, while leveraging its incumbent status and physical reach. Further, the addition of Tatts' near-monopoly lotteries business should help smooth the earnings volatility, and facilitate stronger cash flow generation. This should provide the company with additional financial firepower to reinvest and strengthen its digital wagering offering. 

	Industry Sector
	

	Consumer Services
	

	Forecast EPS Growth (%)
	Total Exposure (%)
	

	35.40%
	4.00%
	

	Research Source
	Forecast Dividend Yield
	

	Morningstar/Aegis Research 
	5.1%
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