Issue 135, 12 November 2012

A Merry Christmas?
With the US election, the Reserve Bank's interest rates decision, the Greek vote on austerity
measures and China's leadership handover all safely passed, where to next? I tell you who the
possible grinches that may steal a Santa Claus rally are in today's note.
Also in the Switzer Super Report, Paul Rickard reviews Bank of Queensland's new hybrid securities
issue. It's got an attractive yield, but is it a good buy for your SMSF? Plus, we have our weekly broker
wrap of company buy, hold and sells, and we list the top capital city suburbs for buying investment
units. Have a great week!
Sincerely,

Peter Switzer
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These grinches could steal a stock rally
by Peter Switzer
History points to Wall Street often bringing a hip
pocket gift for Christmas nicknamed a Santa Claus
rally. It happens between the big festive day and New
Year and there are a number of real-life causes, such
as people investing their end-of-year bonuses, tax
reasons and optimism linked to the holiday season.
And then there is the January Effect.
This happens because many investors will dump
stocks in December to create losses to offset capital
gains, which in turn leads to re-buying in January.
Going back to 1928, Forbes magazine says Wall
Street has increased at twice the weekly rate over
that time during this period!
So given the very high expectation of a rise in late
December, the question is: could Christmas be stolen
by some grinch this year?
The grinches
Let’s line up the usual suspects and rate their
likelihood of killing the Santa Claus rally.
The eurozone and the Spanish as well as the Greeks
look like the most villainous in the piece. Fortunately,
few people care about the Greeks, though recently
their parliament has shown relative unity on austerity
measures. The politicians in Athens are debating their
budget measures right now, but they did pass laws
this week to sack 125,000 civil servants by 2016!
As for Spain, all was looking good for their bond
auctions to raise funds until Thursday when the
five-year raising was not well-supported, which
pushed up Spanish and Italian yields. The markets
want Spain to ask for a bailout to give lenders comfort
that the European Central Bank (ECB) will play
rescuer. This will have to be watched over the next
few weeks.

Now we should give China a once over and here
because I have few worries. Even so, economic
readings are looking up for the dragon economy.
Retail sales in October were up 14.5% on a year ago
(slightly above consensus expectations of 14%),
while industrial production was up 9.6% (consensus
9.4%) and fixed asset investment over the first 10
months of 2012 was up by 20.7% (consensus
20.6%).
And this is all happening with inflation at 1.7%, which
screams out loud that China is recovering nicely
without inflation and with a new leadership bound to
want to impress its followers, I can’t see our
Communist buddies getting in the way of Santa.
So, now to the USA, which economically-speaking is
also recovering nicely. On the stock market front, last
week we learnt that after about 80% of S&P 500
companies had delivered earnings, more than 61%
beat expectations. Reuters said the figure was
around the 62% quarterly average that has occurred
since 1994, but below the 67% average of the past
four quarters.
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Considering this took into account a worrying period
for the global economy and markets, which resulted
in a third US quantitative easing package (QE3) and
ECB boss Mario Draghi’s “whatever it takes”
promise, this result was pretty good.
That said, the USA, its Congress and it re-elected
president remain the biggest threat to a Santa Claus
rally. Together they could push the US economy over
the fiscal cliff, which would force the Yanks into
recession and probably lead to a 10-20% slump in
stocks! It’s serious and if Congress is still arguing
over Christmas then you can forget a rally.

worried and you trade short-term, it might be
worth noting.
For me, any sell-off over the next few weeks will be a
buying opportunity. Jamie Dimon, the boss of
JPMorgan thinks if the fiscal cliff is solved, the US
economy will “boom” in 2013!
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.

The bottom line
Against this worst-case scenario, I think we’ll see a
resolution before Christmas and stocks will spike.
Ahead of this there could be a lot of ducks and drakes
played, which market smarties will use to hurt stock
prices, but I think they will be short-term buying
opportunities.
If you believe me, then you must understand that my
argument rests on US politicians acting sensibly. This
might be a big call, but I’m prepared to punt on it.
I did like that the Dow was up on Friday, even if it was
only by 4 .07 points. The S&P 500 was up by 2.34
points, but there’s bound to be some issues for
nervous players in coming weeks.
I will be hanging up my stock market stockings and I
expect Santa to deliver, which will roll into a pretty
good January.
Bring it on Santa! Bring it on!
Stop the press!
Greece’s ruling coalition secured enough
votes in parliament on Sunday to approve the
2013 budget law, which was a crucial
requirement for Athens to revive its stalled
international bailout program and avoid
insolvency.
Gary Stone of Share Wealth Systems thinks a
big share sell-off is in the wings. The fiscal cliff
negotiations can be the only cause. His views
could be a tad too dramatic, but if you are
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Review: A new high yielder from BOQ
by Paul Rickard
Regional financial institution Bank of Queensland
(BOQ) has announced details of a new ‘hybrid’
securities issue that provides a floating rate of interest
for a set period of time. The announcement came in a
week when the Reserve Bank of Australia (RBA)
implied that interest rates were on hold for the time
being, and suggested that investors consider the
sharemarket if they are seeking yield.
BOQ is issuing $200 million worth of Convertible
Preference Shares (CPS), commonly called
‘hybrids’ because they mix elements of debt and
equity. The funds are being used to effect the
buyback of BOQ’s existing PEPS issue as well as
fund the growth of the bank’s business. The funds
will qualify as Tier 1 capital, which the regulator uses
to measure the strength of a financial institution.
The details
The CPS will pay a fully franked semi-annual
floating-rate dividend. The dividend is set every six
months at a fixed margin over the 180 day bank-bill
rate, and then adjusted for the company tax rate (to
take into account the franking credit benefits). The
indicative margin for this issue is in the range of
5.10% to 5.30%.
The 180 day bank-bill rate is around 3.20% and this
implies a gross dividend rate of 8.30% per annum for
the first six months (3.20% plus 5.10%). The actual
dividend in cash, which is fully franked, would be
5.81%.

that time – the conversion will only occur if they are
higher than about $4.20 – otherwise, it is retested on
the next and subsequent dividend dates until the test
is met. If the conversion occurs, holders are issued
BOQ ordinary shares at a 1% discount to the then
weighted average market price.
In order to qualify as Tier 1 capital for the bank, there
are two further conversion triggers – a ‘capital trigger
event’ and a ‘non-viability trigger event’. Under
these tests, the Australian Prudential Regulation
Authority (APRA) can require BOQ to immediately
convert the CPS into ordinary shares if BOQ’s
Common Equity Tier 1 Capital Ratio falls below
5.125% (the ratio was 8.6% as at 31/8/12), or if APRA
believes BOQ needs an injection of capital to remain
viable. Due to a cap on the maximum number of
ordinary shares, a CPS holder could, under these
scenarios, receive less than $100 of ordinary shares.
Dividend payments on the convertible preference
shares are discretionary and subject to a ‘dividend
payments test’. They don’t accrue if not paid, and
won’t subsequently be paid. The main protection
CPS holders have is that if a dividend is not paid, a
dividend stopper is placed on BOQ ordinary shares.
BOQ also has a once-only call option on 15 April,
2018 (which is in about 5.3 years’ time), when it can
redeem the CPS by paying holders the face value of
$100.
The details of the issue are:

(8.30% x (1 – Company Tax rate) = 8.30% x 0.70 =
5.81% pa.)
While the CPS are perpetual, BOQ must convert the
CPS into ordinary shares on 15 April 2020 (which is
in 7.3 years), provided they meet a test. The test for
the conversion is the price of BOQ ordinary shares at
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Our View
This issue is very similar in structure to the recent
jumbo PERLS VI issue from the Commonwealth
Bank, and issues by Bendigo and Suncorp. At an
indicated margin of 5.1%, the BOQ issue is
attractively priced compared with the PERLS VI issue
(originally issued at a quarterly margin of 3.80% and
now trading at a margin of 3.40%), and the smaller
Bendigo issue (originally priced at a semi-annual
margin of 5.0% and now trading at 4.89%). This
reflects BOQ’s weaker credit rating; it is rated
BBB+/Baa1 by S&P/Moody’s respectively, one/two
notches lower than Bendigo, and four notches lower
than Commonwealth Bank, which is rated AA-/AA2.
With 60% of its loan book based in Queensland (see
chart below), BOQ is heavily exposed to the
Queensland economy and in particular, residential
and commercial property in south east Queensland.

On the positive side, a new and energised
management team at BOQ is in place, and with its
unique Owner/Manager branch model, BOQ has a
differentiated distribution strategy.
Deposit growth is strong and retail deposits have
risen from 51% of the funding mix in 2010 to 59% in
2012. BOQ’s capital (as measured by its Common
Equity Tier 1 ratio) compares favourably to the major
banks, and was strengthened earlier this year through
a capital raising.
The bottom line
This is not an issue to ‘bet the house on’, however
within a diversified portfolio of hybrid securities, a
moderate investment may suit the yield seekers.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.

When reporting the first loss by an Australian bank in
over twenty years at the end of October, BOQ was
able to point to a reduction in impaired assets in the
second half and a fall in home loan arrears. That said,
if property prices in Queensland come under material
downward pressure, there has to be some chance
that one of the mandatory early conversion triggers
could be exercised.
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Are the new termination payment rules "fair"?
by Tony Negline
Often when you terminate employment, your
employer may pay you a lump sum of money.
Between July 1983 and July 2012 you were permitted
to roll most of these payments over to your super
fund, but this was banned by the 2007 Better Super
policy.
I’m not entirely sure why rolling over these benefits
to super was stopped – I think it was done to restrict
your ability to accumulate too much money in the
super system.
Despite this, once you receive a termination payment,
you can contribute it into your super fund as a
non-concessional contribution as long as you are
eligible to make such contributions and keep within
the $150,000 cap. But first, you’ll have to see how
much you’re left with.
As part of this year’s Federal Budget, the amount of
tax payable on these benefits was changed with
effect from 1 July 2012. This amendment, which has
already been legislated, was done in the name of
fairness. As soon as anyone mentions fairness and
tax in the same sentence, I think, “Well, here comes
ridiculous complexity”.
I regret to say that in relation to these changes, my
maxim holds. Let me show you why.
How termination payments are taxed
Your termination benefit will be made up of any of the
following:
Unused annual leave
Unused long service leave
Tax-free benefit
Taxable benefit

We won’t look at how unused annual or long service
leave are treated except to note that they’re subject
to special tax rules. Unused sick leave typically forms
part of either the tax-free or taxable benefit.
Specific tax concessions apply if the benefit is paid
due to an employee’s death (in 2012/13 they’re
tax-free up to the first $175,000).
A tax-free benefit will arise if employment is
terminated because of genuine redundancy or as part
of an early retirement scheme approved by the
Australian Taxation Office (ATO). At present, this
amount is limited to $8,806 plus $4,404 for each
completed year of service.
All other benefits are split between tax-free and
taxable components. For most people, the tax-free
portion will relate to any employment service
performed before 1 July 1983 (there are special rules
about how the tax-free amount is worked out if a
person is permanently disabled).
Before 1 July 2012, the taxable component was taxed
at 16.5% – officially this is called the ‘ETP tax offset’
– for the first $175,000 and then different tax rates
applied on higher amounts. The $175,000 is called
the ‘ETP-cap’ and this figure was indexed each 1
July.
The taxable component will now be subject to two
tests:
1. The ‘ETP-cap’ (which applies to genuine
redundancy and early retirement scheme
payments over the tax free limit, invalidity
payments and compensation payments); and
2. A ‘Whole-of-income-cap’ which is $180,000
(there is no inbuilt indexation to this amount in
the legislation). This test only applies to some
types of payments such as payments that
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don’t meet genuine redundancy rules, golden
handshakes, payments for rostered days off
and unused sick leave, and gratuities.
Under these new rules, there are effectively now two
ETP-caps.
For the ‘ETP cap’, the taxable component is
assessed against the $175,000 cap.
The whole-of-income cap works in an entirely
different way and is reduced by any other taxable
income earned. It says that you subtract your taxable
income in a year from $180,000 You then receive
concessional tax treatment on the amount up to the
lesser of the ‘ETP Cap’ and the calculated ‘whole of
income cap’.

termination payments. In reality you’ll have to rely on
the ATO retaining accurate records and hopefully
performing these calculations correctly for you.
A system this complicated cannot possibly be fair.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.

Example
Let’s look at a reasonably simple example provided
by the Government.
Hania is made redundant and is paid a $190,000
severance benefit in 2012/13 (of which $50,000 could
reasonably be expected to be paid if she left her
employment voluntarily). Her taxable income from all
other sources for 2012/13 is $200,000. Hania is over
65 and not entitled to the tax-free genuine
redundancy benefits mentioned above.
The $140,000 of her redundancy benefit falls within
her ETP-cap and is therefore eligible for the ETP tax
offset of 16.5% tax. However, the
whole-of-income-cap will stop her getting this ETP tax
offset on the remaining $50,000 lump sum benefit
because her other taxable income of $200,000 is
greater than $180,000. As a result, she will pay the
highest marginal tax rate on this $50,000.
These rules become absurdly complicated when you
receive multiple termination payments or payments
that are partly assessed under the
whole-of-income-cap amount and partly excluded
from it.
In relation to these complex rules, I don’t believe
investors or financial advisers will be able to
accurately work out how much tax they should be
paying, especially if they receive several employment
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The broker wrap: Upgrades for Alumina and Myer
by Rudi Filapek-Vandyck
Stockbrokers zoomed in on the re-election of US
President Barack Obama last week and what the
consequences might be for healthcare companies in
Australia. Items that had their attention as well
include banks, discretionary retailers and, of course,
the leadership change in China.
As far as individual stock ratings are concerned, the
past week has been a quieter one. The eight brokers
in the FNArena database made just six upgrades and
nine downgrades in recommendations. Total Buy
ratings now stand at 43.32%. (See full-page broker
wrap table at the end of this article.)
Upgrades
Among the upgrades was Alumina (AWC), raised by
BA Merrill Lynch to Buy given signs that a squeeze in
the bauxite market was occurring with China
importing more alumina given limited bauxite
availability. While a Supreme Court ruling in
Indonesia later in the week set aside the government
decision to ban exports and so created some
additional uncertainty, BA-ML continues to see
valuation upside for the stock.
Discretionary retail stocks were also a focus for
brokers, as Billabong (BBG), Myer Holdings (MYR)
and Specialty Fashion (SFH) all saw ratings
upgraded over the week. Citi moved to a Buy on
Billabong given the view sales trends are starting to
stabilise and discounting across fashion categories is
reducing, which was enough for the broker to lift
earnings estimates and its rating.
For Myer, Citi also moved to Buy given the view
conditions in the sector are improving. As with
Billabong, the broker lifted earnings estimates and its
price target, which supports the upgrade in rating.
Credit Suisse upgraded Specialty Fashion to Hold

given both an undemanding valuation and evidence
of some improvement in operating conditions.
Changes to forecasts prompted a significant increase
in the broker’s price target.
While a trading update from Domino’s Pizza (DMP)
was a little softer than expected JP Morgan notes
full-year guidance was maintained, meaning no
changes to earnings estimates. To reflect recent
share price weakness the broker upgraded it to Buy,
supported by the view the current low share price
offers an opportunity for investors.
Westpac (WBC) delivered what was regarded as the
best of the major bank profit results and this
prompted Citi to upgrade it to Buy. Improving revenue
performance and changes to interest rate
assumptions drove an increase in price target, which
supports the upgrade in rating.
Downgrades
At the same time Credit Suisse went the other way
and downgraded Westpac to Hold from Buy; a
valuation call since the broker made only minor
changes to earnings estimates and none to its price
target post the profit result.
Credit Suisse also downgraded Australand Property
(ALZ) to Hold on valuation grounds given recent
share price outperformance. The broker suggests the
stock has performed well given improvements made
in earnings quality and capital position.
Elsewhere in the property sector, both BA-ML and
UBS downgraded Charter Hall Group (CHC) to
Hold. For UBS, the change comes after the broker
adjusted its model for new assumptions to reflect an
announced joint venture to acquire Bunnings assets,
while for BA-ML the downgrade is a valuation call
given strong returns from the company in recent
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months.
Having reviewed its uranium price assumptions JP
Morgan has downgraded both Energy Resources of
Australia (ERA) and Paladin (PDN), the former to
Sell and the latter to Hold. The changes reflect
weaker uranium price assumptions from the decision
by Japan to delay the re-start of some of its nuclear
reactions.
JP Morgan also cut its rating on Retail Food Group
(RFG) to Sell given the view the core franchise
systems of the group are struggling to achieve
positive weekly sales growth. With organic growth
more difficult executing on acquisitions becomes a
key, but brings with it additional risk in the broker’s
view.
QR National (QRN) has been downgraded to Hold
on valuation grounds by Deutsche Bank following a
gain in the share price of around 17% since July.
Supporting the change in rating is the potential for
uncertainty with respect to coal volume growth and
contract volumes to impact on earnings going
forward.
Increases to earnings forecasts were similarly
modest, no stock under coverage enjoying an
increase of more than 10%. Cuts to earnings
estimates were more significant, with Beadell
Resources (BDR), St Barbara (SBM), Boral (BLD)
and Whitehaven Coal (WHC) all seeing earnings
forecasts cut by at least 10%.

Note: FNArena monitors eight leading stockbrokers
on a daily basis. The eight experts are: BA-Merrill
Lynch, Citi, Credit Suisse, Deutsche Bank, JP
Morgan, Macquarie, RBS and UBS.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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The top suburbs for investment units
by Alia McMullen
The warmer months have brought with them an air of
improved sentiment towrds real estate, with interest
rate cuts, stock market gains and improvements in
the global economic picture bringing home buyers out
from the sidelines.
Mortgage lending rose by 3.8% in September, with an
8.6% rise in investment loans, data from the
Australian Bureau of Statistics showed today. First
home buyers were also more active, accounting for
19.3% of all loans in the month.
But while there has been an encouraging pick-up in
activity, the overall market is not exactly booming.
The data showed that the average home loan across
the country was at $300,200, down 0.1% from a year
ago.
“There is a clear recovery in place in home lending,
but while loans by owner-occupiers are lifting, they
certainly aren’t leaping,” said CommSec chief
economist Craig James.
For investors however, there have been some stable
price gains in capital city apartments as demand to
live in more affordable housing within the country’s
major hubs grows.
The opportunities
In Sydney, for example, a unit at Bondi Beach will set
you back about $682,500 and bring in an average
rent of $710 a week. It is also a suburb that has
experienced stable price gains in recent years, up
5.43% in the three months to October and an average
of 6.62% over the past three years. At Sydney’s
more affordable end, an apartment at Vineyard costs
about $154,500 while bringing in about $300 a week
rent. Capital gains in the suburb are up by 4.45% in
the past three months and 10.06% over the past
three years.

Elsewhere, suburbs like Redcliffe in Brisbane and
Fawkner in Melbourne and Yokine in Perth have all
seen a pick-up.
Capital appreciation in apartments has historically
lagged behind growth in that of single homes on a
block of land, but factors such as a growing
population, the high cost of living in many of
Australia’s capital cities and demand to be close to
employment, have seen apartments rise in popularity.
“Both owners and investors see apartments as
serious options due to greater affordability, lower
maintenance and security,” says John McGrath from
McGrath Estate . “Medium and high-density living
close to the city is increasingly popular. Some
developers are responding to the growth in single
person households by planning ‘pocket penthouses’
– several one bedroom penthouses instead of one
large residence with three or four bed-rooms.”
Demand for apartments is likely to remain strong. The
following Residex table outlines the top 10 suburbs by
Australian capital city for buying apartments. These
are ranked by the capital gains in the three months to
October.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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The week ahead
Australia
Tuesday November 13: NAB Business survey (October)
Tuesday November 13: Lending finance (September)
Tuesday November 13: Speech by RBA official
Wednesday November 14: Wage price index (Sept quarter)
Wednesday November 14: Consumer sentiment (November)
Thursday November 15: New car sales (October)
Overseas
Wednesday November 14: US Producer prices (October)
Wednesday November 14: US Retail sales (October)
Wednesday November 14: US Federal Reserve minutes
Thursday November 15: US Consumer prices (October)
Thursday November 15: US Philadelphia Fed index (Nov)
Friday November 16: US Industrial production (October)

Did you know?
Ron Bewley from Woodhall Investment Research popped into Switzer last week to gives his outlook for the
stock market and spotlight where he sees the buying opportunities, including a look at Telstra, Financial and
Resources stocks. Watch it here on SuperTV.
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