Issue 63, 5 March 2012

Good vs. bad
If you're agonising over whether this is the start of a stock market boom, you'll want to read my column
today. There's plenty of negatives still impeding growth – Greece being one, and keep an eye on them
this Thursday! – but there's also some interesting signals.
Also in the Switzer Super Report, George Boubouras analyses the mining services sector and picks two
standout stocks. Plus, Paul Rickard gives you the lowdown on AGL's new hybrid issue, Tony Negline
answers whether your SMSF really needs an actuarial certificate, and we have our regular broker wrap
of buys, sells and holds. All the best for the week!
Sincerely,

Peter Switzer
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What I'm doing right now
by Peter Switzer
No one knows with absolute confidence what the next
significant driver of the market will be, but I have
identified the numerous forces that can’t be ignored
in determining your strategy to investing right now.
After all, you could be someone who is wondering if
you should pocket profit, wait for the drop and then
buy in again. Or you could be very long cash and you
are kicking yourself about missing the market’s latest
recovery.
Worse still, you could be agonising about whether this
is the start of a boom or bull market. I have an
interesting take on this subject – stick with me and I
will return to this soon.
Firstly, here are the big issues to watch:
Negatives
The Dow went above 13,000 and the Nasdaq
beat 3,000 and while that’s good, this hasn’t
happened since May 2008 for the former and
December 2000 for the latter. The market
technical types will test these levels and could
result in a pull-back.
Rising oil prices thanks to Iranian tensions
are threatening the US recovery and could
cause a deeper European recession. There’s
even US invasion talk!
The Dow ran ahead of the now falling Dow
Transports index, which is historically a
negative sign, but there is debate over its
significance.
The latest in the ongoing saga of Greece and
Europe is that the voluntary agreements with
Greek creditors regarding the haircut they
have to take aren’t going well. This means a
default by Greece could still happen.
Thursday is the key day to watch this week
because it’s when we’ll see if the bailout deal

has legs.
The US consumer historically can be
negatively affected when the price of gasoline
hits US$4 a gallon and it’s now at US$3.70.
The Russell 2000 – the small cap index – fell
3% last week.
The latest ISM reading for manufacturing
was weaker than expected.
Positives
The US Federal Reserve is hinting that
quantitative easing is over, which is both
good and bad. Bad in that it means less direct
stimulation from easy money, but it also
means the US economy is starting to stand on
its own two feet.
The American jobs number this week is
expected to deliver 210,000 new jobs and this
is a critical number for the market.
Consumer discretionary stocks did well in the
US last week.
The European Central Bank’s liquidity
program is good for the EU and its battle with
recession.
The latest economic reading in the US
showed that the economy has been growing
at a faster-than-expected 3% rate.
US stocks’ price to earnings (P/Es) ratios are
at 13 compared with their long-term average
of 15.
US retail sales were up 6.7% in February as
layoffs hit a four-year low.
A bullish prediction
As you can see, the negatives make you worried, but
the positives allay a lot of those fears. And so maybe
Laszlo Birinyi of Birinyi Associates could be the guy to
listen to, according to CNBC, as he thinks the S&P
500 can go to 1,700 this year!
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The index is now at 1,369.62 and so he is very bullish,
expecting close to a 24% rally!
The respected Birinyi argues the current bull-market
cycle began back in 2009 and that this is the third
phase of a five-year bull market and history says to
expect a 30% rally.
Of course Australian stocks are negatively affected by
our high interest rates and currency as it KOs the
profits of many companies. But even so, we would not
ignore a big US rally. In addition, it could take the
currency down a few notches as the greenback starts
to gain stature and value.
What I’m doing
Here’s my view: we could see a short-term sell-off, but
I will use that as a buying opportunity to get more of
the stocks I want to be holding when the bull market
arrives loud and strong!
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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Two stock buys in an outperforming sector
by George Boubouras
The sweet spot for local earnings has been the mining
services sector and the expectation is that it should
once again outperform in 2012, backed by the
extraordinarily large capital expenditure pipeline in
the mining and energy sector. Investors should
continue to have mining services as a core portfolio
theme in the years ahead. It is an ideal way to gain
exposure to a sector that has seen some solid
expansion in earnings at a time when Australia is
undergoing an unprecedented boom in the mining
and energy sector.
Investment should result in strong growth
In 2011, mining services as a sector outperformed the
Small Ordinaries Index by around 12%. While the
sector has been a good relative outperformer versus
other sectors, it is important to reflect that it remains
a small weighting to the overall domestic index. The
earnings of the broader ASX200 Index are
predominately influenced by the large Miners,
Industrials and Banks. So basically, this sector cannot
drive broader earnings upgrades for the Index by
year-end. While I still anticipate further
strengthening in mining services in 2012 versus the
broader index, I would expect the outperformance in
2012 to be lower than last year.

years. That is a little under 20% of gross domestic
product (GDP), a significant driver of Australia’s
positive terms of trade.
Note, exposure to this sector is not a yield play but
rather a growth exposure. Also, keep in mind that the
sector is very cyclical. There are many different types
of companies in this sector, with large variations, but
it comes down to the quality of their contracts, their
ability to deliver in an environment with capacity
constraints and their management team. They also
range from large-cap companies to small-cap
companies, with implications on the capital intensity
of their balance sheet structures.
The tables below goes through a broad coverage of
mining services companies in our local market. We go
through some basic metrics (the multiple), look at the
UBS rating versus the consensus rating across all
brokers on the street, and compare the price targets
for each stock.
Table 1: Mining Services – the crowded trade
to continue

The expectation is that the high level of investment
should result in strong growth across the industry.
Valuations remain compelling and with demand
robust and capacity tight, the sector should witness
margin expansion that should lead to further positive
estimate revisions. The outlook for the mining
services sector remains exceedingly strong over the
short to medium term.
For example, committed capital expenditure (CAPEX)
of over $210 billion for Oil & Gas (predominately
liquefied natural gas), Iron Ore, Coal, and Other
Minerals will be spent in the next three financial

Consensus ratings
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Note: As always, a diversified approach is encouraged.
The tables go through the basic metrics and there is
value. But it is a crowded space and the performance
has been strong.
George Boubouras is the Head of Investment
Strategy & Consulting at UBS Wealth Management.

Two key quality names:
WorleyParsons (WOR) provides professional
services through alliance and integrated service
contracts to the energy, resources and complex
process industries. Services include sectors such as oil
and gas refining, petrochemicals and chemicals,
minerals and metals, power and water, and
infrastructure. The company reported earnings
recently and the result was broadly in line with
expectations (no surprise margins up on
minerals/metals in line with others in this space), so
it is very much about the hydrocarbon guidance
provided for 2012 (a large positive). WorleyParsons is
a true global player with earnings linked to the energy
cycle and global mining and metals, which is what I
would be looking for. I would expect to see continued
growth in minerals and metals in both Latin
American and Africa (a good global diversifier).

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.

NRW Holdings (NWH) has also been part of our
private client portfolios. The company provides
services to the mining resources, energy and
government sectors. NRW will continue to be a direct
beneficiary of large CAPEX underway in this sector
over the coming years. Over the next three years, the
estimate is that NRW will deliver compound earnings
per share (EPS) growth of 30.7%. This strong level of
growth will be driven by a combination of end-market
strength and NRW’s increased service capabilities.
The operating environment remains exceedingly
strong, with NRW having a contracted order book of
$1.7 billion and actively tendering on $3.2 billion
worth of work.
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AGL Energy's new hybrid notes: how they stack up
by Paul Rickard
Joining the flood of new hybrid issues looking for ‘end
investors’ is a $650 million issue from AGL Energy
Limited. This issue takes the current primary market
supply to $3.9 billion – more than enough to whet
most appetites. So, how does it stack up?
Firstly, let’s look at the company. AGL is an
integrated energy company, with operations covering
retail and merchant energy businesses, electricity
generation and an upstream gas portfolio. It is the
second largest energy retailer, and the largest private
owner, operator and developer of renewable
electricity generation assets. It’s in the ASX ‘top 50’
and has a market capitalisation around $6.4 billion.
Why AGL is issuing the notes
AGL is raising $650 million through the issue of ‘AGL
Energy Subordinated Notes’ to help fund the
acquisition of the Loy Yang A power station and
adjacent coal mine. On 24 February, AGL announced
that it had agreed to increase its interest in GEAC (the
company that owns Loy Yang A) from 32.54% to
100%, for a total consideration of $448 million.
Through this issue and a later equity offer of $850
million, AGL will raise around $1.5 billion to purchase
the outstanding shares in GEAC and partially repay
GEAC’s bank loans. The balance of GEAC’s loans will
come onto the AGL balance sheet.
The details
The Notes will pay interest at a rate of between 3.8%
and 4.0% over the 90-day bank bill rate. AGL raised
this margin from between 3.4% and 3.8% this
morning, suggesting the market is weak due to the
growing supply in this type of security. Details of the
issue are as follows:

The institutional book build on Wednesday will set
the final margin. If it comes in at the lower end of
3.8%, this implies an interest rate of around 8.25%
for the first quarter – at the higher end near 4.0%, the
rate would be 8.45%.
Although the Notes have a term of 27 years, AGL can
(at its option) redeem the notes after seven years, or
at any later interest payment date. If they don’t
redeem the notes at the first available date, the
interest margin is increased (or stepped up) by 0.25%.
Things to think about
An important consideration is that AGL Energy must
mandatorily defer the payment of interest if its
interest cover ratio is less than three-times, or its
leverage ratio exceeds four-times. These features
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allow the ratings agency to classify the Notes as
‘high-equity content’, which effectively means they
treat the Notes as equity rather than debt when
evaluating AGL.
For the leverage ratio, AGL defines this as the number
of years it would take AGL to pay off its existing debt
(excluding these Notes) if its earnings (EBITDA) and
net debt were held constant. To get a sense of these
numbers, the following table shows AGL’s ratios as at
31 December, and on a pro-forma basis assuming that
the acquisition of Loy Yang A is completed on the
terms above:

from lodging it with the Australian Securities and
Investment Commission if it meets certain
conditions) and will continue to be recognised as Tier
One capital by the Australian Prudential Regulation
Authority. If the price deteriorates such that it
becomes economic for NAB to purchase the securities
on market and replace the debt, or they become too
much of an embarrassment, perhaps there might be a
change of heart.
And am I buying at $73.65? Adjusting for the accrued
interest of $0.30, NAB Income Securities are trading
at a running yield of 7.63%, or a margin of 3.28%.
While cheaper than the primary market issues, after
transaction costs and other market considerations,
they are fairly priced.
Nibble territory – no real hurry.

Should you buy?
Bottom line – this issue looks relatively attractive on a
margin basis compared with the ANZ, Westpac and
Colonial issues, although not quite as good as
Tabcorp’s (read, No hybrid bargains as new issues
flood the market).

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.

Importantly for SMSF hybrid investors, it is not
another bank or bank subsidiary issue; industry credit
risk diversification should be an objective of a
fixed-interest portfolio. As a utility competing in a
regulated market, AGL has a relatively stable earnings
profile and despite assuming extra debt, should be
able to stay within the key leverage ratios. I think this
issue will be keenly sought.
NABHA
With the sell-off in the secondary hybrid market, we
have had several questions about National Income
Securities (NABHA) following my comment in New
bank covered bonds weigh on hybrid market that at
around $75, they would be in ‘buy’ territory. They
closed on Friday at $73.65 (I wasn’t expecting so
much supply to hit at once!).
Firstly, will NAB redeem them? Unlikely, as we
understand that they are ‘grandfathered’ (that is, it is
required to prepare a financial report but is exempt
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The broker wrap: 11 buys and five sells
by Rudi Filapek-Vandyck
There were low expectations leading into this
reporting season, but there have been a good number
of positive reactions to results. The problem is, which
positive result reactions can we trust?
The final week of the reporting season again saw
downgrades from brokers in the FNArena database
outweigh upgrades, this time by a score of 35 to 17.
However, there were more companies rated Buy than
Sell. The ratings changes have brought total Buy
ratings to 51.45%, down from 52.15% last week.
Changes to stockbroker ratings in the past
week

Upgrades
Among the companies to receive more than one
upgrade were James Hardie (JHX) and QBE
Insurance (QBE). Upgrades for the former came
from UBS and Credit Suisse, both moving to Neutral
recommendations.
The changes followed a third-quarter result that gave
some cause for optimism; the worst may be behind
the company, particularly with the prospect of
additional capital management initiatives going
forward. Despite this, Macquarie downgraded it to
Neutral on valuation grounds. More positive were
the upgrades for QBE as Citi, BA-Merrill Lynch, JP
Morgan and UBS all moved to Buy ratings. The
changes reflect a combination of factors, including
value in the stock at current levels, better
understanding of the company’s margin outlook post
its recent result and a more positive stance on general
insurance stocks.
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Another Buy was Aston Resources (AZT),
Macquarie seeing some upside from the proposal for
10% of the group’s stake in the Maules Creek project
to be sold. Deutsche Bank upgraded CSL (CSL) to a
Buy given its view the company should continue to
enjoy margin expansion in the coming years, while
Citi has turned more positive on Insurance
Australia Group (IAG) also in part due to an
improved margin outlook.
Jetset Travelworld (JET) offers potential for a
re-rating over the next 12 months according to
Deutsche and this was enough to prompt an upgrade
to Buy, while RBS Australia made the same change
with Prime Television (PRT) given a somewhat
more positive outlook and the potential for some
corporate activity.
For Deutsche, the potential for grade and production
caused it to upgrade Regis Resources (RRL) to
Buy, though at the same time UBS downgraded it to a
Neutral on the stock on valuation grounds.
ResMed (RMD) offers scope for an increased
buyback boosting earnings per share, which sees
Credit Suisse lift its valuation and move to a Buy. It
was a similar story for Seven Group (SVW), as
BA-ML no longer sees working capital as an issue and
expects valuation support from the group’s media
assets.

earnings were generally better than expected and
prompted increases to earnings estimates and price
targets.
UBS and Deutsche both moved to Neutral ratings on
AWE from previous Buy ratings, again valuation calls
following recent share price gains. Harvey Norman
continues to deal with poor retail conditions and
brokers now see additional pressure on franchise
margins, which was enough for Macquarie and
BA-ML to downgrade it to Sell. Newcrest also has
some issues as Lihir is again proving a problematic
asset, enough that full year production expectations
have been revised lower. The changes saw JP Morgan
and UBS downgrade to Neutral views as shorter-term
outperformance now appears less likely.
The other most significant downgrade this week came
courtesy of Macquarie, the broker moving to a Sell on
Air New Zealand (AIZ) from a Buy previously. The
change in view reflects still tough operating
conditions given a combination of weaker long-haul
demand and increases to operating costs.
Changes to earnings forecasts (EF)

Warrnambool Cheese and Butter (WCB) was
upgraded to a Buy by RBS following a stronger than
expected profit result that implies good value at
current levels, while JP Morgan upgraded Westpac
(WBC) on relative valuation grounds following what
appears to be excessive underperformance relative to
ANZ Bank (ANZ). The broker downgraded ANZ to
a Sell at the same time.
Downgrades
On the downgrades side, those receiving multiple cuts
to ratings were Aristocrat Leisure (ALL),
Australian Worldwide Exploration (AWE),
Harvey Norman (HVN) and Newcrest Mining
(NCM).
For Aristocrat, the downgrades were a factor of
valuation after recent share price gains, as full year

Note: FNArena monitors eight leading stockbrokers
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on a daily basis. These are: 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.
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Does your DIY super need an actuarial certificate?
by Tony Negline
An important part of paying a super pension is the
need for various actuarial certificates.
There are actually four different types of actuarial
certificates in the super and tax laws and these serve a
range of purposes. Most of them are for large super
funds or any fund paying a defined benefit pension,
which means that most self-managed super funds
don’t have to worry about these.
However, once you move into the pension phase,
there is one particular actuarial certificate that may
be very important for your fund.
Once a super fund begins to pay a pension there is an
important decision trustees have to make which has
administrative, financial and tax implications. This
decision involves the segregation of assets between
assets used to pay a pension and non-pension paying
assets.
Recently, we described what segregation is and some
of the practical issues that arise (read Should I
segregate my pension assets).
Segregated vs. Unsegregated
A fund that uses specific assets to pay a pension is
said to have ‘segregated pension assets’ and a fund
that doesn’t use this approach is said to have
‘unsegregated pension assets’.
If you choose to segregate your pension and
non-pension assets and your fund only pays an
account-based pension, then you won’t need to worry
about obtaining an actuarial certificate each year for
income tax exemption purposes.
However, if you choose not to segregate your pension
and non-pension assets, then you’ll need to obtain an
actuarial certificate each year.

Tax exemption
I think this certificate serves little or no purpose,
especially for SMSFs paying account-based pensions.
But it doesn’t matter what I or anyone else think
because without this certificate your fund can’t claim
an income tax exemption for your pension assets.
You apply for the actuarial certificate before the
fund’s financial accounts and external audit have
been completed because the actuarial certificate in
effect tells you the percentage of assets that back a
pension and hence the percentage of income and
gains that are exempt from tax. It also tells you the
period of the financial year to which the certificate
applies.
Once a fund is armed with their certificate, the
financial accounts, member statements and fund
audit can all be completed. The fund auditor should
ask to see the certificate.
Exemptions
An often-asked question about actuarial certificates
involves super funds that only pay pensions and
where the trustees have never formally decided to
segregate or not segregate their assets.
If your fund pays pensions for the whole financial
year and no contributions are made during that time,
then your fund is exempt from having to get an
actuarial certificate for income tax exemption
purposes.
How much do actuarial certificates cost?
Obviously, the cost of obtaining an actuarial
certificate is one important factor to consider if your
fund has pension and non-pension assets. In most
cases, they should cost less than $500 plus GST.
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Segregated pension assets will cost more to
administer and to prepare accounts for. You’ll need to
speak to your fund administrator about the cost of
running segregated assets and compare this with the
cost of unsegregated pension assets and the actuarial
certificate.
Transition to retirement
If your fund is paying a transition to retirement
pension, then the issue of asset segregation is a factor
you’ll have to consider.
As our recent article pointed out, it’s possible to
change from segregated to unsegregated assets
without too much hassle. However, before you do,
you should get some good advice because not all trust
deeds permit this and you will need to make sure that
you complete this bundling and unbundling process
correctly. You’ll also want to factor in the costs of
completing this administration work.
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 5 March: ANZ Job advertisements survey (February)
Monday 5 March: Inflation gauge (February)
Monday 5 March: Business indicators (March Quarter)
Tuesday 6 March: Reserve Bank Board meeting
Tuesday 6 March: Balance of payments (March Quarter)
Wednesday 7 March: Economic growth (March Quarter)
Thursday 8 March: Employment / unemployment rate (February)
Friday 9 March: International trade figures (January)
Overseas
Monday 5 March: US Factory orders (January)
Monday 5 March: US ISM services index (February)
Wednesday 7 March: US ADP National Employment (Feb)
Thursday 8 March: US Challenger job layoffs (Feb)
Friday 9 March: US Trade (January)
Friday 9 March: US Non-farm payrolls (February)
Company results
None this week
Ex dividend
Monday 5 March: Panoramic Resources (PAN); 2 cents
Monday 5 March: OneSteel (OST); 3 cents
Tuesday 6 March: My Net Fone (MNF); 0.8 cents
Wednesday 7 March: Chandler Macleod (CMG); 1.2 cents
Wednesday 7 March: Miclyn Express Offshore (MIO); 2.8164 cents
Thursday 8 March: Oil Search (OSH); TBA
Thursday 8 March: Gale Pacific (GAP); 1.2 cents

Don't miss this!
Economists generally don't expect the Reserve Bank of Australia to move interest rates at its Board Meeting
tomorrow. Hear what Damian Smith from Rates City has to say about interest rates on Super TV.
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