Issue 187, 20 May 2013

Controversy corner
I like and respect Roger Montgomery very much, but not all analysts are always right, myself included.
This week I revisit his views on BHP and compare them to those of a reader who disagrees
vehemently, and has done the research to back it up. Hopefully Roger will give some feedback on all
this in our Thursday newsletter too.
Barrie Dunstan writes about some of the tricky issues facing SMSFers in pension phase in the Switzer
Super Report today. Not only are they dealing with a lower interest rate environment, but they will soon
have to pay higher minimum pension amounts too.
Don't forget our Twitter handles @switzersuper and @PaulRickard17.
Sincerely,

Peter Switzer
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Could Roger be wrong on BHP?
by Peter Switzer
For those caught in a “will I or won’t I go long BHP
Billiton” at these levels, the tennis tournament
between Roger Montgomery and my fanatical BHP
Billiton supporter, who I nicknamed the BHP Insider
or BI, continued last week, after Roger appeared on
my Sky News Business channel show. Again, he was
bagging the outlook for our great mining company.
Clearly, I respect Roger’s stock analysis qualities –
that’s why he is on my TV program and appears in
this newsletter – but it does not make him infallible.

Also, I have to remind all my subscribers that many
experts, such as Roger, could have very different
time horizons than you. For example, Roger might be
right and BHP’s share price falls another $10 for six
months – he did not actually say that – and that would
vindicate his negative view, but in the seventh month,
there could be a big rebound and it could go up $15,
so the longer-term investor would be very happy with
their stick and stay strategy, especially if they
dollar-cost averaged at the low point of the share
price slide.
Industry outlook

Before unleashing my viewer’s view, which I do think
is very informed, let’s look at the Zacks Industry
Rank for the steel industry, which is relevant for the
likes of BHP and Rio. It points to an “underwhelming
earnings outlook” but it argues “that the eventual
pricing recovery will need a reviving economy,
stabilization in the Euro-zone and a rebound in
construction activity in the developing countries, in
particular China, India and South Korea.”
Economically speaking, Moody’s last week upgraded
the economic outlook for India. China remains a
question mark but I suspect it will surprise to the high
side this year. Meanwhile Europe looks pretty
shocking now, but I believe we will see some green
shoots as the year progresses – I believe in QE,
which Mario Draghi is trying – and while South Korea
could slow up this year, I think Japan will pick up its
growth rate, given the 20% fall in the yen and the
double-barrelled fiscal and monetary policies the new
prime minister Shinzo Abe is trying.
South Korea’s growth outlook has dropped from 3%
to 2.3% and the weaker yen has hurt the country’s
expansion goals. As a consequence, the government
is planning to opt for stimulus, which will help my
rosier global economic outlook by year’s end and
rolling into 2014.
Contrarian corner
Now to BI’s view on Roger, which is becoming more
exasperated, to put it nicely.
“Roger said that McKenzie – the new boss – had
said that BHP is reducing its maintenance budget,
from $22 billion this year to $18 billion next and then
down to $15 billion. This is completely WRONG.
These figures relate to capital and exploration
expenditure and NOT maintenance,” BI insists. In
fact, he attached the presentation from BHP’s new

02

CEO that provides these figures.
Roger also claimed that as China’s demand falls,
BHP will not be able to sell its increased volume of
iron ore. BI counters that by pondering why the lowest
cost producers would not be able to sell their
increased volume in a falling market?
He makes the point that BHP, Rio and Vale produce
about 450Mt of traded iron ore where the total world
demand is over 1,100Mt. “Given their low cost (and
superior quality product), they can more than double
their production and customers will be lining up to buy
their product, instead of buying from high cost
producers that will go out of business, as these
companies expand supplies at the expense of the
high cost producers,” he insists.
“BHP produced about 68Mt of iron ore in 2002 and
sold every tone of it and increased that production to
160Mt in 2012 (a 2.4 times increase in production
over a decade) and sold every last tonne of it. There
will be zero chance of any of the lowest cost
producers (BHP, Rio and Vale), not being able to sell
their increased iron ore tonnes in the future, given
they own the lowest part of the cost curve.”

economies the Euro-zone, the USA and China, will
have a big bearing on iron ore commodity prices, the
profits of the likes of BHP, and its share price.
However, how bad the fall in iron ore prices and how
well the company can cope with it will determine the
end-result for investors. As I am predicting an
improving world economy and our sector’s
expert Ron Bewley is recommending a rotation into
resource stocks, I am leaning towards BI’s argument
over Roger’s but I do so because I am a long-term
investor who is happy to dollar cost average on
companies I like.
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.

As you can see, BI knows his bananas.
BI thought Roger’s analysis of the lower dollar’s
effect on BHP’s bottom line, which was a question I
asked, lacked deeper analysis.
Quoting Andrew McKenzie’s recent presentation, BI
said: “If you please look at slide 19, you will see
every 1 cent change in US$/A$ has an impact of
US$110 million on BHP’s net profit – so it’s very
large.”
The outcome
BI, as you can see, vehemently disagrees with Roger
on BHP and so it will be interesting to see who is
right.
Undoubtedly, Roger will return fire but from my point
of view, as BHP is a foundation stock in many of our
portfolios, this is the open and frank discussion a
newsletter such as the Switzer Super Report has to
pursue. Watching the economic figures from key
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Pressure builds on SMSF trustees
by Barrie Dunstan
Trustees of self managed super funds face greater
pressure on their investment strategy with the
Reserve Bank of Australia’s signal of even lower
interest rates.
The reason: ATO distribution rules will require funds
to increase the pension payments as a percentage of
assets in the coming year.
Just when SMSFs face short-term interest rates
below 4%, the rules will now force them to meet
minimum payments one-third higher than in the
2012-13 year just ending. SMSFs will need to overlay
a target return on any safety-first asset mix to meet
the required higher payout.
The minimum pension distribution requirement for
members in the 55-65 age bracket will rise from 3 to
4% return on assets for the coming 2013-14 year,
while those in the 65-74 bracket will see the minimum
rise from 3.75 to 5%. SMSFs can, of course, use
cash reserves to meet the minimum but, with up to
two decades of retirement ahead, most will prefer to
cover their payouts from earnings to remain
sustainable.
This pressure to achieve higher returns will clash with
many SMSFs’ desire to protect their capital and
avoid losing money, if the booming stock market
starts to waver. The problem is that Australian super
funds don’t have all the tools to manage this.

despite much talk it seems that annuities are not on
the immediate radar.
For fund members nearing retirement, this means
both institutional and self-managed superannuation
funds are forced to run their own risk insurance in the
absence of a big pool of funds provided by traditional,
life insurer-run annuities (or even a government-run
system).
And the Reserve Bank’s lower interest rate signal
simply confirms it would be a lousy time to consider
annuities. Potential providers won’t want to
guarantee future incomes by investing in low-yielding
bonds and few investors want to commit to very low
incomes they can buy with their lump sums.
This adds a new degree of difficulty to the accepted
so-called lifestyle approach to investing funds near
retirement. Earlier, it all sounded so easy: reduce
equities and increase fixed interest holdings as you
got older to protect against volatile equities.
But with already low bond yields likely to fall further,
the bond market not only offers lower income but also
the increased chance of an inevitable market bust. In
a belated and ill-timed move, a helpful government
has announced plans to make it easier for investors
to buy tradeable bonds (see Paul Rickard’s article last
week).
Don’t run scared

Missing link
Our system has to fight this battle of retirement
incomes without the ability to use annuities because
some decades ago there was a tacit agreement to
adopt a second best approach of paying pensions
from an invested lump sum, rather than developing
an annuity market. Few Australians understand or like
annuities, except actuaries who love them, and

ASIC head, Greg Medcraft, has issued a warning to
investors about the risks of high yield investments;
hopefully SMSFs won’t react by rushing into
government bonds at what may prove to be the low
point in their market prices.
Big super funds can lessen their reliance on
potentially tricky share and bond markets with

04

infrastructure projects, property and alternative
investments like hedge funds. But these can’t
entirely replace shares and bonds – and the big funds
can’t pile into alternatives because the investment
choice system limits them to locking up too many
funds in illiquid investments.
This is partly what has allowed SMSFs to tailor their
own asset allocation. But it’s not easy for them to get
access to alternative investments without being
overcharged or by making complex risk/return
judgements on often sparse knowledge.
So SMSFs are at a crucial turning point. It’s not just
enough to ensure safety of capital; now they need to
add an overlay of a higher target income from their
portfolio.
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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Macquarie Capital Notes – the risk premium is not
there
by Paul Rickard
Macquarie Group is the latest to tap the hybrid
securities market with an issue of $400 million
Macquarie Capital Notes (MCN). The issue structure
is similar to that used by Commonwealth Bank,
Westpac, NAB, Suncorp and BOQ in recently
accessing the hybrid market through issues of listed
preference shares (ASX Codes CBAPC, WBCPD,
NABPA, SUNPC and BOQPD).
Although technically not a preference share, the
Capital Notes are perpetual and will qualify for
Macquarie as regulatory capital with APRA. Subject
to a couple of testing conditions being met, they will
convert into Macquarie ordinary shares in about eight
years’ time.
The Notes will pay a semi-annual floating rate
distribution, which is expected to be partially franked.
The distribution is set every six months at a fixed
margin of 4.0% over the then 180-day bank bill rate,
and then adjusted for any franking credits that are
attached.
With the 180-day bank bill rate currently around
2.75%, this implies a gross distribution rate of 6.75%
per annum for the first six months (2.75% plus 4.0%).
As this is expected to be franked at 40%, the cash
distribution should be 5.76% per annum, which will
also carry a (non-cash) imputation credit of 0.99% per
annum.
The conversion test
Macquarie must convert these Notes into ordinary
shares on 19 June 2021. Upon conversion, holders
are issued Macquarie shares at a 1% discount to the
then market price. The first test for the conversion is
the price of Macquarie shares in June 2021, which
needs to be at least 56% of the price Macquarie is
trading at today. With Macquarie around $45.00
today, this implies a test condition of around $25.20.

If this and the other conditions are met, conversion
occurs – otherwise, it is retested on the next and
subsequent distribution dates until the test is met.
There is also a ‘non-viability event’ trigger. Under
this trigger, APRA can determine that Macquarie
Group is ‘non-viable’ and require the immediate
conversion of the Capital Notes into ordinary shares.
Due to a cap on the maximum number of ordinary
shares that are issued upon exchange, a MCN holder
could receive less than $100 of ordinary shares.
Distribution payments are discretionary. They don’t
accrue if not paid, and won’t subsequently be paid.
The main protection MCN holders have is that if a
distribution is not paid, a dividend stopper is placed
on Macquarie ordinary shares.
Macquarie also has three optional exchange dates –
five, five and a half and six years down the track – on
which they can elect to exchange the Notes for
ordinary shares, or with the permission of APRA,
redeem or resell the Notes.
Details of the issue are as follows:
Issue size: $400 million, with right to accept more
Security type: Subordinated, unsecured,
non-cumulative, mandatorily convertible note
Listing: ASX, stock code MQGPA, expected 20 June
Issue price: $100 per note
Scheduled exchange date: 21 June, 2021 (into
Macquarie ordinary shares)
Macquarie optional exchange, redemption or
resale: 19 June 2018, 19 Dec 2018, 19 June 2019
Mandatory early exchange: Non-viability trigger, or
acquisition event
Distributions: Floating, based on 180-day bank bill
plus margin, adjusted for any franking credits
Margin: 4.00% per annum
Distribution dates: Paid semi-annually on 19 Dec
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and 19 June
Payment of distributions: Discretionary, and subject
to ‘Distribution Payment Conditions’. Non
cumulative. Dividend stopper on Macquarie ordinary
shares.
Ranking: Equal with preference shares including
2008 CPS, ahead of Macquarie ordinary shares.
Offer opens: 22 May
Offer closes (scheduled): 18 June
Issue date: 19 June
Minimum subscription: $5,000 or 50 notes
Our view
It wasn’t that long ago that Macquarie shares were
trading under $20 – they have had a great rally to
around $47. This highlights not only how fickle the
market can be, but also the additional risk in investing
in a Macquarie equity investment.
That said, Macquarie boasts a pretty impressive set
of metrics:
A capital surplus of $3.4 billion above the
harmonised Basel III requirement;
A conservative balance sheet with term
assets covered by term funding;
Retail deposit growth up 7% since March
2012; and
A claim that its earnings volatility (or more
precisely, lack of it) makes it closer to a fund
manager than an investment bank.
Is a margin of 4.0% a sufficient “risk” premium for
this hybrid issue? In this yield driven environment, the
market seems to think so, as the book build has
reportedly gone very well. Maybe we are a little
jaundiced, however September 2011 doesn’t seem
that long ago. On a risk-adjusted basis, the existing
NABPA and WBCPD issues, which are trading on the
ASX at a margin of around 3.25%, look better value.
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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Weekly broker wrap – NXS and SXY upgraded
by Rudi Filapek-Vandyck
Downgrades in ratings for individual stocks remain
largely focused on the mining and mining-related
sectors. But that was before the Aussie dollar tanked
to well below USD-parity. A weaker AUD is poised to
start an earnings upgrade cycle for Australian
companies, including mining stocks.

timeframe to realise value of the CSG in the Cooper
Basin remains unclear, in the broker’s opinion.

This week, we focus on mining and mining-related
stocks receiving actions on both sides of the ledger.
In the good books
Nexus Energy (NXS) upgraded to Overweight from
Neutral by Macquarie. The broker noted Nexus has
agreed with Santos (STO) to amend the Longtom
Gas Sales Agreement and while overall gas volumes
may have fallen, Nexus managed to get a better price
and also doesn’t have to pay for a $65 million infill
well. With the Crux licence restructured, retention
licences secured and Longtom metrics looking better,
the recommendation was upgraded.
Oakton (OKN) upgraded to Buy from Hold by UBS.
Oakton now expects 2H earnings to come in around
1H levels, which implies about a 12% cut to guidance.
Lower than expected Federal Government spending
did much of the damage. FY13-15 EPS estimates
were cut by 10%, 7% and 9% to account for the new
guidance and soft operating environment. Cost
cutting is about the only way to support margins, so
the offshoring of work is likely to continue. Despite the
soft outlook, the recommendation was upgraded, with
the stock now too cheap to be passed up, said UBS.
Senex Energy (SXY) was upgraded to Neutral from
Underweight by JP Morgan. JP Morgan pointed to the
share price roller coaster over the past several
weeks, noting the stock now offers 24% potential
upside to the price target, albeit in a generally
undervalued sector. The company has announced
the Hornet gas discovery, which is a positive, but the

In the bad books
Evolution Mining (EVN) was downgraded to Hold
from Buy by Deutsche Bank. The likely strength of the
USD and declining inflationary pressures see the
broker revise its gold price assumptions. Deutsche
Bank average forecasts now stand at US$1,533/oz
for this year, US$1,500/oz for next year and
US$1,450/oz for 2015. This adds up to 6%, 17% and
25% reductions. The broker’s long-term price
remains unchanged at US$1,300/oz. For Evolution,
this added up to a downgrade, lower forecasts and a
lower price target.
Iluka Resources (ILU) downgraded to Underperform
from Outperform by Credit Suisse. The broker said it
was feeling a bit optimistic in thinking a zircon restock
is underway in China. In the meantime, the share
price reached the broker’s target and with little to
push it higher any time soon, the recommendation
was dropped.
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Newcrest (NCM) was downgraded to Hold from Buy
by Deutsche Bank due to the downward revisions in
gold price mentioned above for Evolution. For
Newcrest this added up to a downgrade as part of a
sector review.
OZ Minerals (OZL) downgraded to Hold from Buy by
Deutsche Bank. After the visit to Prominent Hill and
Carrapateena, the broker was still of the view that the
asset potential for OZ Minerals is yet to be defined.
So, with operational issues in 2013 and no clear path
to earnings growth, the stock is not a preferred
copper play. Deutsche Bank expects the company to
meet revised copper and gold production guidance in
2013 but is cautious and assumes grades will stay
low.
Regis Resources (REA) and Silver Lake Resources
(SLR) were both downgraded to Hold from Buy by
Deutsche Bank also on the back of its gold price
revisions.

The FNArena database tabulates the views of eight
major Australian and international stock brokers:
BA-Merrill Lynch, CIMB, Citi, Credit Suisse, Deutsche
Bank, JP Morgan, Macquarie and UBS.
For the purpose of broker rating correlation,
Outperform and Overweight ratings are grouped as
Buy, Neutral is grouped with Hold and Underperform
and Underweight are grouped as Sell to provide a
Buy/Hold/Sell (B/H/S) ratio.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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The ins and outs of property management
by Margaret Lomas
When you buy property as an investment, you will be
presented with a number of choices as to how it
should be managed. Although it just looks like a
house or unit to you, this is an asset, which needs to
be managed and maintained in a professional
manner.

Interviewing tenants and uncovering their
financial and rental histories may be difficult.

Depending on the property type, you will most likely
have a number of options. They are as follows:

In reality, the costs of professional management may
be a small price to pay when you place a true value
on the time you may spend yourself. Remember,
also, that property management fees are tax
deductible, which generally reduces them to a very
small percentage of your income.

1. Managed personally

2. Managed by a property manager

Managing a property personally is often done as a
way to save money. Very often it works out the other
way, and new property owners underestimate what is
involved in managing their property. As with all things,
there are benefits and drawbacks to managing your
property personally.

The success of a property management department
or company can be measured not by the number of
properties on its rent roll but by the percentage of
vacancies it has, and the turnover of its tenants.
Where turnover is high, this may be because of the
nature of the particular area, or it could be due to the
ineptitude or carelessness of the manager in
selecting quality tenants.

Benefits
You may gain cost savings as no
management fees will be deducted from your
income;
You may be able to keep a closer watch on
your property than a property manager does,
as you will probably have fewer properties to
manage;
You can be sure that your own personal
standards are upheld.
Drawbacks
Once you start to accumulate more and more
properties, you may not have the time to
manage all of them;
You may lack understanding of the laws
applying to landlords and tenants and so
strike trouble at some point;
The savings in costs may not be worth the
cost of your time;

Benefits
They will choose your tenant from a wider
pool;
They can access credit information and rental
histories of applicants;
They will carry out frequent inspections;
They often have trades people who give
discounts for the regular work.
Drawbacks
True costs may add up when you consider
inspection fees, letting fees, advertising costs
and sundries, all of which will add to the
standard percentage cost of management;
Property managers can be overworked, where
there are too many properties on the rent roll
and not enough staff;
Property management offices or companies
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can be staffed by inexperienced people or
juniors, who lack the skills needed to manage
conflict or other issues, or think laterally to get
your property tenanted in times of low
occupancy.
If you are choosing to have your property managed
by a property manager, you must be sure to take the
time required to choose what you hope will be an
efficient manager. Don’t make the mistake of
choosing a manager and then forgetting about your
property, or simply opting for the management
department of the agency, which sold you the
property. Be sure to keep a close eye on them so that
they continue to do a good job for you.
3. Management agreements
Many ‘niche market’ properties come with an on-site
manager already in place, who may have been
retained under a range of different arrangements. A
management agreement refers to a written contract
between the owner(s) of property (often as a body
corporate) and an experienced operator. It will consist
of a list of requirements of this manager, along with a
schedule of remuneration for his or her services,
typically expressed as a percentage of gross or net
revenue.

experience.
5. Leasebacks
Leasebacks differ from other management
agreements in that they involve a manager actually
signing a lease with each individual owner, in order to
on rent the property. Some investors feel more
comfortable with this type of arrangement because it
means that rent is going to be received even when
there is no one occupying the property. This can be
false security as, in reality, the ability of the manager
to pay the lease is linked directly to his or her success
in running a profitable venture. Where the venture
returns less than needed to honour the lease
agreements, the manager has to provide top up funds
from other sources (such as the restaurant and bar
that are a part of the complex your property is in, or
even another establishment) or, if there is no other
source, the lease will not be honoured.
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.

Where a manager has been retained via a
management agreement, and there is no associated
granting of real estate or retail rights, it is usually fairly
simple to terminate his or her services if the grounds
are just. Ensure that you are familiar with the exit
clause and that there is not a large cost to terminate a
poorly performing manager.
4. Management rights
Management rights are similar to management
agreements, however they are usually ‘purchased’
by the manager and involve the acquisition of some
of the real estate. Typically, management rights will
be sold by the developer for several million dollars
and may include an apartment in the complex, plus
rights over any restaurant, bar and reception area.
Terminating a poorly performing manager who has
purchased these rights can be fraught with problems,
and very often these types of management rights are
bought by couples with little or no hotel management
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Auction clearance rates – steady as she goes
by Penny Pryor
Tomorrow, with the release of the minutes for the
Reserve Bank meeting that decided the rate cut on
May 7, we will get a clear idea of where rates are
headed. But with many economists predicting another
cut anyway, the property market is powering ahead.
Auction clearance rates are still strong, with a
preliminary reading as high as 78.6% for Sydney, as
can be seen in the chart below.

Melbourne is also relatively strong at 73.6% and in
the updated numbers for the week of May 11 (see
below), Melbourne shows a massive 423 properties
were sold at auction, higher than the 229 sold in
Sydney.

In the same week last year (see below), all capital
cities recorded clearance rates under 60%. Adelaide
and Brisbane traditionally have much lower clearance
rates, partly due to the smaller number of properties
reported for auction. Those states also have been
experiencing slightly slower economic growth in the
cities.

Expensive properties continue to be sold at auction
but it was a three-bedroom unit in the inner city
Sydney suburb of Darlinghurst that sold for the most
this week, going under the hammer for $3.3 million.
A four-bedroom house in Malvern East, 11km south
of Melbourne’s CBD, went for $2.26 million and a
property in Adelaide also hit the million-dollar mark. A
four-bedroom house in Brighton, 15km south of the
Adelaide CBD, sold for $1.36 million.
The most affordable property was a one-bedroom
apartment in Noble Park, 35km from Melbourne’s
CBD, which went for $187,500. The next most
affordable was a two-bedroom unit in the outer
western suburb of Mount Druitt, which went for
$230,500.
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

Our love affair with sports utility vehicles (SUVs) continues. Over the 12 months to the end of April, 315,496
SUVs were sold - a record high. That was despite a drop over the month in sales of 0.6%, as passenger vehicle
sales fell by 1.3%.
More than a third of vehicle buyers, or 36%, now opt for an SUV instead of a traditional passenger car.
New car sales fell for the fourth straight month in April but in annual terms 1,130,978 vehicles were sold over
the year, marking another fresh annual high.

The week ahead
Australia
May 21 Reserve Bank Board minutes (May 7 meeting)
May 22 Consumer sentiment (May)
May 22 Skilled vacancies (April)
International
May 22 US Existing home sales (April)
May 22 US Federal Reserve minutes
May 22 US Fed chief Bernanke testifies
May 23 'Flash' purchasing managers (May)
May 23 US New home sales (April)
May 24 US Durable goods orders (April)

13
Powered by TCPDF (www.tcpdf.org)

