Issue 182, 2 May 2013

Everyone's a winner
At the end of April, our growth-oriented and income portfolios are still outperforming their benchmarks by 1.5% and 4.6% respectively for the year to date - and that's despite an allocation to the
poorly-performing materials sector in our growth picks.
Today Paul Rickard outlines a successful first four months for our two model portfolios. If you're
looking for some investment ideas, we think these portfolios offer good insights.
Also in today's Switzer Super Report, James Dunn takes a look at agricultural stocks in light of the
expected acquisition of Graincorp - Webster (WBA) and Tandou (TAN) get special mentions - and
Defence Housing Australia explains its investment proposition.
Sincerely,

Peter Switzer
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Switzer portfolios up by 14.6% and 17.7%
by Paul Rickard
Our income and growth oriented stock portfolios have
outperformed the market over the first four months of
the year. Given that the market has been so focussed
on yield (see Ron Bewley’s article here), this is not a
surprising outcome for an income-biased portfolio.
The performance of the growth oriented portfolio is
more surprising, given we have been overweight the
market laggard – the materials sector – so some of
our other sector and stock biases are clearly working.
Portfolio recap
Earlier this year, we rebalanced our Income Portfolio
and introduced our Growth Oriented Portfolio.

medium-term growth prospects. Critically, it also
confines the stock universe to the ASX 100 (although
there are many great growth companies outside the
top 100).
Performance
The growth-oriented portfolio is up by 14.6% and the
income-oriented portfolio is up by 17.7% (see tables
at the end). Compared to the benchmark S&P/ASX
200 Accumulation Index (which adds back income
from dividends), the growth oriented portfolio has
outperformed by 1.5% and the income portfolio by
4.6%.

The income portfolio is forecast to generate a yield of
5.23% in 2013, franked to 98.3%. The construction
process included:
Using a ‘top-down approach’ and introducing
biases that favour lower PE, higher yielding
sectors;
To minimise the market tracking risk, adopting
a rule that says our sector biases in the major
sectors (financials, materials and consumer
staples), will not be more than 33% away from
index;
Identifying 15 to 20 stocks (less than 10 is
insufficient diversification, over 25 it is too
hard to monitor), with a stock universe
confined to the ASX 100;
Within a sector, weighting the stocks broadly
to their respective index weights, although
there are some biases; and
Of course, we looked for companies that pay
franked dividends and have a consistent
earnings record.

A yield market
The thirst for yield continues to drive the market
higher, supported by expectations that interest rates
might come down a notch further. Telecommunication
(Telstra), financials (the major banks), property trusts
and consumer staples (largely Wesfarmers and
Woolworths) were the star sectors in April. This
calendar year, financials are up 25.2% (and that is
before dividends)!

The growth-oriented portfolio takes a very different
approach to the sectors, in that it introduces biases
that favour the sectors that we judge to have the best
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selection in the financials (strong bias towards NAB
and the selection of a regional in BOQ), as well as in
the health care and industrials sectors, is offsetting
the underperformance of the material stocks. The
portfolio is listed on the following page.
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.

Income portfolio
The income portfolio is overweight financials,
consumer staples and telcos, and underweight
materials. It also has some stock biases – in
particular, underweight CBA and overweight NAB.
Whilst it is a little early to re-balance, the sector that is
most “overweight” in a relative sense is consumer
staples, and given the low yields now available,
reducing exposure to stocks like Woolworths is
certainly on the cards.
The portfolio income is tracking to plan. Although
three of the major banks are yet to go ex-dividend for
their interim dividend, all of the other companies (with
the exception of UGL) have met or exceeded the
forecast dividend. Details of the portfolio and its
performance are listed on the following page.
Growth-oriented portfolio
The growth-oriented portfolio is overweight stocks in
the materials, energy and healthcare sectors,
underweight financials and consumer staples, and
broadly index weight the other sectors. Stock
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Growth-oriented portfolio

Income portfolio
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Small agricultural stocks WBA, TAN worthy of
support
by James Dunn
As another Australian agricultural icon in GrainCorp
looks like leaving the stock market, in a takeover by
US agribusiness heavyweight Archer Daniels Midland
(ADM), the Australian stock market’s agricultural
sector gets smaller.
GrainCorp follows ABB Grain, the former Australian
Barley Board, taken over by Canadian agribusiness
giant Viterra in 2009; and AWB, the former Australian
Wheat Board, which was handed into Canadian
ownership when bought by Agrium in 2010.
GrainCorp and its advisers did a great job – the first
indicative offer, at $11.75 in October last year, was
33% above GrainCorp’s pre-bid price of $8.85.
That polite rejection helped the bid eventually reach
as high as it did.
ADM will now pay $12.20 a share for the stock it
doesn’t already own – it owns 15% – and investors
will also receive a $1-a-share special dividend prior to
the completion of the deal. RBS Morgans analyst,
Belinda Moore, reckons that with tax credits,
Australian shareholders of GrainCorp stand to receive
about $14.13 a share if the deal proceeds.
For them, agriculture has been a good investment.
But that has not always been the case.
Buying the farm
If anything, agricultural commodities – the “soft” end
of the commodity basket – have an even healthier
long-term demand outlook than mineral commodities
like iron ore and coal, as Asia’s burgeoning middle
class expands up the per-capita income scale and the
protein scale. But on the stock market at least, it has
been difficult to invest in agriculture, because of the
variability of profit, which matches the fluctuating
climatic fortunes of the underlying industry.

So where should GrainCorp shareholders put their
proceeds? Moore expects much of the windfall to be
redeployed in Nufarm, which she rates as an
“outperform,” and her key pick in the agribusiness
sector. Once GNC goes, she says, Nufarm will
become the largest and most liquid agribusiness on
the ASX.
Nufarm is a major global producer of crop protection
products such as herbicides, fungicides and
pesticides. Although it reported a first-half net profit
fall of 53%, to $8.4 million, RBS Morgans has a price
target of $4.98 on Nufarm – not bad for a stock
trading at $4.12. Then again, Nufarm investors would
want to see that kind of 20% gain, because the
forecast yield is not exciting: 2.1% in FY13 and 2.9%
in FY14.
However, Moore says Nufarm also warrants
corporate appeal, given Sumitomo Chemical owns
23% of the company, and may wish to swallow it
completely.
Moore expects further corporate activity in this sector,
because the quality of Australian agriculture and its
status as the “food bowl or the gateway to Asia”
makes it a key area of interest for international
agribusinesses.
Takeover targets
Other potential takeover targets in the
agribusiness/food sector include:
Warrnambool Cheese and Butter (WCB) – Murray
Goulburn (MG) recently increased its shareholding in
WCB to 16.3%, while fellow dairy group Bega
Cheese (BGA) also pushed its shareholding higher
recently, to 17.1% – meaning that WCB is clearly in
play. The attraction for these players is that WCB
generates 50% of sales exporting dairy products to
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Asia. WCB needs any corporate action to be
attractive: an estimated FY13 yield of 0.7%, rising to
3.3% in FY14, is not that exciting. (Nor is BGA on
yield grounds, estimated at 2.8% this year and at the
same FY14 yield for WCB.)
Ridley Corporation (RIC): Ridley is a supplier of
animal nutrients, ingredients and feeds for production
of food for livestock. Given Ridley no longer owns
Cheetham Salt, its stockfeed business would be of
interest to one of the grain companies. Recent
acquisitions add to Ridley’s takeover appeal, but the
stock has been a serial underperformer.

southern hemisphere’s largest producer of walnuts,
and Australia’s largest onion grower and exporter.
Webster is a counter-seasonal exporter, able to offer
fresh walnuts and onions to its markets in the
opposite six months to the northern hemisphere
crops. As such, Webster exports its onions to 16
countries worldwide, and its walnuts to eight
countries.

Treasury Wine Estates (TWE): With Chinese
consumption of wine growing strongly each year, it is
surely just a matter of time before they show
corporate interest in Treasury, says Moore. Again, not
a yield play: market consensus looks for a yield of
2.4% this year and 2.9% in FY14.

Broker CCZ Statton expects Webster to pay a
dividend of 3.3 cents in FY14, fully franked. At a
share price of 63 cents, that translates to a yield of
5.24%, or 6.4% for an SMSF in accumulation mode
and 7.5% for a fund in pension phase. Webster is a
great little company – it is capitalised at just $84.5
million – and has cleaned up its balance sheet in the
last couple of years, to a net cash situation. But the
big problem is that it hardly ever trades – the average
daily trade in WBA is a scant $13,500. That makes it
difficult to invest in the company.

Incitec Pivot (IPL): IPL’s fertiliser business would
have strong takeover appeal, given it is the market
leader on the east coast of Australia, with a 60%
market share. But Moore says upcoming gas contract
renewals may scare suitors off. In the meantime,
IPL’s forecast FY14 yield is 4.8%, equating to 5.8%
for an SMSF in accumulation mode and 6.9% for a
fund in pension phase. Goldman Sachs describes
Incitec Pivot as a “quality dividend grower.”

Another small ($60 million) but dynamic rural
business is the Mildura-based Tandou (TAN), which
is a water, irrigated cropping (cereal and cotton) and
pastoral (sheep meat) business. The stock offers
investors exposure to both water assets and trading,
and a broad portfolio of soft commodities in Australia.
Tandou more than doubled its profit in the half-year to
December 2012, and paid an unfranked interim
dividend of 1 cent a share, its first payout since 2003.

Global food bowl

Australian agriculture potentially has a very strong
future, but it has not always translated well onto the
share market. It is suitable for patient investors more
willing to take higher-than-normal risk – and dividend
income is not always part of the picture – but there
are businesses that deserve investor support.

There are also some interesting stocks in the sector
that are exporting farm goods.
Australian Agricultural Company (AAC): AAC is
Australia´s largest cattle manager, with more than
600,000 head of cattle run on 20 properties. The
company is vertically integrated, from breeding to
exporting, and it has worked hard to gain premium
pricing for its source-guaranteed “paddock to plate”
beef. But the suspension of cattle exports to
Indonesia in 2011, the resulting over-supply of cattle
and the high A$ combined to send AAC into a loss in
2012.

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.

Tasmania-based Webster (WBA) is a good little
story. Through its two operating divisions, Walnuts
Australia and Field Fresh Tasmania, Webster is the
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Sector review part one - yield
by Ron Bewley
Having completed a full cycle of reports on each of
the 11 major sectors of the ASX 200 since October
25, 2012, I now plan to update all of those reports –
but turning my attention to any good stocks, including
those that are outside the top 100. A good, solid
equities portfolio needs a core of top-100 stocks – but
including a few smaller capitalisation stocks might
add that little bit extra. But before I get to the sector
update, I will report on a two-part overview across all
of the sectors.

the massive – but disparate – capital growths forced
yields down and to a much tighter cluster.

A lot has happened over the last six months to
change the balance of how sectors are performing.
The key feature of this shift appears to have been the
flight from cash to high-yielding stocks to supplement
the income from an asset allocation. Of course,
leaving the safety of term deposits and the like
requires investors to have some renewed confidence
in the market.
Four sectors are typically considered to be the
high-yielding sectors: financials (ex property),
property, telcos and utilities. Many of these stocks
come with franking credits, which are particularly
attractive for funds in pension mode. A yield of, say,
5% that is fully franked climbs to 7.1% [= 5 x (1 +
0.3/(1 – 0.3))] for a corporate tax rate of 30%. Of
course the May budget may do something about
corporate tax rates and/or the return of franking
credits – so watch out!
The capital growth in these four sectors since the
start of 2012 has been staggering: Financials
(45.6%), Property (39.6%), Telcos (49.3%) and
Utilities (27.1%). No doubt this stellar growth helped
attract cash from the sidelines for yield and perhaps
further capital gains. Interestingly, a distinct pattern
emerged in the yields of these four sectors. As can be
noted from Chart 1, there was a gap of about 2
percentage points between the highest (Telco) and
the lowest (Utilities) at the start of 2012. Since then,

Finding the floor
What caused this conversion? All four sectors had
attractive yields and investors needed to find enough
stocks and get some sort of diversification to help
reduce risk – particularly on the capital gains side.
But there is a floor to how low these yields can
reasonably fall.
There are risks associated with investing in stocks
that are not shared by the almost riskless term
deposits and the like. Investors need a premium over
the term deposit rate to compensate for this additional
risk – called the equity risk premium. It appears to me
– by the nature of the convergence – that the ‘floor’
yield has almost been reached. Unless earnings
improve and/or payout ratios increase, further capital
growth in these sectors would force yields down
further. As a result it looks to me that investors should
not expect too much more capital growth but a fully
franked dividend yield of over 7% still looks attractive
– so no need to bail out if it is long term gains that the
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investor seeks.
This convergence is unusual. If we take the data used
to construct Chart 1 back to 2002 – the earliest data
we have – it becomes clear that the current behaviour
is most unusual.

Perhaps the nearest comparable period is in 2007 –
just before the onset of the GFC. Stock prices then
tumbled but dividends largely held up so the expected
yields looked massive and many of these ‘super’
expected yields were converted into actual yields for
those brave investors who bought at the bottom.
Interested readers can go back to my reports on
these sectors here – these will be updated in due
course.
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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S&P defaults provide guidance
by Gavin Madson
The Standard and Poor’s global default statistics
report reviews all rating activity undertaken by the
agency across the globe, including monitoring
defaults as well as rating movements (upgrades and
downgrades). In 2012 there was a total of 84 defaults
in the S&P global universe (of around 6,000 ratings),
none of which were rated ‘investment grade’ (BBBor better). There were no defaults recorded in
Australia and only five in the Asia-Pacific region (two
from China and one each from Indonesia, India and
Japan).

This 10-year cycle, which coincides with global or
large-scale recessions, highlights our persistent
theme here at FIIG for the need for portfolio asset
diversification. Each of these default peaks
corresponded to significant drops in equity prices. For
investors looking to protect their capital, the S&P
study shows investing in investment grade bonds to
be a statistically safe way to diversify holdings and
recession proof investment portfolios.

On the rise

Whilst all of this makes for good reading for the 2012
year for investment grade market, the statistics over
the 30-year study period also give confidence to
investors in highly rated bonds. Last month, I
questioned S&Ps changes to ratings on the corporate
hybrids of Origin and Santos, this study shows when
they stick to their core competency of rating
companies, the rating agency gets it right, and most
importantly adds value for investors.

Defaults increased from 2011 (where 53 were
recorded) reflecting the chase for high yield,
particularly in the US, where investors have taken on
more risk in order to achieve yields greater than on
offer in the deposit market (see Figure 1 below). The
study, which goes back over 30 years, demonstrates
the cyclical nature of markets as shown in the graph,
where there are distinct peaks in defaults that align
with the GFC in 2009, the recession surrounding the
‘tech-wreck’ in 2001 and the recession a decade
earlier in 1991.

Investment grade stacks up
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The cumulative default rates in the table above show
the lowest investment grade ratings (BBB-category)
cumulative default is only 4.59% over a 10-year
period. Default rates step up considerably once you
move down to sub-investment grade with a 10-year
cumulative default rate of 15.09% for BB rated
companies. The majority of defaults globally were
recorded in the US, reflecting the nature of their bond
market, which is the broadest and most mature of any
of the global bond markets, and the decision by the
Fed to maintain extremely low yields on treasuries,
forcing investors up the risk curve to chase higher
yield (and lower quality) credits.

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 Australian experience
S&P provided its Australian data as part of its 2012
Annual Asia-Pacific Corporate Default Study rather
than separately, however it is relatively easy to pick
through. There were zero defaults of rated entities in
Australia over the past year.

Table 2 demonstrates the Asia-Pacific corporate
rating market almost uniformly outperforms their
global S&P peers. In the Asia-Pacific experience, the
cumulative default rate for the lowest investment
graded entities (BBB-category) over 10 years was
1.67%, favourably comparing to the 4.59%
experienced in the global study.
The take away
Risk versus reward is a basic axiom of investing.
Investors who blindly chase rewards without fully
considering the risks involved rarely enjoy a soft
landing. Risk versus reward could not be more
graphically demonstrated than the default tables
above – market corrections have happened before
and will happen again. A diversified portfolio with a
mixture of equities, bonds and cash will help ensure
that investors achieve their objectives.
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Fundie’s favourite - Sirona Dental Systems
(SIRO:NASDAQ)
by Kim Tracey
How long have you held Sirona?
The Five Oceans World Fund has held Sirona Dental
Systems since August 2011. The stock was acquired
at an average price of around US$45 per share and is
currently trading around US$73 per share.

towards an ageing population of adults aged 65 plus
(who have greater dental needs), and longer retention
of natural teeth (requiring increasing preventative,
restorative and cosmetic treatment).
Sirona plays in the high-tech dental equipment and
technology market and is the only manufacturing
company that can fully outfit a dentist’s office. It
offers treatment centres, imaging systems, dental
CAD/CAM systems and instruments. The market
penetration for higher tech equipment is still relatively
low with many traditional dental practices still using
old technology.
How is it better than its competitors?

Sirona Dental Systems is listed on the NASDAQ
exchange but is based in Germany. It is one of the
world’s largest manufacturers of dental equipment,
offering a complete spectrum of products including
CAD/CAM restoration systems, imaging systems,
dental treatment centres, hand pieces and sterilizers.
It is now the main pure play in the dental equipment
sector. Other competitors include the dental divisions
of diversified industrials in US listed Danaher
Corporation (which we also own), and 3M Co.
What do you like about it?
We like the long-term growth outlook for the $4.5 plus
billion dental equipment market and Sirona’s strong
competitive position within it. The overall market has
a number of positive structural drivers including an
increasing global population, a demographic shift

Sirona has enjoyed much success with its market
leading technology in digital imaging systems
(Galileos) and chairside CAD/CAM restoration
systems (CEREC and inLab). It is recognised as the
global innovation leader and overall it has an
estimated 20% share of the dental equipment
market. It is gaining market share as it rolls out new
innovative products and as it builds out its sales and
service networks in both developed and faster
growing markets.
It continuously innovates and invests heavily in
research and development (R&D). It currently
employs more than 250 engineers and scientists and
has invested over $US250 million in R&D over the
past six years.
What do you like about its management?
Sirona’s key management are very experienced in
terms of operational and financial management and
are also co-owners of the business with material
share-based compensation. Management has
delivered top-line growth while expanding margins
and cash flow is very strong. Management
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understands that future success depends on
continuous innovation and they strive to be at the
forefront of future practices and lab equipment.
Management also understands that different markets
have different needs and offer a wide spectrum of
products and solutions. The company nurtures
talented executives through the ranks to ensure
smooth succession planning.

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.

What is your target price on Sirona?
We have a target price in the mid US$80s per share.
At what point would you sell it?
Generally we like to hold stocks for three to five
years. We will sell if we feel the current price reflects
full value for the company at a point in time given our
outlook, if the company materially misfires on some
aspect of its business strategy or if we have a better
portfolio idea.
How much has it added to your overall portfolio
over the last 12 months?
The stock is up around 45% in the last year which,
given the size of the position, translates into more
than half a percent of contribution to the overall return
of the Five Oceans World Fund for that period.
Is it a liquid stock?
Yes, the stock trades around $US18 million daily and
is relatively liquid for a mid-cap company with a
market capitalisation of approximately $US4 billion.
The stock is around a 1.5% holding in the Five
Oceans World Fund.
Where do you see the value?
While offering market leading technology, Sirona is
yet to reach its full potential as it has plenty of room to
grow both through geographic expansion of its sales
and service network, and through increasing industry
adoption of its superior technology. Historically, given
its German roots, the company has had a strong
footprint in Europe. Growth in the US, through market
share gains, is a big opportunity for Sirona, as well as
the developing market dynamic discussed earlier.
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Defence Force Housing – a hands-off investment
by Tony Winterbottom
What is Defence Housing Australia?
Defence Housing Australia (DHA) is a
government-backed residential property developer
and property investment organisation built on the
back of a need for housing Defence members and
their families. DHA builds houses in locations across
the country wherever there is a Defence presence,
sells some of the houses to investors, then leases
them back to house Defence members. It is a truly
unique investment on the Australian property
landscape.
What is the investment proposition?
The product offered by DHA is a hands-off
investment. For the life of the lease, DHA takes care
of most things associated with the running of that
property, including traditional tenancy management,
as well as day-to-day repairs.
DHA pays the rent on behalf of the Defence member,
so rent is paid regardless of whether the property is
tenanted.That guaranteed investment return makes it
a unique investment opportunity.
Average gross yield on our properties is just over 5%
and can reach as high as 6% per annum and DHA
Property Care means we take care of everything
related to the property for a fee of between 13 to
16.5% (including GST). This means you never even
have to visit the premises, or worry about the cost of
getting anything fixed.
What else does DHA do?
DHA is becoming known in the residential property
development industry as well. In the past 12 months
we have won awards for our developments from the
Urban Development Institute of Australia and
Property Institute of Australia.

We have a property portfolio valued at approximately
$10 billion, which includes apartments, houses and
townhouses, and a development pipeline of more
than $1 billion. That pipeline of investment stretches
across the country, and it’s not all for Defence
members – a portion of many developments are sold
to the wider community.
Among the developments is the 1,200 dwellings in
Rasmussen QLD, 450 dwellings at AE2 in Ermington
NSW, 345 dwellings at Crimson Hill in Lindfield NSW,
and the Breezes development in Darwin NT, which
includes 1,200 dwellings specifically designed for the
tropical environment.
Why do you focus on sustainable housing?
All DHA homes are built to achieve a minimum
six-star Energy Efficiency Rating and, where possible,
new homes incorporate solar panels to support
reductions in energy use. In some major
developments they have even started using
solar-powered community street lighting and ‘grey’
water for landscaped areas.
We have a certain obligation to make sure our
Defence tenants are taken care of, but we also want
to offer the very best product to our investors and the
wider community. By building sustainable
communities, rather than just houses, we are taking
care of our customers, and we’re building for a better
future at the same time.
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. DHA is an advertiser on the Switzer
Super Report website.



Question of the week – borrowing to buy shares
by Tony Negline
Q: Are you seeing many SMSF’s using limited
recourse borrowing arrangements (LRBA) to
purchase shares for example 100,000 TLS or 10,000
NAB shares? I was thinking of doing it in my SMSF
and I’m not sure of the finer points or even if it is
do-able. If so, does it need to be a particular parcel
like what I’ve just mentioned where it’s a clearly
identifiable asset and doesn’t change?
A: No I haven’t seen that many LRBAs involving
shares.
NAB have a product for this. It is technically do-able.
The Tax Office allowed some leniency for bulk
purchases of the same stock. I wrote an article about
this in Nov 2012 which you can read here.
I hope this article helps to answer your question.
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?
I spoke to regular Switzer Super Report commentator James Dunn about the prospects for online employment
company Seek.com.au on Super TV. Find out his thoughts on Super TV at www.switzersuperreport.com.au.
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