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Too good to be true?
It's quite normal for stocks to experience some profit-taking in February, especially after the nice rally
we've had since the end of last year. But good news has meant stocks have continued to rise, and there
could be even more good news if we get an interest rate cut tomorrow. So today I explore the question,
is this rally too good to be true?
Also in today's Switzer Super Report, we bring you the first part of George Boubouras's series on asset
allocation for your SMSF. We also take a look at how the new covered bond issues by the banks have
impacted hybrid securities prices. Plus, we tell you the latest buy, sell and hold ratings in our weekly
broker wrap, and explain how to buy a property for your SMSF with another investor. Please enjoy!
Sincerely,

Peter Switzer
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Is this bull run to good to be true?
by Peter Switzer
January has a historical inclination to be positive,
while February is often the consolidation or
profit-taking month, but this year the positivity on
stock markets continues. Can we trust this bull run
that picked up pace around Christmas, but started in
October?
Over the weekend, the pace picked up again following
a better-than-expected US jobs report.
Unemployment fell from 8.5% to 8.3% in January,
and 243,000 jobs were created, which is a lot more
than the 150,000 economists expected. There was
also better news for factory orders and the services
sector grew faster than tipped based on the Institute
of Supply Management’s survey of the services sector.

This is why my eyes were grabbed by a headline
saying that Mark Mobius was a euro bull!
Mark Mobius, the executive chairman of Templeton
Emerging Markets Group, told CNBC that the euro
would survive and he was investing in Europe on the
basis that there is progress.
“Reforms are taking place now in Europe, the effects
will kick in next year, and then you’re going to see a
much stronger regional community,” he said.
He also predicted that both Chinese and Middle
Eastern investment would pick up cheap European
companies and brand names, helping the recovery.

The end result was that the Dow Jones was up 156.82
points, or 1.23%, to 12,862.23 and it is now up 5.28%
for the year. The S&P 500 was up 19.36 points, or
1.46%, to 1,344.9 to be up 6.94% for the year.

This comes when stocks in Europe last week hit a
six-month high and it also comes amid expectations
that crucial European Union (EU) negotiations over
fiscal restraint will be signed in early March.

The Nasdaq is up 11.54% for 2012 and the broadest
US stock market index – the Russell 2000 – is up a
whopping 12.17%! Meanwhile the VIX, or fear index,
which measures investor-apprehension is down to
around 17. The VIX was pushing 40 late last year and
was around 80 when Lehman Brothers failed!

And it also coincides with another round of funding
for banks and if the news from the EU is good, it will
help lower global interest rates for banks and the
positive knock-on effects for both global economies
and stock markets would be hugely positive.
High Aussie dollar a problem

Profit-taking is due
I’m not sure how long all of this will last, but
eventually profit-taking will happen. Even so, I
suspect we’re in for a better 2012 compared to 2011.
And I also know that if the Europeans impress us with
their work over the next couple of months, we could
see the big rebound that bears have predicting when
the worst is behind us. Geoff Wilson of Wilson Asset
Management, who has been bearish for some time,
has always said that when the bad news is over, “there
will be a big bounce”.

Right now, our market is up 10%, but I reckon it will
be up further by the end of today. We have remained
pretty cautious compared to the US and so we have
the potential to play some catch up on other markets,
but that high Aussie dollar is no help. The irony is
that as the outlook for the overseas economy picks up,
our dollar historically goes with it and not until the
Yanks raise interest rates will we see the greenback
take some ground off the Aussie, unless some
international economic or market disaster raises its
ugly head.
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I can see profit taking ahead, but I can’t see a
disastrous sell-off in my near-term crystal ball.
Having said that, we do live in challenging times and
I’m really glad I’m a long-term investor in good
quality companies that pay nice dividends.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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New bank covered bonds weigh on hybrid prices
by Paul Rickard
The first domestic issues of covered bonds in
Australia by the banks have caused quite a stir. While
these bonds are only available to institutional
investors, the pricing has important ramifications for
hybrid securities.
Covered bonds explained
In case you’re not up to speed with the jargon, a
covered bond is a debt instrument secured by a
segregated pool of assets. These assets ‘cover’ the
bond. For Australian banks, this cover (or security) is
made up of a diversified portfolio of high-quality
residential and commercial mortgages.
Typically, the cover exceeds the value of the bond – a
legislated minimum of 103%. However, Westpac had
a cover of 119.5% at its recent issue on 24 January.
That is, for every bond of $100, there is $119.50 of
mortgage principal behind it. Further, as both the
debt (bond) and the underlying mortgages remain on
the Bank’s balance sheet, in the event of a default,
investors who have bought the bonds have recourse to
both the asset pool and the Bank. Covered bonds are
thus premium securities.
Hybrids are securities in a company that pay a fixed
or floating rate of interest for a set period of time,
after which, they are often convertible to shares.
New source of bank funding
Under the Banking Act, banks were barred from
issuing covered bonds because depositors have first
claim over a bank’s assets. But as a post-GFC
initiative to help provide the banks with access to
affordable funding, the Treasurer announced in late
2010 a plan to change the Act, and changes were
finally given royal assent in October 2011. One of
these changes was to limit the issuance of covered
bonds to no more than 8% of a bank’s Australian

assets.
Following a couple of offshore issues, Commonwealth
Bank (CBA) and then Westpac tapped the domestic
market in January. CBA issued $3.5 billion of
five-year bonds at an effective margin of 175 basis
points (or 1.75%) on 17 January, and Westpac $3.1
billion of five-year bonds at 165 basis points.
Reflecting a fairly strong market reception, NAB is
also reportedly in the marketplace.
The CBA and Westpac issues are AAA rated securities,
and when swapped back into a floating rate exposure,
CBA borrowed money at the 90-day bank-bill rate
plus 1.75%, Westpac at 90-day bank-bill plus 1.65%.
These are big rates and highlight why the banks are
screaming about their cost of funding going up!
The impact on hybrids
What has this got to do with the hybrid securities
market? While they are different markets and
potentially target different investors, they do share
some things. Many institutional fixed-income
investors also buy hybrid securities, and are
constantly looking for the security that offers the best
return for the right risk. In effect, if institutional
investors sell hybrids in favour of covered bonds, the
price of hybrids will fall back (and yields will rise).
Further, as borrowers, banks will tend to favour
issuing into the market that offers the lowest effective
borrowing cost given the relative security they offer to
the investor. If markets were truly efficient, price
changes in one market would rapidly impact the other
market.
Hybrids are overpriced
We did see some reaction in the hybrid market, with
prices falling from what were clearly overbought
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levels. The CBA PERLS V (ASX:CBAPA) issue fell
from $206.00 on the 19 January to $203.10 by 23
January, and has now settled at about $204.00. The
recently issued ANZ CP3 (ASX:ANZPC) touched
$104.00 in early January, and has now fallen back to
around $102.00.
And the point of this story – it’s important to keep
track of what is occurring in related markets.
The hybrid market trades on a very inefficient basis,
with daily instances of mispricing. However,
eventually some level of ‘efficiency’ is achieved. Credit
markets globally remain skittish and in the current
environment, our local hybrid market is overpriced.
We are going to see more issues at attractive margins.

bank-bill rate at 4.36%, the running yield is 7.23%.
(4.36% + 1.25%) ÷ 77.50 = 7.23% running yield
That’s an effective trading margin of 2.88%. At a price
of $75.00, the effective margin is 3.12%, which looks
like good value compared to a NAB term deposit.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

The recently issued Woolworths Note
(ASX:WOWHC) is a good example of a note that is
now overpriced. It has been trading up towards
$106.00. While it goes ex-distribution on 10 February
($1.98 payable on 24 February), its effective trading
margin is down to the 90-day bank-bill plus 2.20% –
not bad for those who bought the initial issue at $100
each and a margin of bank-bill plus 3.25%!
A hybrid to watch
On the buy side, one hybrid I’m keeping an eye on is
the original NAB Income Securities
(ASX:NABHA). Launched way back in 1999, this $2
billion perpetual issue continues to have relatively
good liquidity. In the heights of the GFC, the traded
price crashed from a little over $100 to around $60 as
interest spreads blew out. It has now settled around
$77.50, having traded on the ASX in a range of $73.10
to $84.00 during the last 12 months.
It’s not quite in ‘buy’ territory, however at around $75
I may be tempted. At $77.50, the experts at Davies,
Wood & Partners calculate the effective trading
spread to be bank-bill plus 3.04%. The mathematics
of pricing a perpetual security is beyond most of us –
and as this security continues to qualify as Tier 1
capital for NAB, I would rather assume that the
security will never be redeemed and look at it on a
running yield basis.
It pays the 90-day bank-bill rate plus 1.25% on the
whole $100 face value. So at $77.50 and the 90-day
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Finding the right asset allocation for your SMSF
by George Boubouras
Your asset allocation is the core driver of performance
through your lifecycle. In future articles, I will go
through the core stocks and bonds that should make
up your SMSF, but before we start building and
dissecting the underlying securities in a portfolio, we
need to take a step back and review your asset
allocation.
It is no surprise that the appropriate asset allocation
will differ for most SMSFs depending on your return
expectations, risk tolerance (can you sleep at night?),
time horizon and the stage of your lifecycle. This week
I will go through a standard diversified balanced fund
typical of a ‘moderate’ Australian investor profile and
then back-test the performance of this portfolio for
the past 20 years. Finally, we will review the outlook
and expected returns going forward.
Building blocks of asset allocation
Your asset allocation over time will be the core driver
of your total investment returns. Most investors
should be diversified across all asset classes, and
within each asset class, to help lower the volatility of
portfolio returns. The clear goal of course is to have
exposure to asset classes that are negatively
correlated through a cycle. The 1991-92 Australian
recession (our last recession), the Asian financial
crisis (1997/98), the technology bubble pop of late
2000, the unforgiving GFC (2008) and the recent
European credit crunch are just some clear examples
where diversified portfolios significantly lower the
volatility of your portfolio.

weightings will reflect your ‘long-term’ return
expectations (you need income to live on in
retirement), the level of volatility you can tolerate to
be able to sleep at night (negative correlated asset
classes’ lower volatility of a total portfolio) and the
stage you’re at in your lifecycle.
Clearly, your SAA benchmark weightings will differ if
you are 25 years of age versus 50 years. You need
more defensive income exposures the closer you get
to the pension phase, particularly given the structure
of your SMSF in Australia.
There are other elements to asset allocation such as
‘tactical’ sector tilts, which imply going ‘overweight’ or
‘underweight’ the various asset classes versus your
bespoke SAA weighting. For example, in late 2011,
our standard core moderate investor weighting to
cash was a large 7.5% overweight the benchmark. But
this is for another time, as we aim to simply explore
core outputs of diversification for now.
Let’s look at Figure 1 which shows the SAA weightings
for the ‘typical’ moderate Australian investor profile:
Figure 1: Strategic Asset Allocation (SAA)
weighting, moderate investor profile

The starting point, in fact your building block for
portfolio construction, is your Strategic Asset
Allocation (SAA). Your appropriate weighting to the
key asset classes will typically consist of the following:
cash, fixed income, equities, A-REITs (listed property
securities) and alternatives (that is, private equity,
commodity themes, hedge funds). Your SAA
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through to December 2011. It shows the simulated
historical performance of the portfolio with the time
period of the historical financial crises highlighted
(except last year’s European Credit Crunch, which will
be a new addition soon).
When examining the volatility in more detail since
1987, the annualised return is 7.95% with the best
calendar year performance of 26.55% in 1991, and the
worst calendar year performance of -20.0% in 2008
(of note equities were down 40% in 2008). It is very
clear that the volatility of portfolio returns is much
lower with a diversified portfolio. Defensive asset
classes (cash and fixed income) did exactly what they
were supposed to do in 2011. They returned 5% and
11.4%, respectively. Bonds in particular are a classic
negative asset class given their low correlation of
returns over time versus equities, but this doesn’t
mean you should simply follow last year’s best
performer.
Figure 2: Simulated historical stress test of
the standard moderate investor

Figure 1 shows the standard weightings across the
asset classes: 5% cash (must always be liquid and
accessible); 30% bonds (this includes Australian
government bonds, Semi-government bonds, high
quality corporate bonds and some high-yield
securities and global bonds swapped back into
Australian dollars); equities (importantly, this
includes both domestic equities and global equities);
and finally, real estate (which is typically Australian
Real Estate Investment Trusts – A-REITs – which are
typically listed).
So how did this standard diversified moderate
investor profile perform in 2011?
The performance of the diversified portfolio was
negative 1.3% last year, which is clearly much more
comforting than the All Ords Accumulation Index,
which was negative 11.4% over the same time. A 10.1%
difference in performance is significant over a
12-month period.
Taking a look over time, Figure 2 shows how this
diversified portfolio performed since December 1987

In summary, we have aimed to explore the basic
concepts and building blocks of portfolio
diversification through a SAA for an average
moderate investor profile. It is quite clear that
diversification across all the asset classes, and
importantly within, are such key concepts that all
investors need to be cognisant of for their wealth
accumulation. Your asset allocation must reflect your
return expectations, the amount of risk you employ
(volatility) to meet your objectives and your time
frame (which reflects your stage of your lifecycle).

07

Everyone will effectively need to explore their own
bespoke SAA weighting benchmarks, as we all have
different requirements and risk appetites. In future
articles, I will start to build the appropriate portfolios
within the asset classes, starting with equities and
exploring a growth equity portfolio versus an income
equity portfolio.
George Boubouras is the Head of Investment
Strategy & Consulting at UBS Wealth Management.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

08

The broker wrap: here comes earnings season
by Rudi Filapek-Vandyck
Change in broker ratings in the past week

concern. Yet the strategists don’t believe we’re about
to see a bloodbath.
Brokers have displayed some caution leading into the
profit reporting season this month, the FNArena
database showing brokers have upgraded only eight
ratings over the past week compared to 13
downgrades.
Upgrades
A solid quarterly update from Aston Resources
(AZT) was enough for UBS to upgrade it to Buy, the
broker noting progress at the Maules Creek project
continues to be solid. Valuation has also improved in
UBS’s view given recent share price weakness.

The bulk of Australian listed companies provide
six-month earnings results over the month of
February, but there are a growing number of full-year
reports as well.
Ahead of each season, it’s typical to endure a
‘confession session’ in which those companies
expecting to miss guidance decide it’s best to get a
warning to minimise the market backlash on the day.
Upgrades are rare given upside surprises are well
received on the day. Typical of such confessions at
Christmas-time were severe warnings from retailers
JB Hi-Fi (JBH) and Billabong (BBG) and insurer
QBE (QBE).
Deteriorating capital markets, weak commodity
prices and sub-par consumer spending over the six
months are just some of the elements that might be
causing market anxiety, Citi suggests. Even the cold
and wet east-coast weather of late will be a point of

Automotive Holdings (AHE) was upgraded to
Buy by RBS following an acquisition that expands the
group’s presence in the Victorian market. An
attractive valuation adds weight to the broker’s rating.
Fletcher Building (FBU) was also upgraded to Buy
by RBS, reflecting the view the outlook for a gradual
improvement in conditions in the construction
market should favour the value plays into the second
half of this year.
Opinions on GWA (GWA) remain divided. Deutsche
Bank suggests the current tough market conditions
are priced in and so the stock offers value at current
levels sufficient to justify an upgrade to a Buy, but
Credit Suisse disagrees. The latter has downgraded it
to Neutral, reflecting the view the current downturn
will probably be deeper and last longer than expected.
Deutsche also upgraded Mesoblast (MSB) to Buy
from Hold after the company received approval to
advance to Phase II trials of its diabetes treatment.
Further good news is expected in coming weeks from
approval for Phase II trials of a congestive heart

09

failure treatment.
Solid mask sales and stronger margins in the second
quarter were enough for Deutsche to upgrade
ResMed (RMD) to Buy, while both Roc Oil (ROC)
and Tabcorp (TAH) scored upgrades primarily on
valuation grounds. The former saw JP Morgan move
to Overweight from Underweight, while the latter had
Macquarie upgrade it to a Neutral.

(RRL).
Changes to earnings forecasts (EF)

Downgrades
Energy Resources of Australia (ERA) was
downgraded to Sell by both UBS and Credit Suisse.
The company is fast becoming an exploration
company with potential projects threatened by bad
weather. There is also concern over the future at
Ranger Deeps and the lack of any potential catalysts.
A weak quarterly production report from Aquarius
(AQP) and the expectation of at least one more
quarter of the same level caused Citi to downgrade it
to Neutral.
A lack of short-term catalysts caused BA-Merrill
Lynch to downgrade Asciano (AIO) to Neutral given
rival QR National (QRN) appears to have more
growth options.
Earnings headwinds across the IT sector have seen
RBS cut its earnings estimates for ASG Group
(ASZ), and its rating to Hold. It’s a similar story at
Bank of Queensland (BOQ), where Deutsche has
downgraded it to Hold to reflect the current lack of
asset growth being achieved.
Reduced expectations for the Melbourne and Sydney
office markets are behind Macquarie downgrade to
Sell for Commonwealth Property Office (CPA),
the broker also downgrading Dexus to Neutral for
similar reasons.

Note: FNArena monitors eight leading stockbrokers
on a daily basis: BA-Merrill Lynch, Citi, Credit Suisse,
Deutsche Bank, JP Morgan, Macquarie, RBS and
UBS.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

A weak result and a resultant lowering in forecasts
and confidence in coming years is why RBS
downgraded CSG (CSV) to Sell. Upcoming
commissioning risks at the Boseto project are enough
for Deutsche to move to Neutral on Discovery
Metals (DML), while valuation issues and tough
market conditions have prompted downgrades for
James Hardie (JHX) and Regis Resources
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How to joint invest in real estate for your DIY super
by Tony Negline
Property investments certainly seem to be the
investment du jour for many self-managed super fund
(SMSF) investors.
In some cases, SMSF trustees will think about buying
some real estate with another investor. There is
nothing wrong with this approach from a purely
theoretical perspective. Put simply, the super laws
don’t prohibit a super fund from jointly owning an
asset with another party.
In this article I’m going to explain some basic
structural issues you’ll need to consider:

trustee purchases the property after each party has
contributed funds into the unit trust. The advantage
here is that equal ownership isn’t essential and it’s
possible for small unit holdings to change hands as
required without necessarily incurring legal and
stamp duty costs. With these trusts, it’s vital to decide
who should be the unit trust’s trustee. Also important
are the provisions controlling how the trustee can be
removed or replaced and disputes settled. As long as
the unit trust distributes all net income to the unit
holders, then income tax issues should reside with the
unit holders.
Option three: company asset

As always, the first step is to review your super fund’s
trust deed to make sure it doesn’t stop joint
investments of the type you’re thinking about. If it
prevents joint investments, you’ll need to have this
amended.
Option one: direct ownership
There are advantages and disadvantages to direct
ownership. With this option, both parties will be
listed as owners on the property’s title. You will need
to decide whether the owners will be joint tenants or
tenants in common. Joint tenancy implies two equal
owners and involves the right of survivorship – that
is, the interest held by each party will pass to the
other upon one’s death. Tenants in common,
however, means ownership doesn’t have to be equal
and each owner can deal with their share without
influence from anyone else. In both cases, any change
to ownership will incur legal costs and stamp duty.
With direct ownership, it’s essential that a joint bank
account be used to deposit income and be used for all
relevant expenses.
Option two: unit trust
Perhaps you might consider using a unit trust. The

A third option is to hold the asset in a company. This
is similar to using a unit trust except the company will
pay income tax and distribute the net income via
dividends. Any attached imputation credits are used,
and for most super funds refunded when each
shareholder submits their income tax return.
Obviously, this means less income is distributed
before the annual tax issues are dealt with. Similar to
the issues about a unit trust’s trustee, the choice of
the company’s directors is important as is the rules
about replacing or removing directors and settling
disputes in the company’s constitution.
Whatever ownership option you choose, you will need
to make a judgment as to whether your joint
investment will need an Australian Business Number
(ABN).
Another consideration is goods and services tax
(GST), especially if the property is a commercial
property. The Australian Tax Office (ATO) issued a
Tax Ruling (GSTR 2004/2) about Joint Ventures in
early 2004 and published an update in 2010. The
ATO says a joint venture is an arrangement between
at least two parties that has certain features, such as
being established to undertake a specific commercial
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venture, and the sharing of a product or output, not
sale proceeds or profits. A contractual arrangement
between the parties must exist and joint control is
exercised over the operation and the costs of the
endeavour are shared.
Ordinarily, a joint venture doesn’t need to be
registered for GST. However, a tenants-in-common
investment may be considered a partnership and may
need GST registration.
Well-qualified accountants are often good sounding
boards on which ownership structure is best suited to
you as well as the related ABN and GST issues.
In my next column, I’ll discuss some operational
issues that will have to be considered. One area we’ll
look at is the deliberate or indirect provision of
financial advice to super fund members.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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The week ahead
Australia
Monday 6 February: Job advertisements (January)
Monday 6 February: Monthly inflation gauge (January)
Monday 6 February: Retail trade (December)
Tuesday 7 February: Reserve Bank Board meeting
Wednesday 8 February: Consumer sentiment (February)
Friday 10 February: Statement on Monetary Policy
Overseas
Thursday 9 February: European Central Bank meeting
Thursday 9 February: Bank of England meeting
Thursday 9 February: US International trade data (December)
Friday 10 February: US Consumer sentiment (February)
Upcoming interim results
Wednesday 8 February: BHP Billiton (BHP)
Thursday 9 February: Stockland (SGP)
Thursday 9 February: Bunnings Warehouse Property Trust (BWP)
Thursday 9 February: Discovery Resources (DIS)
Monday 13 February: Leighton Holdings (LEI)

Did you know?
The Facebook initial public offer in the United States may be the talk of the town, but analysts are wary of the
prospects for the social media giant. Hear what Simon Bond and Roger Montgomery have to say about Facebook
and other companies on Super TV
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