Issue 141, 3 December 2012

All I want for Christmas
What the markets need right now is for Glenn Stevens to deliver an interest rate cut for Christmas. But
will we get one? I still see rates falling further and I explain why in today's note.
Also in the Switzer Super Report, we introduce a new segment to the report – Stock Talk with our
Guest Fund Manager – and this week we have Sinclair Currie from NovaPort talking about Fisher &
Paykel Healthcare. Plus, Paul Rickard reviews a high-yielding mortgage fund. And, we have our broker
wrap, which names the stocks that have been upgraded and downgraded. Have a great week!
Sincerely,

Peter Switzer
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We need a rate cut for Christmas
by Peter Switzer
With fears of the fiscal cliff underwhelming the
market, at this stage, this week’s focus will be on
tomorrow’s decision by the Reserve Bank of
Australia (RBA), which is going to have a big bearing
on our term deposit strategy within our self-managed
super funds (SMSFs).
In our investment strategy committee meeting for
Switzer Financial Planning, we agreed that rates will
fall over 2013 with the cash rate bound to go from the
current 3.25% to something with a two in it! I’ve
heard respected commentators say “I wouldn’t be
surprised if it fell to 2%” – but I would!
There would have to be some kind of Armageddon
scenario overseas for rates to fall that low and I’m
not factoring in such an event for next year. However,
with a big chunk of the world on near 0% equivalent
cash rates, ours at 3.25% is simply too high.
It’s keeping the dollar at uncompetitive rates for local
industry and this is reflected in stock prices for many
non-mining related and non-financial stocks.
Shifting down a gear
Despite great figures last week for business
investment (remember these were for the three
months to September) planned investment figures are
being cut back.
Next year will see the economy slow because mining
will contribute less to demand, so the RBA needs to
kick-start other sectors of the economy – housing,
retail, tourism, services – and a lower interest rate
and dollar will help this cause.

I will be surprised if the RBA plays tightwad at
tomorrow’s rates decision and I would bet the
Treasurer, Wayne Swan, will use the “f-word” if the
media has to use the “no change” headline.
The Treasurer needs a break to give his budget
surplus a chance and rate cuts are the only way he
can believe that it just might happen. If Labor fails on
this, it will be a big political problem for them as they
made so much out of achieving this. I always argued
it was not that important because I expected the
economy to slow and while surpluses are better than
deficits, history has shown me that if a government
tries too hard for a surplus in a slowing economy, it
can result in a big deficit.
This happens because a slowing economy increases
unemployment, reducing tax collections and
increasing dole payments and the like, which hits the
budget’s bottom line.
Market outlook
Right now, the fiscal cliff is not spooking Wall Street
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because most believe a deal will be done. There
could still be a few sell-off days if Congress leaders
open their big mouths, but I can’t see the market dips
being super deep.
So, let’s imagine the best case outcome where the
cliff deal is done before Christmas and the RBA’s
Glenn Stevens plays Santa Claus tomorrow – it could
set us up for a nice rally deep into the 2013.
However, if the RBA remains frozen with fear about
future inflation – unnecessarily – and the Yanks
screw up their fiscal cliff negotiations, then this could
be a disappointing festive period and New Year.
I don’t think Congress nor Stevens will play Grinch
and scrooge our Christmas celebrations, but it’s still
a gamble.
For term deposit players, I think the rates on these
will fall over 2013, but rise in 2014 as the world
economy starts looking better and inflation fears
become very real.
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.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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High Livez – we road test a high-yield fund
by Paul Rickard
The search for higher yield is prompting many
investors to consider investing in residential
mortgages.
The mortgage funds industry was shaken in the wake
of the global financial crisis (GFC), which resulted in
some funds being temporarily frozen. However, the
attraction of a regular ‘high’ income stream is again
proving popular with investors and some newer style
investment structures have come onto the market.
One new entrant in this space is the Firstmac High
Livez fund. High Livez is technically not a mortgage
fund, as it invests in mortgage securities rather than
directly in individual mortgages. But as the underlying
assets are the same, it is sometimes grouped in this
category from an asset allocation point of view.
Who is Firstmac?
If you’re a Brisbane Broncos supporter, you will have
probably noticed their sponsorship on the jersey. If
you don’t follow rugby league, the brief ‘about us’
version is that Firstmac is an Australian-owned
company whose core business is to issue and service
home loans. They manage $5 billion in residential
mortgages and have written about 70,000 mortgages
in the past decade, distributing them through
mortgage brokers and more recently, directly under
the Firstmac brand and online subsidiary company,
loans.com.au. They fund their mortgages by issuing
Residential Mortgage Backed Securities (RMBS).

lenders and promote competition in the mortgage
market), they are tradeable notes and issued in
transactions of around $300 million to $500 million,
secured by around 2,000 individual mortgages.
Each transaction is broken into two or three tranches,
with different tranches having different underlying
credit qualities. The tranches are subordinated to
each other, meaning that if an individual mortgagor
defaults, after which there is a loss on the sale of the
residential property, the claim on the mortgage
insurer or the retained margin, then the loss is
recouped from the principal of the lowest ranking
tranche. Accordingly, the different tranches earn
different interest margins.
Firstmac High Livez
High Livez is an unlisted, open-ended unit trust with
an objective to provide stable monthly income returns
by investing in a diversified portfolio of asset-backed
securities and short-term money market securities. It
aims to outperform the Reserve Bank of Australia’s
benchmark cash rate by 3%. The key details are as
follows:

What are Residential Mortgage Backed
Securities?
RMBS are asset-backed securities that are secured
by a pool of residential mortgages. Typically
purchased by institutional investors (including the
Australian Office of Financial Management as a
government initiative to give a hand to second-tier
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investors have not experienced any capital losses.
Weaknesses
The fund was only initiated fairly recently, and while
growing, it’s small at $12.3 million as at the end of
October. There is a diverse pool of underlying
mortgages supporting the RMBS, however the
geographic spread is biased towards Queensland
residential property at about 40%.

In relation to asset quality, the trust will limit
investments in RMBS to a minimum risk assessment
of ‘Category 3’ (which is defines as strong), and for
money market investments, ‘Category 2’ (defined as
very strong). It uses a five-point scale, with ‘1’ being
the highest at extremely strong and ‘5’ meaning
speculative. The point to note here is that in relation
to RMBS, the trust’s investments are likely to be
notes that are subordinated to more senior tranches.

Further, the fund is mainly invested in Firstmac
issued RMBS. This raises a potential conflict of
interest between Firstmac’s role as the manager of
the fund, and Firstmac’s commercial interest as an
issuer of RMBS. There are procedures in place to
manage this conflict (for example, to ensure fair
market pricing, any investment in an initial tranche of
a Firstmac RMBS can’t exceed 75% of the total
value of that tranche), however the personnel on both
sides are largely the same. This has obvious
advantages and disadvantages.

Performance

Bottom line

Performance of the trust has been strong and it has
outperformed its benchmark by around 0.6% pa.
Returns (net of fees) to the end of October are as
follows:

The Firstmac High Livez fund is innovative and offers
the potential of a high return. That said, this isn’t a
place to park your cash. As the product disclosure
statement (PDS) points out, the investment timeframe
is medium term at three to five years. High Livez may
suit an SMSF or investor who wants a regular income
stream, is prepared to take some higher risk
and doesn’t need access to their capital.

Strengths
The performance of High Livez has been strong,
outperforming its benchmark and peers. Management
fees are low at 0.60% pa (including expenses), there
are no withdrawal or other fees, and no buy/sell
spread. Also, it seems to meet the ‘purpose test’ for
a unitised investment as it facilitates access for retail
investors to the RMBS market – a market that is
usually only accessible to institutional investors.
Perhaps more importantly, the manager (Firstmac)
has many years of experience in the residential
mortgage market. On the RMBS programmes it
manages (where Firstmac provides the mortgages),

In an asset allocation sense, categorise this as
‘diversified fixed income’ and weight accordingly.
And of course, always read the PDS, which is
available
at:
https://www.firstmac.com.au/Documents/High-Livez-P
DS.pdf.
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.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Stock talk: Fisher & Paykel Healthcare
by Guest Fund Manager
enjoyed strong sales growth which we expect to
continue with new product launches underway.
Let’s take a look at this investment in greater detail.
Fisher & Paykel Healthcare has a global presence
and leading market position in hospital-based
non-invasive ventilation systems. It also accounts for
a more modest share of the global market for flow
generators and masks used to treat obstructive sleep
apnoea (OSA). The company has consistently
generated impressive growth in sales volumes,
however in recent years, earnings have suffered from
the strength of the New Zealand dollar as well as a
step-up in the cost base as it invests in areas such as
direct distribution.
We target an A$3.00 share price for this stock and
our investment thesis is based on the following five
points of upside for this business:
Sinclair Currie, Principal and Co-Portfolio Manager,
NovaPort Capital

The Fisher & Paykel Group has a long history in the
New Zealand marketplace, more prominently as a
leading manufacturer of whitegoods and home
appliances. Ten years ago the company spun out its
less well known health care division – Fisher &
Paykel Healthcare (ASX code: FPH) – which
manufactures respiratory, humidification and sleep
therapy products.
The NovaPort Small Companies Fund holds Fisher &
Paykel Healthcare as it meets our quality and return
hurdles. Qualitatively, the company has differentiated
products sold into markets where quality, reliability
and reputation matter. Quantitatively, the company
has demonstrated robust cash generation and

1) New product releases driving volume growth
Fisher & Paykel has recently launched its new ICON
platform of flow generators and more recently, a new
range of masks, which are gaining acceptance in the
marketplace. The company is also innovating its
humidification and respiratory technology into new
areas such as laparoscopic insufflation (in the
surgical theatre) as well as the management of
chronic obstructive pulmonary disease.
2) Diversified manufacturing base to reduce costs
The company has established a facility in Mexico to
manufacture consumable items at a considerable
cost advantage to its Auckland base. This facility is
ramping up production with capacity to expand further
and deliver appreciable upside to margins.
3) Underlying market growth rates robust
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Although the OSA market is maturing, it has
continued to grow despite a weak economic
environment. In the respiratory humidification
business, sales growth has remained strong thanks to
underlying growth in hospital demand combined with
the benefit of new product innovation. We forecast
Fisher & Paykel Healthcare to maintain an overall
double-digit constant currency growth rate for the
next three years.
4) Stable management team with a demonstrable
track record
The incumbent management have overseen growth
in revenues grow from USD$89 million in 2002 to
USD$417 million in 2012. This has been generated
through product innovation and market expansion
and the company maintains a strong focus on
research and development.
5) Foreign exchange shifts clouding business
performance
The NZ dollar has almost doubled against the US
Dollar since 2002. Costs have been mostly
denominated in NZ dollars while revenues are in
foreign currencies, thus the company’s margins have
come under pressure from the rising exchange rate.
For much of the past ten years, the company was
able to mitigate some of this with an advantageous
hedging programme, which is now unwinding. Fisher
& Payke Healthcare would benefit from a decline in
the value of the NZ Dollar.
Monday’s opening price: $2.00
Target price: $3.00
Sinclair Currie is the Principal and Co-Portfolio
Manager at NovaPort Capital. The NovaPort
investment team has nearly 40 years combined
investment experience, specialising in smaller
companies and microcap markets.
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.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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The broker wrap: upgrades for AGL, CSL and Toll,
cuts to Harvey Norman, Mirvac
by Rudi Filapek-Vandyck
When it comes to ratings for individual stocks, the
providers of services to the mining and energy
sectors remain at the centre of stockbrokers’
attention in Australia. With continued profit warnings
from the likes of NRW Holdings (NWH), the attention
comprises mostly of negative end results.
On the positive side, more stocks were upgraded
than downgraded in the past week. Are we witnessing
a reversal of trend? Possibly. The week past
recorded six downgrades and ten upgrades. The
overall tally now indicates 42.66% of ASX-listed
shares are rated Buy, 43.88% Hold and 13.46% Sell.
Downgrades
Every single upgrade reported last week was a move
up to Buy from Neutral except one, which was an
upgrade to Buy from Sell. Almost every downgrade
was similarly uniform, with all cut to Neutral from Buy
except one, which was a drop from Neutral to Sell.
NRW Holdings was the one stock downgraded to
Sell, a move made by Credit Suisse after yet another
profit warning at the company’s annual general
meeting (AGM) last week on the back of lower
revenues and ongoing margin pressure. It’s
interesting to note that CIMB (when it was still RBS)
downgraded the stock to Hold back in September,
predicting an emerging softness in earnings. Six other
brokers in the FNArena database are at Buy, most
lamenting current earnings softness as well, but
hanging in there on valuation and the longer term
upside seen to be on offer once the cycle turns.
Regis Resources (RRL) has been cut to Neutral by
BA-Merrill Lynch on concerns the December quarter
won’t provide enough to see the company hit its
full-year production guidance, as well as a bit of
creeping execution risk. While the broker remains a
fan of the company, it believes the market may be

assuming an event free ramp-up at Garden Well,
which may not pan out.
Next we move on to Rex Minerals (RXM), which was
downgraded to Neutral by JPMorgan after a trip out to
the company’s Hillside project. While the broker
remains positive on the project, citing a long mine life
and solid margins, it is growing increasingly
concerned about the amount of capex that will be
required to bring the project on line. A bit of clarity on
funding would likely turn the broker back to positive.
Mirvac (MGR) was another to be downgraded from
Neutral last week, in this case the decision being
made by Macquarie. The broker is torn between what
looks to be the start of a patchy residential recovery
and the increasing potential for write-downs in the
company’s business. In the end, it was a valuation
call, with shares now trading too close to the broker’s
target.
The FNArena Database reads like a downgrade
history for Mirvac, with Citi making the cut in August,
while Credit Suisse and JPMorgan made the same
move to Neutral at the end of October. In all cases,
the moves were made on the back of continued
short-term earnings softness, with fairly positive views
all around on post-cycle prospects.
The next downgrade from to Neutral was worn by
Harvey Norman (HVN), with yet another previous
supporter buckling under the pressure of a darkening
outlook for the company. Last week saw Deutsche
Bank move lower, citing the threat of increased
competition from JB Hi-Fi (JBH), which is planning a
small move into white goods and kitchen appliances.
The humorous side of this story is that brokers almost
unanimously panned JB Hi-Fi for making the move in
the first place, with few expecting any sort of success.
The last downgrade we recorded was that of
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Fleetwood Corp (FWD), which was also dropped to
Neutral. Macquarie made the move on the back of
AGM commentary, with earnings forecasts also
lowered to reflect lower occupancy rates and a pause
in iron ore orders. JPMorgan and CIMB made the
same moves back in October, both citing the prospect
of weakening earnings in FY2013, although CIMB
sees big things in FY2014-15.

Cabcharge (CAB) also saw an upgrade to Buy over
the course of last week, with CIMB seeing recent
share price weakness as providing a nice valuation
boost. The broker believes an overly bearish outcome
has been priced into the stock, although it does admit
the prospect of Visa and Mastercard 5% surcharge
caps does increase earnings risk. The week prior,
JPMorgan downgraded its recommendation to Sell on
the aforementioned surcharge risks.

Upgrades
We’ll start off coverage of the upgrade side with the
only stock boosted to Buy from Sell, Aristocrat
Leisure (ALL). There was plenty of commentary
following last week’s full-year results and most of it
was positive given a fairly solid earnings beat and
good performances from all regions. On top of the
better than expected full-year performance, Credit
Suisse also sees the potential for share repurchases
given strong cash flows, hence the double upgrade.
Amongst the upgrades from Neutral to Buy, CSL
(CSL) had brokers reacting positively to an earnings
upgrade from 12% expected full-year net profit growth
to 20% net profit growth. BA-Merrill Lynch pushed
through the recommendation upgrade, citing both the
higher earnings and an expected multiple expansion
across FY2013 and FY2014.
Analysts at JPMorgan upgraded AGL (AGK) to Buy,
citing the passing of the regulatory cloud that has
been an overhang for a while now. With the broker
thinking too much downside is now being factored in,
it feels there is now a decent value proposition on
offer.
BA-Merrill Lynch upgraded ALS (ALQ) to Buy, noting
the recent guidance issued by management goes a
long way to de-risking the outlook for the company.
Increases to earnings forecasts through FY2015 were
also made by the broker, who sees a number of value
creation opportunities via both organic growth and
M&A options.

Challenger Financial (CGF) was another of the
stocks upgraded to Buy, with JPMorgan believing
concerns over capital, margins and earnings
transparency are now more than factored into the
share price. AGM commentary was fairly well
received by other brokers as well, especially news
LAGIC capital requirements over the next three years
will likely come in at the lower end of the forecast
range. Management backed its newly found capital
confidence by announcing a $50 million buyback that
is expected by most to be instantly
earnings-per-share (EPS) accretive.
Toll Holdings (TOL) also received an upgrade to
Buy, with BA-Merrill Lynch noting decent trading
volumes over the past couple of months and
expectations for reasonable conditions through
Christmas paint a much nicer holiday valuation
picture.
Norfolk Group (NFK) was also upgraded to Buy,
with JPMorgan upbeat about a number of non-binding
and conditional takeover proposals being received by
the company. While the quality of the bids is yet
unknown, the broker still thinks this is a good sign
about the perception of the group’s assets. CIMB
stayed at Neutral, however, noting investor sentiment
would need to improve before it considers lifting.
JPMorgan also upgraded Macquarie Atlas (MQA) to
Buy citing an improved view on cash-flow metrics and
the fact the stock is now trading at a 22% discount to
valuation.

Aurora Oil & Gas (AUT) was lifted to Buy by Credit
Suisse, which believes narrower downspacing and
HiWay technology is not being priced into the stock at
current levels. Solid production growth through 2016
also supports the broker’s call.
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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, CIMB (former 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.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Preparing for your retirement – Part 2
by Tony Negline
Last week I mentioned the first couple of steps to take
in finalising one potential strategy that will deliver you
with income and estate planning benefits in
retirement (Preparing for your retirement – Part 1).
To better explain your options, we’re using a
hypothetical example where you have $1.2 million in
retirement benefits of which 99% is initially in the
Taxable Component.
Just to recap, you’re aged 63 and your spouse is 62
and you’re currently using this money to provide you
with a Transition to Retirement pension. You’ll be
fully retired by 31 December this year and want to
know the best way to structure these super benefits.
Your spouse has little or no super, but you share
$130,000 outside super, which you would like to
contribute into superannuation.
Contributions
The next step in our overall strategy involves
contributing the $130,000 into super in your name as
a Non-Concessional Contribution. Ideally, this should
be done this financial year on the assumption that
you are have the ability to make this contribution
without incurring excess contributions tax, that is,
you’re not in a situation where you’ll break your
$150,000 non-concessional contributions cap.
With this particular contribution, you should consider
if your spouse should make this contribution and
claim the Spouse Super Contribution Tax Offset
described in Part 1 of this article. To access this
offset, your spouse will need to be paying income tax,
which means your spouse will need to have earned
income or capital gains subject to tax.
This contribution should remain in the accumulation
phase until the next couple of steps can be
completed.

Reducing your Taxable Component
If your current pension can be commuted, then you
should partially commute it by taking $450,000 out of
the pension as a lump sum. Sometime later, you
should consider contributing these proceeds into your
super fund in order to reduce your Taxable
Component. You’ll probably want to wait until the
next financial year so that you don’t break your
contributions caps, so you’ll want to make sure you
can make the $130,000 contribution followed by the
$450,000 contribution (using the three-year bring
forward rule). Make sure to familiarise yourself with
the contributions caps before using this strategy
because breaking them would result in a tax disaster.
You must make the $450,000 contribution before the
end of the financial year in which you turn 65 years of
age. You can’t make a contribution of this size after
age 65 without incurring excess contributions tax. The
ability to make this contribution assumes that by
making it you won’t be subject to excess
contributions tax.
After this transaction your super assets will be
represented as follows:

When you’re ready, both the $450,000 in your
spouse’s name and the $580,000 in your name can
be used to commence account-based pensions. Both
these pensions will be 100% tax-free pensions, which
means any benefits paid from them won’t incur tax.
The $300,000 pension benefit will be almost a 100%
Taxable Component, while the $580,000 will be a
100% Tax-free Component
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Your desired retirement income is $52,000 a year,
which means your super assets need to generate
about a 4% return each year. This seems quite
achievable based on current yields from many
investments including the additional requirement to
protect this income from inflation over the long-term.
One strategy you might want to consider is taking as
much income as possible from the pension with the
largest taxable component so that it runs down in
value faster than your other pensions.
Your death benefits
Before you commence these pensions, you should
give some consideration to making these pensions
reversionary in the event of your death. Alternatively,
you could consider using Binding Death Benefit
Nominations. You can find out more in Which death
benefit option is best?
Another benefit of the reduced taxable component is
that you’ve reduced the amount of tax your children
will pay on any benefit you leave them. Based on the
current account balances, upon your death your adult
children will face a $50,000 tax payment. This is a
potential $150,000 saving on what they would have
otherwise faced on $1.2 million of super. If the
taxable component pension is dissipated as soon as
possible, then the tax saving might be even higher.
Another potentially useful outcome from implementing
these transactions is that it puts some of your
retirement assets into your spouse’s name. This
isn’t important given how our tax system is structured
today, but who’s to say the same system will apply
for the next 20 to 30 years? This defensive strategy
might prove to be very important.
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 4 December: Building approvals (October)
Tuesday 4 December: Current account (September quarter)
Tuesday 4 December: RBA interest rate decision
Wednesday 5 December: Economic growth (September quarter)
Wednesday 5 December: Speech by RBA official
Thursday 6 December: Employment/unemployment rate (November)
Overseas
Monday 3 December: US ISM manufacturing (November)
Monday 3 December: US auto sales (November)
Wednesday 5 December: US ADP private sector employment (November)
Wednesday 5 December: US ISM services (November)
Friday 7 December: US non-farm payrolls (November)
Friday 7 December: US consumer sentiment (December)

Did you know?
Lance Lai is in Washington DC but popped into the studio before he left. Watch what he predicts for the markets
on SuperTV.
Geoff Wilson was also on Switzer last week and you can also find out which stocks Geoff Wilson is buying right
now.
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