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BHP reigns but WOW on the nose
Some might be calling for further radical price falls for BHP - Hello Roger - but I'm not convinced. A
watcher of my Sky TV show, who will remain nameless, has pointed out that BHP wasn't doing too
badly even before the event of the Chinese juggernaut.
I put my case for why BHP could be a buy at these prices below. Also in the Switzer Super Report
today, Paul Rickard has a good hard look at Woolworths and finds out why it might be a bit on the
nose.
Writing from Manila in the Philippines, Lance Lai analyses the China Composite Index in his chart
low-down and our chart of the week features the interest rate outlook.
Sincerely,

Peter Switzer
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Is BHP a buy?
by Peter Switzer
Just when many Australian investors – and in all
likelihood many of our SMSF subscribers – are
thinking BHP-Billiton must be looking like a buy, one
expert for my TV show and this newsletter, Roger
Montgomery suggested that the share price could fall
into the “teens”!

Good value

I argued “I don’t think so” but I have to say, Roger
has been a voice in the wilderness and has been right
before – ABC Learning Centres before the childcare
operator crashed – was a case in point. On the other
hand, he doesn’t pursue mining stocks because of
the less predictable variables, such as the direction of
commodity prices.

Let me kick off by saying Macquarie has had an
“outperform” on the miner for a few weeks now.
Meanwhile, research firm, Liberum Capital has
recently put out a “buy” rating on the stock.
Investment bank Canaccord Genuity in the UK has
restated it as “hold” and Deutsche Bank told its
followers that the stock is a “buy” with a $US36 plus
price tag as a target. And the Jefferies Group are in
the “buy” camp with a target of $US39.49.

But is he right? If he is wrong, then BHP is good
value around these prices, or maybe even a bit lower,
so let’s look at the case for the world’s best
diversified mining company.

This action followed the company selling a US copper
mine in Arizona, along with a railway to Canada’s
Capstone Mining Corporation, for $650 million, which
was about $US150 million more than expected. The
company’s new CEO is cutting costs and debt, as
well as looking for new strategies with commodity
prices down from the heady levels of the boom time.
There will be other asset sales with about 10
possibles on the chopping block.
In case you were counting, the company has sold off
about $US5 billion worth of assets in 12 months.
That said, he is worried about rising iron ore supply, a
new type of demand from our best customer, China,
and he ponders some of the question marks
surrounding the country, such as “roads that aren’t
driven on and apartment blocks no one lives in”.

Of course, the critical issue that will prove Roger right
or wrong will be the strength of the Chinese economy
and what happens to its demand for resources, such
as iron ore and coal.

All of this coincides with recent economic data, which
suggests – though not convincingly at this stage –
that China will struggle to grow over 8% as was
expected a few months ago.

On April 23, Morgan Stanley actually raised its
forecast for iron ore prices for the third quarter on
prospects, now wait for it, “that demand will improve
in China, the world’s biggest buyer, and a global
surplus will be delayed to 2015”, according to a
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Bloomberg report.
The report said: “Ore with 62% iron content delivered
to China may average $128 a tonne, up from $125
estimated in January, analysts Peter Richardson and
Joel Crane said in a quarterly report today.”
Iron ore prices did slide 13% from February, when
weaker Chinese economic data came through, but
the pointy-headed types at Morgan Stanley say we
have until 2015 before oversupply really hurts
commodity prices.
But it’s not just guesswork, as there is some hard
evidence that demand for iron ore could see a spike
this year.
“The latest steel inventory data suggests that finally
optimism about improving demand might be rewarded
as both mill and distributor inventories have started
declining in absolute terms and in days of
consumption for the first time in several months,”
Morgan Stanley reported.
From the inside
That all looks promising for those who want to take
Roger’s negative view on BHP but for further
ammunition, let me share some analysis from a
viewer of the Switzer program on the Sky New
Business channel. I’ll call him BHP Insider or BI for
short and anonymity.
BI says Roger “is fixated too much (in fact solely) on
iron ore prices at the expense of all other significant
factors in his assessment of BHP.
“He CANNOT have a proper handle on iron ore
prices now and into the future without having a good
understanding of the iron ore cost curve.
“BHP and Rio have an average cost of $40 a tonne
and they are the most efficient in the world.”
“The BHP share price was $0.52 cents in the early
1980s and it had steadily increased to about $16 in
2004, well before anybody had a sniff of the China
boom. That is a 30 times increase in price over a
20-year period in the absence of China.”

BI says a fair analysis of BHP must look at all the
company’s profit drivers – iron ore, copper, oil, gas,
coal and look at the costs of production, volumes and
capex over the next 30 years – and then calculate the
net present value from each year’s discounted free
cashflow.
Then there’s aluminium, nickel, manganese and the
yet undeveloped potash and Olympic dam uranium.
Point taken BI.
Global confidence
One additional point BI makes is that the company
recently raised 750 million euro at an interest rate of
3.125%, which was less than the Australian
government bond over 15 years, which was 3.53%.
“Few corporates can borrow money over such long
periods of time, and the raising demonstrates the
confidence European lenders have in the longevity of
BHP’s business model, which prizes diversification
across commodities and geography,” a leading
financial newspaper pointed out.
Right now many are expecting BHP to declare a
special dividend, which would help its share price. As
I believe the USA and Europe will get stronger over
2013 and then into 2014, and at the same time Japan
will pick up its growth pace under the lower yen and
the stimulatory policies of its new PM, then I am
prepared to back BHP at these share prices.
This is the way BI concludes on Roger’s anti-BHP
story: “I think Clifford Bennett’s analysis of China
and the resources sector (over the long term, say 10
years plus) is closer to the mark. The short-term
trashing of BHP’s and Rio’s share prices is nothing
more than traders/hedge funds’ joy of gambling with
the highest liquidity stocks.”
I’m with BI on BHP and so it’s a dollar cost
averaging target for me.
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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Woolworths – not so fresh!
by Paul Rickard
The big consumer staple stocks like Woolworths and
Wesfarmers have been among the best performers
on the market this year, as investors search for “low
risk” yield. In fact, the sector is up by 17.7% in 2013,
and Woolworths has done even better, with a gain of
21.3% to Friday’s closing price of $35.59.
However, with the forecast yield on Woolworths down
to 3.7%, and the stock trading at a forward multiple of
18.9, it is starting to look expensive. Time to sell, or if
you are not in the mood to take a gain, don’t buy,
there is better value elsewhere.

The positives
Earnings per share have increased over each
of the last 10 years, and since 1993,
Woolworths has maintained or increased its
dividend each period. There are very few
companies on the ASX that can boast this
claim;
On a historic basis, Woolworth’s forward PE
is not that high. Back in the heady days of
2006/07 when Woolworths had a huge lead
over Coles, Woolworths traded at a multiple
around 25;
While the Wesfarmers business mix is
different to Woolworths, with interests in coal
and insurance, Wesfarmers is more
expensive, trading at a forward multiple of
21.6 for 2013 and 19.6 for 2014;
The sentiment indicator on FN Arena (a ratio
of broker buy/sell/hold ratings) is marginally
less negative for Woolworths and Coles.

The negatives
Woolworths is trading on a forecast yield of
3.74% in 2013, and 3.93% in 2014. Grossed
up for the benefit of the franking credits, this is
equivalent to a yield of 5.34% and 5.61%.
While interesting, ING Direct is offering a
two-year term deposit paying 4.80% per
annum – government guaranteed;
According to consensus forecasts from FN
Arena, WOW is trading on a forward PE
multiple of 18.9 in 2013, and 17.9 in 2014;
Although the gap has closed, Woolworths is
still being beaten by Coles in sales growth. In
the last quarter, Woolworths grew sales (on a
same store basis, adjusted for Easter) in food
and liquor by 4.9%, Coles by 5.3%;
Woolworths’ move into home improvement
(hardware), through the Masters stores, might
be encountering more challenges than
expected. Losses are expected on this
business over the next few years.
The bottom line
In this bull market, Woolworths will probably trade
higher on a PE basis. However, on a relative basis,
Woolworth’s yield of 3.7% doesn’t stack up against
Telstra yielding 5.6%, or the major banks, which are
yielding between 5.0% and 5.5%. Coles has the sales
momentum, there are question marks over the WOW
move into hardware, and on a risk-adjusted basis, the
two-year term deposit from ING Direct looks
reasonably compelling. I prefer others.
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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Super news – ATO supervisory levy going up
by Paul Rickard
In last year’s budget, the Government announced an
increase in the annual ATO supervisory levy for
SMSFs from $191 to $259. Allegedly to cover the
costs of “increased supervision”, the increase of
36% was accompanied by the news that rather than
paying the levy in “arrears” (i.e. when an SMSF
lodges its annual return for the preceding financial
year), each SMSF would now need to pay the levy in
“advance”. That is, it would pay the levy for the
current financial year during that year. A two-year
transition period was proposed.
Details of how this will impact SMSFs have now been
announced. When you lodge your 2012/13 annual
return, you will be required to pay the 2012/13 levy
and 50% of the 2013/14 levy – $321 when rounded
up. When you lodge your 2013/14 annual return, you
will pay 50% of the 2013/14 levy and 100% of the
2014/15 levy – or $388. On lodgement of the 2014/15
annual return, you will pay 100% of the 2015/16 levy,
or $259 (assuming it is not further increased).

*Levy for 14/15 has not yet been announced
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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How to buy offshore opportunities
by Penny Pryor
Once the domain of institutional investors and
high-end clients only, international direct investing is
becoming much more accessible to the retail investor.
Yes, the brokerage fees are a little high, there are
offshore tax issues and no franking credits, but
international markets offer you opportunities and a
level of diversification that is impossible to achieve by
investing in Australian equities alone.
Darren Moglia, head of broking, products and sales at
Westpac Online Investing, says that the US is the
most popular of international markets they offer, with
major sectors being financials, industrials and
technology.

give you comprehensive information around what
each broker offers and for what cost.
But brokerage cost isn’t the only fee you need to
take into account. Some online brokers charge what
are sometimes called inactive account fees.
Because they use an external provider to help them
out, like Pershing in the US, there will be custody fee
of anything between $US63 (Westpac Online
Investing) to $USD68 (CommSec) per annum if your
account is inactive.
CommSec says they also charge clients trading
non-US markets a $2 monthly holding fee.

“Some of the major tech stocks [traded are] things
such as Apple and Google, which are very popular,”
he says.

Saxo Capital Markets’ head of sales Stephen Luu,
says they don’t charge anything in addition to their
brokerage fees.

Most brokers report that less than 1% of their clients’
trades are in international companies, but that
number is steadily growing.

There will also probably be a foreign exchange fee of
less than a percentage point to convert any income or
capital gains made back into Australian dollars as
well. However no brokers specified this when we
asked about additional costs, so make sure you
clarify this before you sign onto a broker.

Brian Phelps, general manager CommSec
distribution, business and private banking, says they
reached their financial year target for international
accounts by January and had 500 new international
accounts opened in the last six weeks alone.
He says: “93% of revenue comes from the US
markets. Apple is our largest holding and has been
for some time.”
Cost
So what’s the cost? Good question. There is
brokerage cost, which varies widely between brokers
and markets. As a general rule, the bigger and more
liquid a market, the cheaper it probably is to access.
The table at the end of this article is large, but it does

Tax
On income from the US, such as dividends, tax is
usually deducted and withheld at a rate of 15%. You
will generally be able to claim an offset in Australia for
the tax that has been withheld.
However, if you haven’t completed the W-8BEN form
– a form from the US Department of Inland Revenue,
which certifies you’re not a US resident – extra tax
will be deducted, so make sure you complete this
before you start trading.
“Whenever they open accounts, normally the brokers
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should inform the client they need to complete the
W-8BEN,” Stephen Luu adds.
“If they fail to complete that form, we don’t allow
them to trade the US.”

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.

This form can also cover you for other markets, if
your broker uses an international partner like
Pershing.
Dividends and franking credits
The main reason that many investors give for not
investing overseas is the lack of dividends and
franking credits. Obviously franking credits are only
available in Australia, but some institutional investors
say this should not be a primary reason for investing.
“You shouldn’t invest in [something] because of
franking credits. That shouldn’t be your method of
investing…it is just a slight benefit,” Chad Padowitz,
chief investment officer of international fund manager
Wingate Asset Management, says.
The SMSF investor, with their income focus,
obviously has a slightly different take but what is
interesting is that many international companies are
increasing their dividend payouts.
“I think [growing] dividends are going to be a big
focus of US markets,” founder of Morphic Asset
Management, Jack Lowenstein, says and cites US
banks as an example.
“I think they [US banks] are over capitalised…they will
actually edge up their dividends.”
Apple is another example. Its recent $US17 billion
debt raising has drawn criticism, but the tech giant
raised the capital to pay dividends to share holders
and keep them happy.
Investment strategy
Finally, once you’ve made the decision to invest
offshore, as an SMSF trustee, if your fund hasn’t
invested in international markets before, then you
need to include your reasoning behind why you want
to do it and how you’re going to do it in your
investment strategy.
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Weekly broker wrap - resources in focus, AGO and
ORI upgraded
by Rudi Filapek-Vandyck
One major point of disagreement by stockbrokers
remains the future and outlook of energy and mining
stocks. Is it all a temporary out-of-love moment on the
back of yet another loss of momentum for the global
economy or something much more sinister driving the
persistent underperformance for the higher risk end of
equity markets? Time will tell, but this week we focus
on the reasons behind movements in the resources
sector.
Upgrades

because there is now a potential to increase the mine
life in the northern Pilbara. The thick intersections that
are near surface and within trucking distance to port,
should lead to favourable economics if a resource is
proven, said CIMB. That and a weak share price led
to the upgrade. Sentiment for the stock remains
positive.
Orica (ORI) also found its way to Buy, upgraded from
Hold by UBS following the company’s 15% relative
underperformance since March and its discount to
current valuation. UBS also removed Kooragang
Island from forecasts because of its diminishing
return profile and demand requirements. Imports can
fill East Coast needs through to 2020, said UBS.
Sentiment is very positive on seven Buys and one
Hold.
Downgrades

Credit Suisse upgraded Arrium (ARI) to Buy from
Hold after noting the recent investor conference
highlighted weaker domestic steel demand and
prices, although the broker saw some offset via cost
cutting initiatives. Recycling was also weaker due to
lower commodity prices, while the company has also
trimmed iron ore production expectations. Forecasts
were cut in response. Despite the bad news, there
was still enough upside to allow the broker to
upgrade. Sentiment is positive.
Atlas Iron (AGO) found its way to Buy from Hold on
CIMB’s books, the broker having said the initial
exploration results at Corunna Downs are significant

Downward revisions to earnings forecasts for
resources companies have been nothing but
spectacular in the past week.
Alacer Gold (AQG) was pruned to sell from Hold by
JP Morgan. The broker noted that while March
quarter production was affected by weather related
interruptions, there are still some areas of concern.
Low recoveries persisted at Copler, despite the solid
result achieved through high grades. There were
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continued declines in grade at Higginsville and unit
costs escalated across all assets. The broker says it
is cautious about delivery of the $60 million in savings
the company plans and the medium-term operational
turnaround, noting the profitable Copler is subsidising
the Australian assets. Sentiment remains positive
post the downgrade.
Ausenco (AAX) was downgraded to Hold from Buy by
Deutsche Bank, the broker viewing the risk/reward as
balanced. Deutsche Bank said Ausenco is a well
managed and diversified company but, as confirmed
by the profit warning, the near-term outlook for the
core minerals and metals business is uncertain. The
company has said it will miss prior guidance, citing
margin pressure and client hesitation. The broker also
said it expects negative investor sentiment to
continue to weigh on the stock until medium-term
earnings visibility improves. Sentiment for the shares
is positive.

Gindalbie Metals (GBG) was the unlucky recipient of
two downgrades; JP Morgan cutting to Sell from Hold
and UBS going to Hold from Buy. JP Morgan didn’t
like the fact the production ramp up at Karara is
proceeding slower than planned, with only 283,000
tonnes of magnetite concentrate sales in the March
2013 quarter. What was of more concern was the
joint venture partners have had to contribute $160
million in additional funds to provide for working
capital. Gindalbie also had to borrow $30 million from
Ansteel to maintain liquidity. With too much financial
and operating risk, the broker downgraded. UBS is
also concerned about the liquidity position of the
Karara JV, at least until nameplate capacity is
achieved on the magnetite project. Sentiment on the
stock is negative.
Note: FNArena monitors eight leading stockbrokers
on a daily basis and the tables are based on data
analysis from the week past concerning these eight
equity market experts. They are: BA-Merrill Lynch,
Citi, Credit Suisse, Deutsche Bank, JP Morgan,
Macquarie, CIMB (formerly 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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Shanghai Composite - bounce needed to confirm
recovery
by Lance Lai
Greetings from Manila, Philippines.
The Shanghai Index has traded as expected over the
past six months, falling “frighteningly” to a low just to
test our convictions, then powering up again beyond
reason, only now to settle in the middle.
What does it all mean?
Over the past five years, as the global financial crisis
unfolded, the reliance on China has been key to the
world’s recovery. The question is, how key will it
remain in the future? A significant transference of
“real wealth” has already happened from West to
East over the past five years. Will the emphasis shift
back to the West sometime soon?
Probably, yes.
It remains though, if China’s index does not continue
to recover in unison with the western indices, the road
ahead for us all will be turbulent.
Below we have five bullish indicators against three
bearish ones. The balance is tipped on the side of
positivity.
Should we begin to see confirmed positivity in this
index, as indicated by five versus three indicators, the
likelihood of a deeper pullback in the western indices
will become more remote.
If Shanghai is consolidating, as it appears to be, we
should see the next level of bullishness across most
global indices.

Bullish indicators
1. 200-day moving average has flattened out;
2. Back on 29 November, when the index was
1,975, I expected a bounce from around
1,962. Five days later on 4 December, the
index bottomed at 1,949, about half a percent
lower than my sought for level;
3. Ideal pullback from recent high has been
achieved of between 2,190 and 2,134. This
was exactly as anticipated. A low of 2,161
was reached;
4. Holding above the 200-day moving average
now; and
5. Other indicators are trying to complete
retracement and trying to turn up – could be a
little pre-mature on this though. This is a risk
as we are running out of time and need to see
some positivity here soon.
Bearish indicators
1. The index has spent the past month
consolidating these falls. This is still a
reasonable time frame, however it is
beginning to take “too long”. The 200-day
moving average must begin to bend up, which
means the index needs to move up very soon;
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2. An alternative scenario is that the index
continues sideways in a “muddle through
scenario”. Neither falling much more, nor able
to go up much more. This continues for
months to years. The greatest danger to this
scenario is that the index, or China as a
proxy, is going backwards slowly; and,
3. There is an outside possibility that the index
still needs to spike briefly lower and rebound,
say at 2,110.
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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Clearance rates still strong, building approvals
soften
by Penny Pryor
The auction clearance rate in Sydney over the
weekend nearly hit 80%, as 200 properties were sold
for a median value of $925,000. Preliminary data for
Saturday 4 May (table below) shows a clearance rate
of 78.1% for Sydney and 70.6% for Melbourne.

beachside suburb of Tamarama in Sydney’s east
and the most affordable was a three-bedroom unit
sold in Burpengarry, nine kilometres south of
Caboolture in Queensland.
Other housing data

Last week’s numbers were up slightly on the
previous week’s clearance rate for Sydney, which
was 73%. Adelaide and Brisbane still have weaker
numbers but auctions are a less popular way of
selling property in those markets.

Across the board, auction activity continues to be
stronger than last year and the past three months of
improving numbers is indicative of a real
improvement in residential housing. Data for last
week shows a total value of over $500 million sold at
auction in the major four states.

On Saturday 5 May 2012 (above) a total value of
$337.4 million was sold. The most expensive house
sold at auction on the weekend in the four major
metropolitan areas was a five-bedroom home in the

Dwelling approval data also out last week, may not be
as strong as auction rates, but economists say the
slight slowing in the number of dwelling approvals for
March – which fell by 5.5% after a 3% increase in
February – is not something to get “overly
concerned” with.
“The key is ensuring that there is enough new stock
coming onto the market place to prevent an upward
surge in prices. At present it does seem like demand
for housing is matching supply and there is no cause
for concern,” CBA economist Savanth Sebastian said
in a briefing following the release of the data.
The real test will be whether or not the fall in March is
a one-off and the numbers pick up in April. If demand
keeps rising on the back of lower interest rates, but
supply fails to keep up, there is the risk of a price
blowout and ongoing affordability issues.
What the softer data in March does do, is potentially
provide the Reserve Bank with another reason to
lower rates. The market was pricing in a 52% chance
of a rate cut at the RBA’s next meeting tomorrow,
according to Credit Suisse’s monitoring of market
implied interest rate pricing. That was down from 57%
on Friday.
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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Chart of the week
The following chart is the market implied interest rate pricing for the Reserve Bank of Australia, as monitored by
Credit Suisse, over the next 12 months. It means that the market expects 58 basis points of cuts over the year
as of the last reading this morning.
It highlights the change in expectations over the last six weeks. On 25 March the market was only expecting 10
basis points of cuts over the next 12 months.
Chart of market pricing over the next 12 months

The week ahead
Australia
May 6 Monthly inflation gauge (April)
May 6 Job advertisements (April)
May 6 Retail trade (March)
May 7 Reserve Bank Board
May 7 International trade (March)
May 7 Tourist arrivals (March)
May 7 House Price Indexes (March quarter)
May 9 Employment/unemployment (April)
May 10 Statement on Monetary Policy
Overseas
May 7 US Consumer credit (March)
May 8 China Trade (April)
May 9 China Inflation (April)
May 9 US Weekly jobless claims
May 10 US Treasury budget (April)
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