Issue 200, 4 July 2013

Go Charlie, Go Australia!
In this, our 200th issue, we welcome back stockbroker extraordinaire Charlie Aitken and his unique
insights. Today, he takes a look at QBE and walks us through why he thinks this is one of the best
buys of the next three years.
In another special for our 200th issue of the Switzer Super Report, you can get a sneak peak into my
very own SMSF as Maureen (my boss and partner) is our My SMSF candidate for this week.
James Dunn examines the mining services sector and JP Goldman looks at offshore investing, and
forecasts that the Aussie dollar is set to fall further. Our question of the week examines whether some
of the advertised interest rates on bonds linked to prime mortgages are too good to be true, and Roger
Montgomery explains whether the Brambles demerger will really add value.
Sincerely,

Peter Switzer
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Short Bernanke, long QBE
by Charlie Aitken
QBE was a recent addition to my high conviction buy
list™, primarily on the view that historic correlation
analysis showed QBE’s share price has the highest
correlation, of any ASX top 20 stock, to US 10-year
bond yields and the Australian Dollar cross rate. It’s
worth remembering QBE is a significant stock, with
an $18 billion market cap and represents 1.59% of
the benchmark ASX200 Index. In the last month QBE
underperformed the AUD fall, due to convertible bond
hedging selling, and concerns about the operational
update. Both those pressures have now ceased.
My initial attraction to QBE was a ‘top down’ one
based on bond yield, currency, technical and open
short position analysis. However, this week’s “global
operational transformation program” update from
new CEO John Neal confirmed an increasingly
positive ‘bottom up’ story in QBE. In my experience,
the biggest medium-term returns you generate in
stocks are when ‘top down’ meets ‘bottom up’ and
that is now happening for QBE.
Top down
Let me again start with the ‘top down’ view. Then I
will look in more detail ‘bottom up’.

If I am proven right in a post ‘US Federal Reserve
Quantitative Easing’ world of normalised US bond
yields and a normalised Australian Dollar, then the
single best large-cap Australian play on that
normalisation of yields and currency is QBE.
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QBE’s strong correlations to bond yields, and
currency cross rates, make perfect fundamental
sense. The Fed’s previously unprecedented
manipulation of the risk free rate and USD has hit
QBE on multiple fronts: now that reverses.
Firstly, with 70% of assets being offshore, the falling
AUD increases translation profits.
Secondly, rising bond yields help investment income
returns from the investment portfolio.
Thirdly, QBE has confirmed discount rate
adjustments will start to benefit them. The dramatic
discount rate fall in recent years, which is set off the
Fed’s manipulated 10-year bond yield, has led to an
extra $1 billion of claims allowances and lower profit.
If the discount rate goes back to where it was after
the Fed ends QE, the $1 billion will come back out
through profits. At this stage you might expect 20% of
it to start coming through, due to recent discount rate
rises.
Bottom up
That’s a simple summary of the ‘top down’ driven
earnings growth attractions of QBE, but that is now
being joined by a ‘bottom-up’ cost out/business
simplicity story, that will also drive earnings growth.
On the cost side, QBE confirmed $250 million of cost
savings by end 2015 were on track, yet a comment
on an additional $90 million of “procurement”
savings, which would theoretically take the cost out
total to around $340 million by 2015, appears
somewhat overlooked. One thing I have learned over
the years is that big corporations like to
under-promise and over-deliver on cost out targets. It
would seem QBE is following that trend here, with
cost out likely to surprise consensus, and lead to
upgrades in the years ahead.
Let’s look at a series of cost out and business
efficiency slides from QBE, which confirm the
effectiveness of the new management team led by
John Neal.
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On the balance sheet side, there are also clear signs
of improvement. QBE states they are on target for
debt to equity of less than 40% by December 2013.
Again, that appears a conservative forecast that will
be beaten.
QBE has actively strengthened its balance sheet over
the last 18 months, with a combination of equity
placements, convertible bond issues and sub-debt
repayments. They have also lowered the dividend
payout ratio and weighted it to seasonality (40%
interim/60% final).
Regulatory certainty has increased with the
finalisation of APRA’s LAGIC reforms, and S&P has
affirmed its “A+” financial strength rating and raised
the outlook to “stable” from “negative”.
While QBE doesn’t give earnings guidance as such,
the slide below summarises the current earnings
drivers, all of which are headed in the right direction.

On the investment arithmetic, QBE is cheap, trading
on bottom of the cycle multiples, when it’s clear the
bottom of the earnings cycle is behind us.
For the CY13 year, we are currently in consensus,
which sees QBE grow EPS 30% to 115.8c. The P/E
being applied to that is 13.2 times.
But CY14 and beyond is where the greater potential
for earnings and P/E expansion lies.
Current consensus for CY14 is for QBE to increase
EPS by another 15% to 133.5c in CY14. The P/E
being applied to that is 11.4 times.
My view is, as the market and investors come around
to my thinking on the top down and bottom up
earnings growth story in QBE, they will eventually pay
15 times for what should be EPS of $1.50. That
generates a medium-term QBE price target of $22.50,
42% above the current share price.
In summary, QBE is a play on
1. Rising bond yields
2. Rising US dollar
3. Premium rate rises
4. Transformational cost out
5. Discount rate adjustments flowing back
through P&L
6. Management re-rating
QBE cleared a small sentiment hurdle this week and
remains my no.1 mega cap play on Fed tapering and
eventual Fed exit. Short Bernanke, long QBE – the
trade of the next three years.

The outlook

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.

I believe QBE is entering a multi-year earnings,
dividends and P/E upgrade cycle. The open short
position remains 51.5 million shares, a short position
that looks historic to me, and increasingly likely to be
squeezed in the months and years ahead, as macro
and micro influences concurrently turn positive.
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My SMSF – Maureen Jordan Switzer
by Super Report Subscriber
Name: Maureen Jordan Switzer
Age: Forever young (I’m a Baby Boomer)
Other members of your SMSF: My husband, Peter
(Switzer) and our two sons.
How long have you had your SMSF?
We started it about 10 years ago when our sons
joined us in our business.
Why did you start it up?
We were unhappy with the charges and the
performance of retail super funds, and we could see
enormous advantages in being in control of our
investments. Clearly, super is a very tax-effective way
to gain exposure to the stock market, and an SMSF
gave us an opportunity to give us the asset mix in our
portfolio that suited both our appetite for risk and what
we prefer to invest in to build wealth. We were also
intending to offer the same solutions for the right
clients who came to our financial planning business.
And we thought it was a great way to get our two
sons more involved in a critically important wealth
generation issue all young people need to be
engaged with.
How big is it?
It is a significant amount of money designed to give
my husband and I sufficient cash drawings when we
eventually decide to retire, which is some time off at
this stage. From the point of view of our sons, the
SMSF will be a fantastic vehicle for them when they
retire and as parents it is very comforting to know that
there will be a wonderful legacy left for your children
of which they have also had a part in building.
Is it more or less difficult to manage than you
thought it would be?

Given our background in the finance industry, we
were aware of the obligations – especially
administrative ones – and so we put in place a
system that ensures the necessary work is completed
according to the rules. As a group, we love the
investing side, because we understand the
companies and other assets we invest in, and so all
we needed to do was to create an efficient system to
make sure all the I’s were dotted and the T’s were
crossed. It adds to costs, but they are tax deductible
inside the fund, and it means we can concentrate on
making money for the fund.
Are you glad you have it?
Definitely, as it has meant that we have bought great
companies we like when share prices were low and
conventional fund managers might have played it
cautiously as they are publicly accountable. From
early 2009, Peter was publicly advising that stocks
would make a comeback and so we put our money
where Peter’s mouth was, so to speak!
Are you pleased with its performance?
The performance has been solid with our returns
beating the index on a 1, 3 and 5-year basis. That’s
not surprising, as we have had a ‘buy the dips’
strategy.
What is your asset allocation?
Since 2009 we have been fully invested in stocks, as
we have a high-risk profile and we don’t intend to
retire for some time. We were invested in Aussie
stocks as we did not want to have a currency hedge
issue and we like to invest in great companies selling
at attractive prices, which also offer good dividends
and franking credits. We keep cash of course for
when buying opportunities arise, such as we are
seeing right now.
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What are your favourite investments/stocks and
why?
We play stocks through our SMSF but have three
investment propertiess we have held for some time
outside of our SMSF. And of course we have our
family home. They have all been great investments,
once again bought in great areas where there is good
capital gain and they were bought quite a few years
ago during challenging times for the real estate
market.
What investments do you have outside of
superannuation?
We were always big fans of property, as the answer
above shows, but as we became more mature we
started to recognise the value of investing in great
companies, which pay solid dividends. We still like
property at the right price and the next one will
probably be bought inside our SMSF. We’ve also
built up a number of businesses with a considerable
workforce. One of these is Switzer Financial Services,
and Paul (Rickard) is our partner in this business.
These businesses have substantial value but have
required a lot of investment of owners’ capital to get
them to where they are today. That said, we have
great delight in investing in our family and staff and
seeing great returns!
Do you use an advisor or any kind of service
provider?
Yes – three! Peter, my son Marty and myself as well
are all advisers! Though it’s our other son, Alex,
whose opinion we definitely listen to as well.
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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Brambles and the de-merger proposition
by Roger Montgomery
Brambles, the world’s leading supplier of pallets, has
recently announced that it will demerge its Recall
business, which specializes in document
management.
In setting out a rationale for the demerger,
management and the media have presented various
ways that the transaction may create value for
shareholders. As value investors, we at Montgomery
Investment Management are keen students of
anything that has the potential to do such a thing. But
when we study the rationale for the transaction, we
can’t help feeling that when others talk about value,
they are talking about a concept that is rather
different to our own.
Real value
On the surface, a demerger is not much more than an
accounting change. Shareholders of the combined
company will receive a proportionate amount of
shares in each of the separated divisions, but in
aggregate, there will still be the same amount of debt,
the same amount of equity, and each business will
still have the same fundamentals.
Companies merge when they believe their combined
value would be greater than the sum of their parts.
Mergers can create value from synergies, either
through cost efficiencies or revenue opportunities
from the combined operations. To the extent that
these synergies can give rise to incremental earnings
and cashflow that would not otherwise have existed,
this is an entirely legitimate rationale.
Where is the value creation in a demerger?
In the case of Brambles, while the pallet division
shares little synergistic benefits with the document
management division, it doesn’t appear that there
should be any value destruction inherent in the

current structure, and which could be avoided by
demerging.
Demergers are often justified on the grounds that the
businesses will be operated more effectively by two
separate management teams. This is normally
referred to as “focus” and this is certainly one reason
proffered by Brambles.
Management has reasoned that Brambles will be able
to focus on ongoing opportunities for growth and
shareholder returns from the company’s global
Pooling Solutions operations, while the newly
independent Recall Holdings, will provide investors
with stable revenues and strong cash flows.
We have trouble accepting this as a valid reason to
demerge a corporation. Under the same parent
company, the Pooling Solutions division has become
a world leader, and by management’s admission, the
Recall business has a strong financial profile that has
consistently created value for Brambles shareholders.
At its heart, these are two fundamentally different
businesses; the paper management industry is in
decline, while Pooling Solutions is growing strongly.
This isn’t going to change if the two companies
operate separately or within the one parent company,
but it is a clearer insight into why management is
seeking to demerge.
Share prices post merger the key
A demerger will create two separate share prices for
the high and low growth divisions, and these share
prices will move in accordance to these growth
profiles. In this sense, management’s reference to
maximizing shareholder returns has more to do with
the post-merger movements of the share prices than
the fundamentals of the businesses.
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At Montgomery, when we talk about value creation,
we are referring to changes that lead to incremental
earnings and cashflows, rather than something that
may lead to the same earnings attracting a higher
multiple. Value creation as we see it can take many
forms, including minimizing costs, having an effective
corporate strategy, and making the right business
investment decisions.
Demergers can have benefits, but it is easy to get
caught up in things that create a perception of value
creation, but may not do much to improve the
fundamentals of the respective businesses.
The one thing you can be sure of is that the
investment bankers will extract real – not perceived –
value in the form of their transaction fees. In order to
overcome this frictional cost, there should at least be
some real value creation on the other side.
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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Unhedged still a good choice
by JP Goldman
The Australian dollar has taken a notable tumble in
recent months, and some investors may fear they’ve
missed the boat in terms of taking on greater offshore
investment exposure. In reality, however, the decline
in the $A may well have only just begun, and offshore
– unhedged – investments still seem worthy of
serious consideration.
The outlook
The drivers of financial markets change over time.
One of the major investment themes of the past
decade – namely the rise of China and the associated
rise in global commodity prices – is likely to evolve in
new ways over the next decade. This is likely to be
associated with a weaker Australian dollar, and new
country and sector leaders across the global
economy in the next few years.
For starters, the Chinese economy is slowing as it
grows in size and becomes more complex. Services,
consumer spending and less fossil-fuel intensive
industrial activity will figure more prominently in the
China of tomorrow, which will reduce its once
ferocious appetite for Australian coal and iron ore.
At the same time, global production of coal and iron
ore is being ramped up in the typically lagged
response to the earlier high level of prices. The
downward phase of the commodity price cycle will
tend to favour net-commodity consuming nations –
like China and the US – over producers like Australia
and Brazil.
Slowly but surely, the US economy is also gathering
strength and the Federal Reserve is inching closer to
winding back the extreme level of monetary
accommodation of recent years. To be sure, the US
economy remains in a fragile state, but it’s much
better placed from a productivity and demographic
perspective than its European and Japanese
counterparts.

The prospect of higher US interest rates – and
reaffirmation of the greenback as the world’s reserve
currency – is already being felt in global currency
markets with some lift in the US dollar from what had
been historically cheap levels. As the US dollar cycle
turns up, the Australian dollar cycle will inevitably turn
downward.
Of course, Australian miners may still fare relatively
well in this environment. While slowing, China’s
demand will still remain strong and mining export
volumes are likely to rise. Along with other exporters,
miners will also benefit by a cheaper $A as it will
boost the local currency value of offshore earnings.
But unlike over much of the past decade, miners may
not be the clear sector leaders they once were.
How low could the $A go?
Note that over the past few decades, it has averaged
around US 75c in nominal terms. Over this period,
moreover, Australian inflation has tended to be a bit
higher than in the United States – such that for the
currency to equal its long-run average in real terms
(of more relevance for price competitiveness), it
needs to be around US 65c today.
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Against this of course, there is the strong feeling
among commodity analysts that while commodity
prices will likely fall further, they will remain above
their longer-run average due to rising production
costs and strong ongoing demand from China. Taking
all this together, it’s still not inconceivable that the $A
drops to the low US80c range – or even the
mid-US70c – over the next few years. Such a drop
will enhance the $A value of investment in foreign
markets, be they in cash, bonds or equities.
Where to invest?
There’s a plethora of choice, but it’s hard to beat the
biggest and most liquid market in the world – namely
the United States. Even in a cyclically weak economy,
corporate America’s profit share has continued to
trend higher, and it’s hard to see such profit
performance worsening as the economy improves.
At the other end of the spectrum, China’s share
market has been beaten down badly in recent years
and appears quite cheap for an economy still capable
of growing at a 7.5% annual pace. Frontier Asian
economies, such as Vietnam and Bangladesh, are
also worth considering, as China gradually loses its
cost competitiveness in labour intensive
manufacturing.
As for sectors, a renaissance in the technology sector
appears underway, given the digital revolution and
convergence in media technologies. The ever
dependable health care sector is also well placed to
benefit from new medical technologies and rich
ageing populations in the developed world. Emerging
market financial liberalisation might also favour their
financial and consumer sectors as – rightly or wrongly
– once credit-starved households are lured toward
greater leverage.
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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Is it time to get back into mining services?
by James Dunn
As worries have mounted over the potential
slowdown in Chinese economic growth, it isn’t just
commodity prices and mining stock prices that have
taken a hammering.
The mining services companies, too, have been
pounded.

Sedgman (three downgrades), Macmahon (three
downgrades) and Mastermyne; earth-moving
equipment company Emeco (three downgrades);
crane provider Boom Logistics (two downgrades);
and pumping, dewatering, power generation and
air-compressor supplier Resource Equipment (two
downgrades).

With capital expenditure in the resources space set to
peak this year, and big miners announcing plans to
severely curtail costs, delay projects and cancel
others, next year could be even worse for the mining
services sector.

It is hard to pick out the worst performer: probably
mining services provider Allmine Group, which was
suspended from trading in May, while it undertook a
financial review, and entered into administration in
June, after its shares fell 80% this year.

Almost $20 billion has been stripped from the value of
the stock market’s listed mining services companies
since February – nearly two-fifths of the combined
value.
The sector was already reeling in late 2012 from
project deferrals by miners and a surprise slump in
the iron ore price. But the 2013 carnage still appeared
to catch both companies and brokers by surprise.

But only its actual collapse puts Allmine Group ahead
of the likes of mining accommodation provider
Fleetwood, which has given the market four profit
warnings in the past year, and drilling services
provider Boart Longyear. Boart has slashed its
earnings outlook twice in two months, had its credit
rating cut and went to its bankers for permission to
reschedule debt, in exchange for higher interest and
the banks taking security over a range of assets.

Dramatic rewrite

It’s a bloodbath

As recently as the end of April, UBS and other
brokers had “buys” on stocks across the sector,
arguing that the bad news was already factored in to
the prices.

Even the companies that have not cut their earnings
guidance have seen their share prices taken down by
the market, because the market expects them to
come out with earnings downgrades. In this group are
mining contractor Monadelphous, laboratory testing
group ALS, which does most of the assay
(examination and analysis) work for Australian
miners, and Decmil Group, which specialises in
building accommodation and offices at remote mining
and energy sites. Decmil and ALS have not been
marked down as heavily as Monadelphous, and in
fact have seen their share prices recover recently.

But the earnings downgrades (and job cuts) have
come thick and fast, from all corners of the
businesses that supply services to the miners and oil
and gas companies: from engineers UGL, Worley
Parsons, Transfield Services (two downgrades),
Cardno (two downgrades); engineering and project
management services provider Ausenco; drilling
fluids supplier Imdex; mining contractors and service
providers Ausdrill (two downgrades), Lycopodium,
NRW Holdings, Calibre Group, GR Engineering,

When a sector is attacked like this, the share price
falls rapidly expose what appears to be great value.
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But this can just as easily be a classic value trap –
that is, where the prospective price/earnings (P/E)
ratio is low, and/or the dividend yield high, for a very
good reason: namely, that the market does not
expect the earnings and/or dividend to come through
as high as expected.
With that in mind, I checked through the excellent
database at FN Arena to look at the forward (FY14)
P/Es and dividend yields – and the difference
between the share price and the brokers consensus
target price – for a range of mining services stocks.

Value take
I asked David Buckland, chief executive officer and
portfolio manager at Montgomery Investment
Management – one of the best value investors in
Australia – what he thought of the sector. His
response: “yes, the space is cheap, but it deserves to
be!”
Buckland’s biggest issue with the resource services
sector is the “savage decline” in the anticipated work
on hand. For example, says Buckland, the Bureau of
Resources and Energy Economics (BREE) expects
the value of current and likely project investment to
decline 75%, from $270 billion in 2012 to $70 billion in
2017.
“If this proves correct, then the sector’s revenue will
be under significant pressure and margins will
probably be slashed,” he says. “You only have to
look at the degree BHP and RIO are aggressively
cutting their capital expenditure and exploration
budgets, as well as their dependence on
contractors.”

Clearly, to an investor accustomed to looking for low
P/Es and high dividend yields as indicators of value,
there is plenty in this sector. But the corollary of this is
that the stocks could be value traps – the earnings
estimate is still too high, and the P/E is artificially low.
For the dividend yield, think in reverse.
As for the steep – and juicy – discounts on offer to the
consensus target price, the problem is that the
second part of this comparison might not yet have
been adjusted downward.

Buckland says the standout stocks in the sector are
those with very good business positioning, recurring
earnings and strong balance sheets – such as
Monadelphous, Worley Parsons and Decmil Group.
(For example, Decmil recently won a $137 million
contract to build a village at the federal government’s
controversial Manus Island detention centre in Papua
New Guinea: government work diversifies Decmil
from its traditional customer base of mining and
energy, which is scaling back spending.)
But even then, the best that Buckland can say about
these stocks is that they “may do less bad.”
Gary Stone, managing director of ShareWealth
Systems, has a different perspective on the market.
ShareWealth Systems uses a mechanical software
system that employs criteria based on price, volume
and relative strength – the relative comparison of a
stock’s price action against the S&P/ASX All
Ordinaries index – to trigger trading signals. Stone
says the signals from Share Wealth Systems are
totally objective: they ignore commentators’ views,
brokers’ opinions, stock announcements and
geopolitical news, which they consider to be “noise”
as all this is discounted into the price movement at
any given time.
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Looking at the mining services stocks, Stone says
“none of them are even showing the early signs” of
turning around. He says the sector looks very
over-sold, but on price action, none of the stocks are
establishing higher lows and higher highs, a key
precursor to a breakout.
“It is still too early to go into these stocks,” he says.
“The only reason to do so would be as a purely
contrarian play, in an over-sold market. But on price
action and relative strength, there is no evidence of a
potential turnaround, so expecting any move in the
mining services sector is a guess,” says Stone.
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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Bernanke throws the cat amongst the pigeons
by Gavin Madson
Following Chairman Bernanke’s comments that the
Fed would be reviewing the Quantitative Easing (QE)
program, with the view of easing the US$85 billion
per month bond buying program later this year (with
the program removed in 2014 depending on
economic data), global markets sold off dramatically,
as investors switched out of equities, government
bonds and ‘risk assets’ including the AUD.
The sell off reflects the market’s re-assessment of
the view of ‘free money forever’, where taking risk
(buying risky assets) was essentially underwritten by
the Fed’s continued stimulus of the economy.
Without the stimulus, investors began to actually look
at risk, and the price they were paying, and didn’t like
what they saw. Prices (and risk) were essentially
being underwritten by the external stimulus provided
by the Fed, not by fundamental economic growth.
Large movements were also seen in currency and
bond markets, the latter impacted by the realisation
that a very large buyer of bonds (the Fed) will no
longer be there when QE is removed, hence reducing
buying demand.

The 5-year swap curve (effectively the rate the banks
will lend amongst themselves) jumped from 3.3550%
on the 19th of June, to 3.9188% on the 24th – a move
of 56 basis points. Whilst this (the 5-year curve)
represents a specific point, this widening was
repeated throughout the swap and government
curves, resulting in a dramatic steepening.
The curve has come back since, but still remains
wide of where it was prior to the Bernanke
announcement.
Short cash/long bonds

The market reaction was a fall in government bond
prices and an increase in yields (given the inverse
relationship between fixed rate government bonds
and yields). This in turn impacted swap markets.
The graph below shows the movement in the 5-year
AUD swap curve over the last few weeks. It is not
hard to guess which day Bernanke made his
comments.

If we look at the change in the 5-year swap curve
from 12 months ago to today, we can see the
dramatic effects of recent market movements, and
this presents a trading idea for investors.
In the graph below we can see the pale blue line is
roughly a shallow ‘U’ shape. What this shows is that
12 months ago there was tremendous value on offer
in the short dated market, which for most investors is
the term deposit market. In fact, the curve was
offering better returns for 30 days than it was for three
years. At this point it made sense to invest in term
deposits, with their government guarantee, and take
the strong rates on offer.
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Fast forward 12 months, and the curve has changed
dramatically. No longer a ‘U’ shape, the curve (the
dark blue line), has moved into a more traditional
upward slope. This upward slope has been further
exaggerated by the moves over the last two weeks.
As you can see, the short dated (term deposit) money
is no longer offering the great returns which were
around last year, however the dramatic steepening of
the curve from one year out is offering returns for
investors prepared to invest in longer maturities.
So what is this telling investors? For those still sitting
on cash and seeking higher returns, it is an
opportunity to move further up the curve and take on
some longer dated exposures, potentially around the
five year mark.
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 – prime mortgage bond risk
by Paul Rickard
Q: I see advertisements claiming 8% for bonds linked
to prime mortgages. As interest rates are falling and
you see rates fixed at 4.99% or variable at 5.1%, how
can a bond linked to mortgages still return these
rates? Won’t the income earned drop along with
interest rates on variable interest mortgages?
A: Thanks for the question.
The standard variable home loan interest rate (from
the four major banks) is currently around 6.25%.
Further, many banks offer discounts to these rates
through packages. Fixed rates residential home loan
rates are even lower, with some around 5%.
So, an investment (for example, bond or mortgage
trust) linked to prime mortgages paying 8% suggests
that it must entail a higher level of risk.
There are a number of products in the market that
effectively invest in prime mortgages. In many cases,
they offer the potential of higher returns than
available or implied by the standard variable
mortgage interest rate, by:
Investing in RMBS or Residential Mortgage
Backed Securities. RMBS are issued over a
pool of residential mortgages, and then
divided into tranches. Each tranche has
different return and risk characteristics.

Typically, products offering these higher rates
invest in the lower ranked or higher risk
tranches – which are called upon first to cover
the loss on a mortgage default; or
Investing in non-residential mortgages
(commercial, industrial, agricultural). Interest
rates on commercial mortgages are higher
than residential mortgage rates, and not
unsurprisingly, so is the expected loss; or
Investing in mortgages provided for the non
standard parts of the market, such as bridging
finance.
You shouldn’t be surprised by the forecast rate,
although it will come down if interest rates (and the
standard variable mortgage rate) fall further. The key
issue is to understand the risk you are taking on –
read the Product Disclosure Statement carefully,
paying particular attention to the manager’s
experience, internal credit processes, and risk
management approach.
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
Is this market volatility causing you a little stress? Well this week I took time out on Switzer TV to talk to Dr Ross
Walker about the main causes of heart attack and how to prevent it.
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