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Market pullback ahead?
Stocks are rallying, but the charts are predicting a pullback, while signs show investors are rolling out
of cash, term deposits and bonds into stocks. Today, I examine the rotation versus chartist argument.
Also, Tony Negline examines a controversial draft Tax Ruling. Paul Rickard shares his views on
Westpac's new $500 million hybrid issue. Plus, plenty of downgrades and Lance Lai explores Iluka.
Sincerely,

Peter Switzer
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Spinning right round – chartists say pullback, but
don’t forget rotation signs
by Peter Switzer
Following the massive run up in stocks since
mid-2012 — over 20% — and since mid-November —
over 13% — the charts are telling us a pullback is on
the cards. Meanwhile, other experts are invoking the
wise, old owl lessons of Warren Buffett, which tell us
to be fearful while others are greedy and vice versa.

went up from 7.8% to 7.9% and that would keep
QE-urgers in there, sweating for more money from
the Fed.

That said, Buffett is not a trader but a long-term
investor in quality companies — he just likes to buy
when these companies are cheap and that’s his
stand out characteristic compared to the normal
investor. Want proof? Well, answer this question: Did
you buy CBA at $24.03 on 23 January 2009? Or in
the year that followed, when it was $26.45 on 6
March 2009 and, eventually, climbed into the
$30-range, were you a buyer?
In all likelihood, you gathered courage over the
ensuing years. While there are still people on the
sidelines in cash, there is a rotation out of cash, term
deposits and bonds into stocks. Right now there are
chartist warnings that say this market surge has been
too quick and then there are the logical market
experts who think this is a great time to take profit,
and no one went broke taking profit. However, these
people can miss a lot of capital gain.
So why did Wall St have such a good day at the office
last Friday, with the Dow crashing through the
14,000-level, for the first time since October 2007,
and rising nearly 150 points?
Well, it’s kind of simple — economic data plus
corporate earnings plus expectations of more
quantitative easing (QE) from the Federal Reserve —
and then there’s rotation from those investors who
think they’re missing the start of something big.
On the economy, non-farm jobs were up 157,000 in
January, while the previous two months were
upgraded by 127,000 jobs. Unemployment actually

Meanwhile, the Institute for Supply Management
Manufacturing Index was up strongly from 50.2 to
53.1 and construction services also ticked up but by
only a small amount — 56.1 to 56.2. However,
consumer sentiment was up from 71.3 to 73.8 and
that’s significant!
So the economic data is looking good but the Yanks
received a weaker than expected GDP number for
the December quarter —shrinking 0.1% annualized —
but this came with a big cut in US government
defence spending, and there was Hurricane Sandy,
an election and the fiscal cliff fears all in that quarter.
No-one is seriously saying this is the start of a new
recession for the Yanks. But this also keeps those
hoping for more QE to power both the economy and
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the stock market very positive on shares.

Rotation vs. chartist
On the rotation versus chartist argument, there are
increasing signs that the rotation is happening, but
it’s not an avalanche, and March and the US
Congress could pose some problems for stocks.
On March 1, the so-called sequester kicks in, which is
$65 billion of automatic spending cuts that will start
unless Congress agrees to an alternative plan. The
battles on Capitol Hill could spook the stock market.
Against this, a Spectrem Group survey found that
confidence of millionaires in the economy was at a
two-year high, and it was the economy and company
earnings that were behind this confidence.
Right now the rotation is starting, but it isn’t huge,
and so a pullback is still a damn good chance, but it
would only be a buying opportunity as I believe in this
rally baby!
I like this take by Scott Wren, senior equity strategist
at Wells Fargo Advisors, who gave this to CNBC.
“I would say in the 30 years I’ve been watching it,
this is the least amount of retail interest waiting for a
pullback, or waiting to jump in that I’ve ever seen,”
he said. “Probably and unfortunately for a lot, it’s
going to be a lot higher before they get in.”
I don’t think investing now is like the Irish bomb
sweeper who tippy toes across the minefield with his
thumbs in his ears! No, I think most of the bombs
have been cleared but it still won’t stop a pullback.
Whatever happens, it won’t be a disaster.
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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Westpac taps hybrid securities market: our view on
the first issue for 2013
by Paul Rickard
Westpac is the first borrower to tap the hybrid
securities market this year, taking advantage of falls
in borrowing margins, as retail investors chase yield
and wholesale investors develop a renewed appetite
for risk.
The Bank has launched a $500 million issue of
‘Westpac Capital Notes’. This hybrid issue is
structured on the same basis as the very successful
PERLS VI issue from the Commonwealth Bank, and
follows on issues from Suncorp, Bendigo and BOQ.
The funds raised will qualify as Tier 1 capital for
Westpac under the new APRA rules.
The Westpac Capital Notes pay a quarterly floating
rate dividend, which is expected to be fully franked.
The dividend is set every three months at a fixed
margin over the 90-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 3.20% to
3.40%.
With the 90-day bank bill rate around 2.95%, this
implies a gross dividend rate of 6.15% pa for the first
three months (2.95% plus 3.20%). The actual
dividend in cash, which is fully franked, would be
6.15% x (1 – Company Tax rate) = 6.15% x 0.70 =
4.31% pa.
While these Notes are perpetual and have no term,
Westpac must (subject to a test) convert the Notes
into ordinary shares on 8 March 2021 (in about 8
years). If conversion occurs, holders are issued
Westpac shares at a 1% discount to the then
weighted average market price. The test for the
conversion is the price of Westpac ordinary shares at
the time – provided they are higher than
approximately $15.80, then the conversion occurs –
otherwise, it is retested on the next and subsequent
dividend dates until the test is met.

In order to qualify as Tier 1 capital, there are two
further conversion triggers – a ‘capital trigger
event’ and a ‘non-viability trigger event’. Under
these tests, APRA can require Westpac to
immediately convert the Notes into ordinary shares if
Westpac’s Common Equity Tier 1 Capital Ratio falls
below 5.125% (the ratio was 8.15% as at 30
September 2012), or if APRA believes Westpac
needs an injection of capital to remain viable. Due to
a cap on the maximum number of ordinary shares
that are issued upon conversion, a Note holder could,
under these scenarios, receive less than $100 of
ordinary shares.
Dividend payments are discretionary and subject to
the ‘distribution payment conditions’ being satisfied.
They don’t accrue if not paid, and won’t
subsequently be paid. The main protection Note
holders have is that if a dividend is not paid, a
dividend stopper is placed on Westpac ordinary
shares.
Westpac also has a “once” only call option on 8
March 2019 (in six years), which allows it to redeem
the Notes by paying holders the face value.
Details of the issue are in the table at the end of this
article.
The institutional book build (scheduled for
Wednesday) will set the final margin.
Our View
The PERLS VI issue from the Commonwealth Bank
was issued at a margin over the 90-day bank bill of
3.80% in September last year. On Friday, it closed at
a price of $103.68 – which implies a margin of 3.11%
to its call date. This shows how much margins have
been compressed as investors chase yield.
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90-day term deposits are yielding around 4.30% – an
effective margin of 1.35% to the 90-day bank bill rate.
While bank shares are an alternative, if you are
looking to stay within the cash/fixed interest asset
class, there isn’t really a lot around. Is the margin on
a bank hybrid security of 3.2%, compared to the
margin of 1.35% on a bank term deposit, worth the
extra risk?
We think that in this case and in these market
conditions, it is – and while there are likely to be other
hybrid issues in the coming months, this Westpac
issue will be very keenly sought.
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 broker wrap – JB Hi-Fi and Toll among
downgrades, which outnumbered upgrades 2:1
by Rudi Filapek-Vandyck
also noting the potential for corporate action over AP
Eagers’ (APE) 18.6% stake is an additional
sweetener. Sentiment remains quite high for the stock
in the FNArena Database, with three Buys and just
one Hold on record, and this is despite the current
share price trading 4% higher than the consensus
target.
UBS made two changes to the upside last week,
upgrading both Downer EDI (DOW) and Drillsearch
(DLS) to Buy from Hold. Downer gets the nod on the
broker’s increased confidence about FY13 guidance
and the view that operational risks surrounding the
Waratah train project are diminishing. The upgrade
leaves Downer with a perfect string of eight straight
Buys in the database. As for Drillsearch, the broker’s
move was predicated by three facts:
Securities analysts and investment strategists have
started to look forward into the February reporting
season in Australia. Views and expectations diverge
as to what should be expected but it appears nobody
is expecting much in terms of positive surprises.
The all-important question then becomes: how is a
non-exciting reporting season going to affect a share
market that is up 5% for the year already?
We will all find out in the four weeks to come. When it
comes to ratings for individual stocks, downgrades
outnumbered upgrades by more than 2:1 in the week
past. Interestingly, many of those downgrades have
been inspired by share prices running up too high for
what is likely to be in store in the short to medium
term.

1. December quarter production was up 54% on
the ramping up of production at Bauer.
2. More upside and material production
increases in the coming six months are
expected.
3. A 19% drop in the share price since the
beginning of the year.
The upgrade establishes a positive skew for the
shares, with two Buys and one Hold now on record.
BA-Merrill Lynch jumps in with a boost for Goodman
Fielder (GFF), lifting the stock all the way to Buy from
Sell on improved earnings expectations, after lifting
FY13-14 earnings estimates by 11% and 19%
respectively. The upgrade pushed the stock slightly
further into positive sentiment territory, with four Buys,
two Holds and two Sells.

Upgrades
Last week, CIMB lifted Automotive Holdings (AHE) to
Buy from Hold, seeing the company as being well
placed in 2013 with earnings risk to the upside, while

Deutsche Bank bumped up IOOF (IFL) to Buy on the
view that current consensus doesn’t seem to be
giving IOOF full credit for its improving outlook. The
broker believes the company has expansion potential
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and is well positioned to take advantage of industry
consolidation. Plus, there’s 10% upside to the price
target and 5% dividend yield. Four Buys and two
Holds see the stock well regarded in the database.
Analysts from Citi also pushed out two upgrades, with
National Australia Bank (NAB) and Oil Search (OSH)
both lifted from Hold to Buy. The call on NAB was not
so much about the bank, but was rather based on an
observation of investor dividend appetite. Thus Citi
doesn’t really expect much upside from the bank; it
just sees a fairly safe if unexciting reporting season
combined with investors that continue to look for safe
yield. Three Buys, four Holds and a couple of Sells
see the stock increase its positive sentiment. As for
Oil Search, the broker moves its target higher, after a
positive quarterly report that saw both earnings
forecasts and the price target pushed higher. The
stock maintains a positive sentiment read in the
database on six Buys and just two Holds.
Downgrade
As mentioned, the downgrade side is a fair bit busier.
IRESS Market Technology (IRE) took one of the
biggest hits last week, downgraded to Sell from Hold
by both Macquarie and Credit Suisse. The view is
IRESS will continue to do it tough, especially in
financial markets, where the company’s sell-side
clients remain under pressure. Macquarie makes a
point of confirming it likes the company, saying
shares are just too rich. The downgrades leave the
stock firmly mired in negative sentiment.
Another double downgrade case was Pharmaxis
(PXS), with both CIMB and Deutsche Bank cutting
their calls. CIMB moves to Hold from Buy and
Deutsche to Sell from Hold, after an FDA advisory
committee handed down a negative recommendation
on Bronchitol. CIMB notes funding has been secured
to keep the ball rolling for a couple more years, while
Deutsche thinks further trials will be much harder to
get green-lighted, making any sort of success on this
front less likely. The stock has hung on to a positive
sentiment read, barely, with two Buys one Hold and a
Sell on show in the database. Not every analyst has
updated post the FDA recommendation just yet.

Aquila Resources (AQA) fell to Sell from Neutral on
the books of JP Morgan, with the broker downgrading
on recent strength in the share price. The broker also
chopped Evolution Mining (EVN) down to Hold from
Buy despite a fairly solid quarter. Capex blowouts
were held to blame. Four Buys and two Holds in the
database ensure a positive bias is maintained. Silver
Lake Resources (SLR) was also lowered by JPM, the
broker spooked by a soft quarter and uninspiring
guidance. Lastly, JP Morgan also lowered its view on
WDS (WDS) to Hold from Buy on an appreciating
share price and the expectation for mixed results at
best in the upcoming 1H report.
CIMB made a number of downgrades among
industrial services stocks, lowering Brambles (BXB),
Qube Logistics (QUB) and Toll Holdings (TOL) to Sell
from Neutral. For Brambles, the broker thinks current
market conditions simply don’t justify current share
price strength. For Qube, the broker’s outlook
remains positive, but the recent run in the share price
has stretched the valuation picture pretty tight. The
broker is also positive on Toll longer term, but
otherwise remains cautious about the extent of
improvement we’re likely to see over the course of
2013.
The broker also took the knife to Southern Cross
Media (SXL), cutting its call from Buy to Sell on lower
forecasts and market share headwinds in both TV
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and metro radio. The stock has maintained a slight
positive bias, with four Buys, two Holds and two Sells.
UBS downgraded UGL (UGL) to Hold from Buy,
making it a run of downgrades this month, after both
CIMB and BA-ML cut their calls earlier in January.
UBS’ problem is a dwindling order book, which is
starting to feed through to a lower earnings outlook.
The latest downgrade moves the stock into negative
sentiment territory on one Buy, five Holds and two
Sells.
BA-Merrill Lynch made two adjustments, with both JB
HiFi (JBH) and ResMed (RMD) downgraded over the
course of the week. The broker moves from Hold to
Sell on JB HiFi, given a declining outlook on margins.
Sentiment has slipped into the negative on four Sells,
three Buys and a Hold. Meanwhile, ResMed slips to
Hold from Buy on valuation grounds, despite a
well-received December quarter report. Our database
now shows two Buys and six Holds.
As far as changes to consensus target prices go, the
biggest increase was an 11.23% lift in IOOF, while
ResMed posted an 8% rise. The big move to the
downside was recorded by Pharmaxis, on the back of
the downgrade discussed above. Evolution Mining
and PanAust (PNA) were also down a bit more than
5%.
Both Tap Oil (TAP) and Perseus Mining (PRU) saw
consensus earnings lifted by 10-11%, while major
downgrades were pushed through on Lynas Corp
(LYC) and Whitehaven Coal (WHC), PanAust,
Sandfire Resources (SFR), Newcrest (NCM),
Evolution Mining and Drillsearch.
Note: FNArena monitors eight leading stockbrokers
on a daily basis and the tables below are based on
data analysis from the week past concerning these
eight equity market experts. The eight experts are:
BA-Merrill Lynch, Citi, Credit Suisse, Deutsche Bank,
JP Morgan, Macquarie, CIMB (former 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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Iluka Resources – a stock to explore, then buy?
by Lance Lai
Iluka Resources Limited (ILU) is involved in the
exploration, project development, operation and
marketing of mineral sands. It is the largest producer
of zircon in the world with about a third of the world
market, and the second largest producer of titanium
dioxide minerals.
In recent times, the company has cut production as
prices for their products have fallen 25% to 35%,
primarily due to weak property prices in the US and
China.
This stock represents one that has been “beaten
down” and a “buy” on the premise that economies
will improve in the medium term.
A move to $12.38 is foreseen, and a “dip your toe”
buy at these levels. Should the price go to $9.28, then
a second parcel may be entered.
Falls below $8.88 ought to be viewed with caution
and stop levels could be considered here. This is a
volatile stock, and needs to be monitored. See chart
at the end of this article.

6. Week of 19 September 2005 saw a then all
time high of $8.05. This level is in line with
strong support of recent times and supports
the argument that a low ought to have been
found.
7. $12.38 is foreseeable technically, a rise of
24%.
What don’t I like?
1. The price action is till below the 200-day MA
2. The 200 day MA is still firmly pointing down
3. $10.36 is where the 200-day MA is. It is close
to that level implying that a “pull back” is due
and possible around here.
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.

Why do I like the chart?
1. Selling that occurred between 7 May of 2012
to 19 November 2012 looks to have stabilised
on a daily basis.
2. Lows of 24 July 2012 at $7.72, and 19
November 2012 of $7.36 were rejected
“nicely”.
3. Indicators on a sort term basis look likely to
cross the 200-day moving average (MA).
4. The low of this stock was in week of 6 July
2009 at $2.70. It has continued to rise to an
ultimate high of $19.46 the week of 18 July
2011. A rise of 7.2x.
5. The retracement to $7.36 represents sufficient
retracement to $7.28.
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Paying pensions – ATO provides some relief for
“mistakes”
by Tony Negline
Last week, the Tax Office took another step towards
dismantling its controversial draft Tax Ruling on
pensions issued in July 2011.
The ATO published new documents on its website
dealing with account-based pensions not paying the
minimum income in a particular year.
The Tax Office says that if you don’t pay the
minimum income payments in a year, then your fund
won’t have paid a pension for that financial year. In
effect, the fund’s income will go from being tax
exempt to being taxed at 15%.
This may create a significant problem for some SMSF
trustees, who sell assets thinking the transaction is
CGT free, only to find that later this isn’t the case.
(Just remember that realised capital gains on assets
held for more than 12 months are effectively taxed at
10%.)
Further, the ATO says that if the account-based
pension rules are followed in the next financial year,
then a new pension is deemed to have been paid. If
this occurs, then you would need to issue new
documentation to support that new pension.
These comments are a re-statement of the ATO’s
original position as contained in the draft Tax Ruling
mentioned above.
ATO gives some ground
The ATO has now given some ground. In the new
documents, it says that it will give trustees some
leniency in relation to these rather harsh rules. SMSF
trustees will be able to fix this income under-payment
problem themselves if all of the following exist:
1. The under-payment of the pension’s income
was an honest mistake or outside your

control;
2. The income underpaid represents no more
than one twelfth (8.3%) of the statutory
minimum income that must be paid each year;
3. The only breach in relation to the pension
concerns the minimum income payment;
4. The trustee makes a catch-up payment for the
amount underpaid as soon as possible (by
ASAP, the ATO says it means within 28 days
of you becoming aware that the income
payment hasn’t been made);
5. The trustee treats that payment for all other
purposes as having been made in the prior
income year; and
6. The trustee hasn’t previously been granted a
concession by the Tax Office for failing to
meet the minimum payment requirements.
You will only be allowed to ‘self-assess’ (i.e. use this
leniency provision without further reference to the
ATO) once for a pension under-payment issue.
If you don’t satisfy all these rules, then you would
need to apply directly to the ATO for it to grant you a
concession to continue to pay the same pension.
The ATO will only entertain granting these
concessions if you can satisfy the first five points
above. In your application for a concession, you will
need to outline why the minimum pension wasn’t
paid.
If you can’t self assess and you don’t satisfy the first
five rules above (and therefore can’t apply to the
ATO for a concession), then your fund didn’t pay a
pension in that income year. This will mean that
you’ve received lump sum payments. For some
people, this will create a great mess that has to be
sorted out, especially if the Preservation rules have
been breached.
The ATO says that its “revised views” start from 1
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July 2007. This means that, if in the last five financial
years you’ve under-paid any pension, you should
apply the above rules to ensure your pension
continues to receive its tax exempt status.
The amount of under-payment must actually be paid
out of the fund as an income payment. In other
words, an accrual in the accounting records is
unacceptable.
It’s worthwhile pointing out that this new document
isn’t binding on the ATO. That is, if you apply this
document and it then changes its mind on how the
rules work, it can demand payment for the
under-payment of any taxes, but it would probably
waive penalties.
What’s now left in the ATO’s draft Tax Ruling? In
the main, there would appear to be only one item left
for this ruling, namely the issue of partial and full
commutations (i.e. stopping) without proper pension
documentation. Presumably this will be dealt with at
some future point.
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.

13

The Week Ahead
Australia
February 4 Monthly inflation gauge (January)
February 4 Job advertisements (January)
February 4 Building approvals (December)
February 5 International trade (December)
February 5 Reserve Bank Board meeting
February 6 Retail trade (December)
February 7 Employment/unemployment (January)
February 8 Statement on Monetary Policy
Overseas
February 4 US Factory orders (December)
February 5 US ISM services (January)
February 8 US Trade (December)
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