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In it for the long haul

The tragedy in Boston weighed on markets for a short time, but commodity price falls and other
concerns in the US are behind the recent blips. After so many years of depressed activity, it's easy to
read the worst into any market dip, but I still expect the year to end better than it started.
And with this insatiable demand for yield stocks at the moment, Telstra is fast approaching our call last
October when the stock was then trading at just under $4.00, and we were expecting it reach $4.50
within a month or two and head on its way to $5.00.
Given all the buzz about the new high-speed railway, James Dunn analyses the companies that might
benefit from such a proposal. In our property analysis, we show you the areas forecast to grow for units
over the next five years and Louis Christopher takes his residential property predictions out to 2014.
Sincerely,

Peter Switzer
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Sell in May and go away?
by Geoff Wilson
This saying has been used as a catchy headline ever
since I first entered the market back in 1980. I don’t
know if many people actually heed this advice but I
thought it was a topical subject to kick off this
month’s article.
Statistically, the six-month period starting in
November and ending in April tends to outperform the
alternative period from May to October. There are a
few reasons for this, including the northern
hemisphere summer vacation that sees investors,
companies and bankers alike, taking holidays. The
beginning of the calendar year typically sees asset
allocation decisions being made, which often leads to
increased buying of stocks and the (seemingly)
irrational Christmas rally, fuelled, perhaps, by a few
too many Christmas parties and accompanying
beverages.
Supporting this theory, last year the market was flat
between May and November, before launching into a
strong rally that took it from about 4,500 to 5,150 in
March and around 4,960 now.
How will it play out over the next six months? Let’s
consider the major factors that we are aware of. It’s
important to understand that, more often than not, it
will be something that we don’t anticipate that has a
surprising impact on the market, but let’s look at
some of the big drivers we can identify.
Japanese turbo charged QE
The Japanese are famous for their high performance,
turbo charged sports cars and now they have taken
the same approach to trying to get their economy
growing, and defeat the deflation that has plagued the
economy and investors for about 20 years since the
boom ended back in the early 1990s.

and bond buying at twice the rate of the US Fed.
Consequently, the yen has collapsed and capital has
flowed out of Japan, chasing alternative yield
opportunities.
Australian markets have been beneficiaries of these
outflows, which are likely to continue. The collapsing
yen is probably a net slight negative for our
export-orientated industries but a positive for
consumer spending and import companies. The
Chinese exported deflation to the world for the last
decade or so and now the Japanese will have a go.
How cheap will that new Toyota get? Could this be a
final nail in the coffin of the Australian car industry?
Unfortunately, the BOJ is fighting against the sad
reality of an ageing population, an already efficient
workforce and a zero immigration policy. Real
economic growth in such an environment will be a
challenge.
The gamble the BOJ is taking with this latest
effort to turn its economy around has a familiar
air of desperation to it.
A Gillard guillotine?
In September we will have another federal election
(and not a moment too soon I hear many of you sigh).
Both consumers and stock markets tend to go quiet
ahead of major elections. Uncertainty always seems
to have an impact on behaviour, even if it’s
subconscious. The very early calling of the election
by the PM has provided a long lead-time to subdue
sentiment. While consumer spending recovered late
last year and into this year, in recent months it has
softened, and we would expect things to remain
this way until the election is out of the way.
Not so super changes

The Bank of Japan (BOJ) is pursuing money printing
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The proposed taxation changes relating to self
managed super funds are set to make money for
Governments and accountants. Not only will taxation
get even more complex (if that’s possible), but active
tax planning within SMSFs will become common
place in order to massage earnings under the tax
threshold.
Unfortunately the Federal Government has a massive
fiscal black hole and whichever party is in power,
taxes will go up. Tony Abbott has not said he will fight
against this new tax, he has just publicly condemned
it.
One of the elements of the proposed changes is that
stocks held in super funds (before early 5 April 2013)
will be grandfathered and effectively exempt from
contributing to income via capital gains. This will
provide a strong incentive to hold these stocks
and not to sell. This should have a slight positive
influence on stocks, as owners will be less
inclined to sell.
We saw a similar phenomenon in the 1980s with the
CGT exemption that was provided to stocks
purchased before the 1985 cut-off date when the
CGT was introduced.
Miner’s massacre
For anyone following the mining sector, you would
probably have noticed that the market boom in miners
came to a shuddering end, with the small miners
index falling over 40% in the last year, and much
more from previous highs. BHP and RIO have been
relatively strong performers and are only down
slightly over the period.
Sentiment is so negative and short positions are so
high that our sentiment intelligence tells us the bottom
is close. However we tend to avoid mining stocks.

Reasonably easy to anticipate for most businesses
unless they have a high raw material input of a
volatile commodity.
2. Volume
More difficult, but often reasonably easy to predict if a
business has an existing track record of profitable
activity. Volume is made up of the number of units
sold.
3. Price
This is the big one. In many industries, price can be
anticipated due to market conditions, business history
etc. In the case of miners, one needs to develop an
expertise in commodity pricing. If you don’t have a
strong view on the underling commodity prices, then
you can’t calculate earnings. This is why we
(generally) avoid this space. However, if sentiment
gets to a point where stocks are insanely cheap
(selling at big discounts to cash) we may find value
that is adequately compelling.
I should add that small miners that are yet to deliver a
real business case with a commercially viable
resource, are nothing more than gambling tokens.
They are attractive to many because, for a small
investment, a large upside potential is delivered. We
call it the “Tatts Lotto effect” and it attracts many to
its seductive swoons but we like to invest when the
odds are in our favour. We don’t believe that is the
case when investing in small mining stocks.
US recovery ongoing
The US recovery continues to limp along and create
jobs while asset prices keep going up. The US stock
market is still hitting all time highs, being fuelled by
the Fed’s printing of US dollars, a slow consumer
recovery and a weak US dollar helping exporters.

At Wilson Asset Management (WAM), we endeavour
to invest in companies that we anticipate will deliver
healthy earnings per share growth. It’s a pretty
simple goal really! What makes up earnings per
share?

Given the significant rally, the US market has
experienced over the last year, a respite over the next
six months would not surprise me at all.

1. Costs

Time will tell. But perhaps the words of the great Mark
Twain may be useful;

So… sell in May?
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“October: This is one of the particularly dangerous
months to invest in stocks. Other dangerous months
are July, January, September, April, November, May,
March, June, December, August and February.”
Mark Twain obviously missed out on creating
significant wealth through investing in the stock
market.
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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Utility sector outlook – AGL and Spark
Infrastructure
by Ron Bewley
There are five ASX 100 stocks in the Utilities sector.
This sector is very much considered to be a defensive
sector with good dividends. Only two of these stocks
pass the ‘2.5’ test on consensus recommendations
for a market outperform (please see my paper on the
Market Updates tab of our website
www.woodhall.com.au for details) and one stock is
only 0.1 away from that bound.
AGL Energy (AGK) is a gas and electricity sales and
distribution company, APA Group is involved in
natural gas infrastructure while Spark Infrastructure
Group (SKI) invests in infrastructure projects.
The yield on this sector gravitated towards 5.5%
along with Financials, Property and Telcos over the
last 15 months in what seems to be the place for cash
on the sidelines to go to, in search of better yields.
However, as we can see from the table, the price
paths over the last 12 months have been many and
varied. AGK, the biggest player in this sector, does
deserve some special mention because of its links to
coal seam gas and because some analysts say that
this company will not do as well under a Coalition
government.

The closing prices are reasonable when compared
with the target prices. After all, it is the dividend and
stable prices that attract investors to this sector.
AGK’s forecast yield is the lowest at 4.3% but the
others are much healthier.

AGK’s recommendation trace in Chart 1 has slipped
a fraction over the last 12 months while SKI’s is a
little better. While APA’s current recommendation, at
2.6, is close to the value that we prefer before adding
a stock to a portfolio, the trace has been a little
wayward.
The exuberance trace for this sector is shown in
Chart 2. It did the ‘classic’ bounce off the 6% trigger
for a correction or a prolonged sideways movement in
2009-10. Unlike most other sectors, Utilities have
remained reasonably priced since that time and are
currently close to fair value.
With the weaker than expected data from China on
Monday, and weaker results for the US and Australia
last week, defensive sectors are worth some serious
attention, for those wanting a yield in excess of those
from term deposits. And in light of the tragedy in
Boston earlier this week, defensives might help
portfolios through the next little while. If we go back to
the 9/11 attack – if indeed Boston turns out to be a
terrorist attack – our market bounced back within a
week or two.
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We still have the next 12 months pencilled in for 12%
capital gains on the ASX 200 – but we do not expect
to get there in a straight line. Defensive stocks play a
big role in smoothing out some of the bumps.
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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Fundies’ favourite - Tatts Group no gamble
by Rhett Kessler
How long have you held Tatts Group (TTS)?
We first purchased shares late in Dec 2011.
What do you like about it?
Primarily, we like the high quality lottery business,
which makes up two thirds of our valuation for the
group. In addition, most of the remaining third
represents the lowest cost wagering product producer
in Australia. Both businesses are buttressed by their
exclusive long-term state-based licences.
We like the fact that today’s market-cap ($4.6 billion
at 325 cents) is largely justified by a predictable
non-cyclical after-tax cash earnings yield of 6%, with
good growth prospects.
Retail stocks like Tatts Group should experience
upside in an improving world economy because their
distribution model allows for much higher internet
sales margins. In particular, underlying volume
demand grows at GDP plus 1-2%, in addition to price
increases.
More importantly, the company represents an efficient
source of tax revenue for state governments. Given
the funding pressures many state budgets are under,
Tatts Group represents an interesting exposure to
increased lottery licence privatisation.
How is it better than its competitors?
The company’s lottery business does not have
competitors in Australia. In addition, where the
government-run licences have been acquired, Tatts
management has demonstrated a consistent ability to
enhance sales through sophisticated marketing and
promotional activity, while controlling costs.

Remember this business represents long-term
exclusive licences to distribute lottery products across
all the states domestically (except WA), both on a
state basis and pooled basis (for scale).
Tatts’ unique position as the lowest cost wagering
product producer, due to its long term Tasmanian
licence, provides an important competitive edge
should the industry develop to allow full blown
national competition. Note that Tatts Group currently
has licences for only 20% of the market.
What do you like about its management?
The company’s management understands their
competitive advantage lies in use of ‘negative
working capital’ to generate very high returns by
monetising intellectual property via electronic means.
This business has no stock or debtors, no
warehouse, or physical logistics. The divisional heads
have good track records in growing the revenues of
their individual businesses with significant operating
leverage.
At the corporate level, there has been a change to the
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CEO – the retiring CEO has been replaced with
Robbie Cooke, a well-known CEO (ex Wotif) with a
good track record. The CFO has also recently been
replaced with his extremely competent understudy,
Neale O’Connell.
What is your target price?
We believe today’s market-cap of $4.6 billion
represents attractive value, given the high degree of
certainty for the 6% after-tax cash earnings yield,
coupled with the high visibility on several years’
growth. We don’t use price targets.
At what point would you sell it?
We may sell the stock if the after-tax earnings yield
becomes too thin (because the share price goes too
high) or any of our underlying profit drivers change
enough to negate the investment thesis of stable
predictable and growing cash earnings.
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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LEI, UGL and DOW all have their eyes on a fast train
by James Dunn
Twenty-five years ago it was the Very Fast Train
(VFT); now it’s the High-Speed Rail (HSR). English
being English, neither of them has the ring of
France’s TGV – the Train à Grande Vitesse, which
simply means ‘high-speed train – but that is the
moniker we’re stuck with.
And stuck with for a very long time: last week’s
launch by Transport Minister Albanese of Phase 2 of
the Government’s strategic study into a fast train line
connecting Melbourne to Sydney and Brisbane –
about 1800 kilometres – was a non-announcement,
really, given that such a project – if built – would not
start carrying passengers until 2050. Not to mention
the costing (in 2012) dollars put on the project: a
highly optimistic $114 billion.
But in honour of the High-Speed Rail project, let’s
take a look at the companies in sectors that could
benefit.
In the beginning
The earliest work done on the HSR project in an
engineering sense will be the early-stage route
mapping, environmental impact, land evaluation and
geo-technical studies. The Australian share market
hosts a range of engineering companies with the
expertise to be involved at this stage of the project.
Coffey International Limited (COF, share price 34.5
cents, FY13 forecast yield 2.9%), which offers
expertise in engineering consultancy, technical
services, geosciences and project management, is
one. Cardno Limited (CDD, $6.50, 5.7%), a
professional infrastructure and environmental
services company, which specialises in consulting
engineering, planning, surveying, landscape
architecture, environmental services, electrical
engineering and geo-technical services, is another.

The same is true for WorleyParsons Limited (WOR,
$23.12, 4.1%), which through its Evans & Peck
division, advises on rail system planning, construction
and upgrading, safety systems, passenger and freight
node points and interchanges, as well as operational
planning of existing and new passenger and freight
railway systems. Evans & Peck is a standout
candidate for a feasibility study and geo-technical
work along the route.
The standouts
When it comes to building the HSR track, a logical
choice for substantial contracts is Leighton Holdings
(LEI, $19.44, 5.3%), which has more than 40 years’
experience in building rail projects in Australia and
overseas, from design through to the construction,
commissioning and ongoing maintenance. Leighton
could be expected to be involved in everything from
the planning, pre-construction earthmoving,
tunnelling, building the tracks, installing the signalling
and overhead wiring, through to the power supply and
plant, and building stations.
Engineering and infrastructure management groups
UGL (UGL, $9.86, 7%) and Downer EDI (DOW,
$4.75, 4.6%) would also be likely to pick up HSR
work, given their significant involvement in the rail
business. UGL manages the Outer Suburban Railcar
(Oscar) project for the NSW Government’s CityRail,
and operates Melbourne’s metropolitan rail network
(in conjunction with Leighton’s John Holland and
Hong Kong’s MTR Corporation), as well as Yarra
Trams in Melbourne, the world’s largest tram
network.
UGL is part of a consortium bidding for the
operations, trains and systems (OTS) contract for the
NSW Government’s North West Rail Link, which
involves the longest railway tunnels yet built in
Australia. Another major feather in UGL’s cap is that
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it is Australia’s only designer and builder of rolling
stock, in technology partnerships with major world
manufacturers ALSTOM, GE-Transportation and
Mitsubishi Electric.
Downer EDI’s rail services include design,
manufacture, refurbishment and maintenance of
rolling stock and construction (its partner business
EMD builds the locomotives and rolling stock
overseas) and maintenance of railway infrastructure.
Downer EDI holds the Waratah rail contract, a $3.6
billion deal to deliver 78 new trains for Sydney’s
metropolitan rail network, a contract that has been
plagued by lengthy delays and cost blowouts. Downer
EDI expects the project to incur a $430 million loss. It
also built the Millennium train fleet for the NSW
Government’s CityRail.
Both UGL and Downer EDI have experience building,
maintaining and supplying rail systems, and have
clearly identified capabilities that would be unlikely to
be passed over by the HSR project. What they could
not do themselves, they would quickly be able to find
the right overseas partner with which to work.
Another engineering business with strong credentials
for HSR involvement is RCR Tomlinson Limited
(RCR, $2.20, 4.1%). Although it is mainly involved in
work for the resources, energy and power sectors,
RCR Tomlinson recently announced a merger with
fellow engineer Norfolk Group, which brings to the
combined company its highly regarded ODG Haden
Construction business, a leading provider of electrical
and communications engineering solutions, and a
major force in the railway signaling systems market.

Conclusion
A project like HSR, with a long gestation period and a
huge array of potential problems – in the approval
process, logistical, engineering and financial – should
not be the basis of investment decisions in the
short-term. There will be lucrative contracts won if –
with the best will in the world – the project eventually
goes ahead, but in the meantime, investing in any of
these businesses requires a hard-headed appraisal of
their medium-term prospects.
The most substantial stocks in the HSR group are
Leighton, WorleyParsons, Downer EDI and UGL.
Leighton and UGL offer yields that are attractive at
first sight, but bear in mind that all are exposed to
risks in other areas of their business. The best you
will do on ratings grounds is a consensus
buy/outperform on Downer EDI, a consensus ‘hold’
(with some ‘sells’) on Leighton and a consensus
‘hold’ (with a couple of buy/outperforms) on
WorleyParsons. Consensus on UGL is largely neutral
at present.
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

Also in the signalling/electronic communications field
that will be a major part of the HSR project is
NetComm Wireless Limited (NTC, 25.5 cents, no
dividend forecast), which specialises in the
development and supply of advanced
high-performance broadband communication
systems.
Finally, there is the supply of the actual track: there,
the logical candidate would be Arrium Limited (ARI,
83 cents, 6%), the former OneSteel, which is
Australia’s only steel ‘long products’ manufacturing
business. But Arrium is struggling, and the supply of
rail track to the HSR project is a long way off.
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Top areas for units – access to amenities key
by Penny Pryor
Unit growth forecasts for the next five and eight years
are substantially smaller than they are for houses
across most areas. But as the median prices are also
lower, they are often a better choice for investors.

units in Melbourne, which should come as no
surprise. Both these areas are recording annual
yields of close to 5%, which is good news for the
investor.

There is a smaller number of units than houses in
Australia and some areas have a very low density of
units. Residex says it’s because of these factors that
they aggregate units into larger regions to give the
most reliable results.

Also in the statistical area of Melbourne, 66.1% of
residents reported that they rented their dwelling in
the last Census and 99.4% of dwellings were units.

But even for units, areas that are in reasonable
proximity to city centres, have good transport access,
infrastructure and amenities, are those that are most
likely to grow over the next five years.
Frankston units come in at number one on our list.
Frankston is 45 minutes away from Melbourne and
accessible now via the EastLink. The postcodes this
area cover also include suburbs closer to Melbourne.
Not far behind Frankston is inner city and north west

In Sydney and NSW, the areas predicted to grow the
fastest are far western units. According to the
postcodes, these localities range from as far afield as
Badgerys Creek to Mount Druitt. The median price is
quite low at $263,500 and the yield is high. The
investment prospects appear quite strong, but as with
all investments, make sure you do your due diligence.
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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Residential property outlook for 2014
by Louis Christopher
Like never before, our residential property market is
highly dependent on the larger economy – the macro
forces such as interest rates, the exchange rate,
federal and state government policy and also the
decisions of our major banks.
The reason why the housing market is so sensitive, is
because the level of housing debt to incomes is very
elevated (at 150%), making our overall housing
market highly geared. And, just like other assets that
are leveraged, that means when conditions are right,
the market can provide some great returns. And it
also can be quite dangerous as well, when leverage
works against you.
So this is a market that needs low interest rates and
ideally, other macro forces running its way. And so far
this year, the market has, more or less, got what it
wanted. Our SQM Research Housing Boom and Bust
Report released back in September 2012 forecasted
a 4% to 7% increase in 2013, as measured by the
Australian Bureau of Statistics (ABS).
The ABS will release their March quarter results early
in May and our tip is capital growth at 1% to 1.6% for
the quarter, which will be lower than the other private
reporting bodies, but more in line with our
expectations of a market that is in a modest recovery
thus far. So for now, 4% to 7% looks like the money
for this year
But what of 2014? Well at this stage, there are many
“X” factors that could play out. Similar to our
September Housing Boom and Bust Report, we have
highlighted five main scenarios to consider, and their
impact on the national housing market.
Scenario 1 – Terms of trade remain stable
throughout this year and next. The RBA either
keeps interest rates on hold, or cuts by 25 basis
points by mid-2013, while the Australian dollar

(AUD) continues to hover just above parity to the
US dollar.
This scenario is closest to the one transpiring at
present. Over 2012, the RBA cut interest rates from
4.25% to 3%, which has already helped slightly boost
the domestic housing market. While discussion
surrounding the RBA’s interest rate policy continues,
the jury is still out on whether there will be further cuts
going forward. A recovery in Sydney, Perth and
Darwin housing markets is already confirmed and
there are some modest, yet positive, signs elsewhere.
Further rate cuts will likely intensify the rate of this
recovery into 2014.
Scenario 2 – Terms of trade recovers and the
Australian dollar begins to rise towards $US1.10.
The RBA continues to keep interest rates on hold
in 2013 and increases rates by 25 to 50 basis
points in 2014.
A rising terms of trade will help propel the housing
market within the mining states of Queensland and
Western Australia. A rising Australian dollar, however,
could dampen growth in the service-centric cities of
Sydney and Melbourne, which are sensitive to a
rising dollar. Rate hikes in 2014 would not dampen
the market until late that year. But dampen they
would.
Scenario 3 – The terms of trade stabilises, while
the RBA cuts rates by more than 50 basis points
over 2013. The Australian dollar continues to
trade close to parity.
In this scenario, the terms of trade would stabilise
close to the levels witnessed in September 2012,
while the RBA would continue to cut rates by over 50
basis points over 2013. The Australian dollar would
continue to trade close to parity.
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Big interest rate cuts, a stable terms of trade and
Australian dollar, will help stimulate the housing
market within the country.
Scenario 4 – The terms of trade recommences its
fall around mid-2013. In response, the RBA cuts
interest rates, while the Australian dollar falls
below parity.
In this scenario, prices of hard commodities once
again begin to fall. In response, the RBA begins to cut
interest rates to cushion the blow of the falling terms
of trade, which is accompanied by a decrease in the
Australian dollar also. The impact of such a scenario
on the housing market is likely to be minimal to begin
with. However, such a situation could have ripple
effects, negatively impacting certain cities such as
Perth, Darwin, Brisbane and Adelaide.
The danger present in this scenario is in the RBA
being slow in cutting rates. The RBA might look at
prolonging the rate cuts due to concerns about
fuelling a new housing bubble. However, in not
responding quickly enough, the economy and the
housing market could slump.
Scenario 5 – The terms of trade rises but is
accompanied by accelerating inflation at around
6% by late 2013. The RBA lags inflation and
increases interest rates in late 2014.
In this scenario, inflation breaks out above the
long-term national average, hovering close to 6%.
The terms of trade also witnesses gradual increases.
The RBA, however, is seen to be lagging inflation in
terms of raising interest rates.
An inflationary environment is considered to be
stimulating for the housing market. With inflation
breaking out above the long-term national average of
3%, the housing market could witness growth within
the country.
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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“New-style” versus “old-style” subordinated bonds
by Gavin Madson
Last week Suncorp came to the market with a Basel
III compliant ASX-listed sub debt deal (see Paul
Rickard’s analysis of that issue here), but investors
need to be aware of the key differences between this
new structure and those that came before, as the
changes are significant. There are three key
differences between “new-style” and “old-style”
subordinated debt and investors need to be aware of
the differences :
1.

Step-up clause

New Basel III rules explicitly prevent the use of
step-up margins on any new regulatory capital
instrument, such as subordinated debt or Tier 1
hybrids. Step-up clauses were seen to be “incentives
to call” by the Basel Committee and have been
outlawed. “Old-style” step-up securities issued have
been given grandfathering relief to still count towards
the capital calculations, however only until the first
call date, after that date their contribution to capital
immediately falls to zero.
The existence of a step-up clause is an important
differentiation in a subordinated debt (or Tier 1 hybrid)
security; a step-up provides a strong incentive for the
issuer to call at first opportunity. No such incentive
exists for “new-style” subordinated debt.
2.

Expectation of call

One of the key thrusts of the new Basel III capital
rules is to remove any indication to the market that a
capital security is intended to be called at the first
opportunity. Rather, regulators want issuers to make
each call decision on the economic merits of cost
versus benefit (i.e. is it cheaper to call and re-issue
another similar security and if not, the issuer should
not exercise their call option).
By removing “incentives to redeem” from the

structure of newly issued capital securities, the
issuers are being forced by regulators to apply an
economic rationale to the call decision. Further,
investors will no longer be able to rely on reputation
for expectation of call at first opportunity, something
that appears to be lost on ASX investors.
It is anticipated that once the “old-style” securities no
longer exist in the market, the long held expectation
of call at first opportunity will change. The expectation
of call at first opportunity is much stronger for
“old-style” step-up securities than the “new-style”
securities.
3.

Non-viability clause

Any new subordinated debt (or Tier 1 hybrid) security
issued after 1 January 2013 by an APRA regulated
entity must include a “non-viability clause”. This is
another of the sweeping changes under Basel III and
states that if the regulator believes an issuer is at the
point of “non-viability”, then they can require that any
capital securities, with the requisite terms in the
documentation, be written off (the default position) or
converted to equity. This is a material increase in risk
for “new-style” subordinated debt in particular, and
worthy of further assessment.
Firstly, the point of “non-viability” is not defined. In
layman’s terms, it is when the regulator deems the
issuer to be sailing too close to the wind but that may
be on capital grounds or liquidity or even due to a
high balance of non-performing loans.
Secondly, it is only new issues. This means that in
the event it is triggered, new issues, such as the
Suncorp ASX-listed subordinated bond, could be
converted to equity, where “old-style” subordinated
debt and even Tier 1 hybrid issues that do not have
such a clause could not be converted. This would
effectively make the “old-style” securities senior in
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ranking.
Finally, the existence of these additional risks and, in
particular, the difficulty in assessing the subjective
“point of non-viability” greatly reduces the
attractiveness to the wholesale (or over the counter)
bond market. As such, there is limited institutional
buying interest. A cynical view would be to suggest
that the retail listed market is the preferred home for
such “new-style” securities, as retail investors are
less aware of the differences in risk and rather simply
concentrate on comparative returns to other bank
products, such as term deposits.
Conclusion
My preference remains for the “old-style”
subordinated debt and particularly Tier 1 hybrid
securities on a risk-reward basis. This is due to two
key factors: (1) greater clarity on call/chance of call at
first opportunity and (2) the fact the “old-style”
securities do not have non-viability clauses.
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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Question of the week – where to invest extra cash
by Paul Rickard
Q: I have a $140,000 portfolio (based on your ‘high
growth/high dividend’ recommendations). I now have
another $100,000 to invest. Should I buy more of the
same stocks? Should I buy less/or no resources?
Should I wait or jump in now as stocks are down?
What do you recommend?
A: There is no stopping the “yield train”, and I for
one can’t see a major correction on the horizon. So, I
think the income portfolio still looks reasonably
sound.
That said, I think the ‘Consumer Staples’ stocks
(Woolworths and Wesfarmers) look very expensive,
and I think at these levels, I would be more inclined to
get closer to index weight on the resource stocks.
This is swimming against the tide – however I think
there is some long-term value with these.
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.

Did you know?
Last week I appeared as a guest on Graham Richardson's show on Sky TV. You can watch the footage on
Super TV.
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