Issue 202, 11 July 2013

All hail the contrarians!
Which bank is the biggest and best in Australia? That's a no-brainer for Charlie Aitken, who says
Commonwealth Bank is still undervalued at $70, and reminds us that he was derided for saying the
same thing when it was trading at $54.
Also in today's Switzer Super Report, Ron Bewley explains why industrials have made a comeback Asciano and Downer are his two favourites - and property guru, Margaret Lomas, outlines seven
things to do in this financial year.
Our Fundie's favourite is a unique look at medical company Sirtex by Platypus Asset Management and
James Dunn suggests that the best way to access small companies might be through a managed fund
or a listed investment company - WAM and Mirrabooka may be two of the best plays here.
Sincerely,

Peter Switzer
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CBA – a contrarian’s play?
by Charlie Aitken
The Commonwealth Bank of Australia (CBA) remains
a core long-term member of my high conviction buy
list ™. This is another example of a high barrier to
entry Australian company, where my top-down macro
views are meeting our bottom-up fundamental view.
In fact, in the case of CBA, the top-down support and
bottom-up support is concurrently getting stronger,
almost ensuring that a new all-time high ($74.18) will
be seen for CBA equity once the consensus view
comes around to ours.
I think that day is sooner rather than later, most likely
delivered by under-rated and under-stated CEO, Ian
Narev, at CBA’s full year results and dividend in
mid-August.
Interestingly, WFC.NYS and CBA.ASX have a very
close correlation, with the near-term picture
suggesting CBA will play catch up to WFC.

I want to focus bottom up on the CBA investment
case after Bell Potter updated our CBA view. I wanted
to get our view to you before the bank analyst
masses start focusing on the CBA result and
previewing it in a few weeks’ time. We feel they will
come to the same positive conclusion as us.
There is a lot of noise in the coverage of CBA.
According to some, it’s the most expensive bank in

the world. In reality, the truth could well be CBA is the
best bank in the world. On that basis, it remains
undervalued versus its global and local peers (I think I
got canned in the global press for writing that at $54,
now I am writing it again at $70).
While the bear case on Australian banks focuses on
their downside leverage to rising unemployment and
BDD (bad and doubtful debts), my positive strategy,
however, focuses on them as cyclical financials, as
we come out of a five-year “feels like” East Coast
recession. If they came through the five-year “feels
like” recession unscathed, imagine how they will go
with a bit of a tailwind.
60% of CBA’s entire lending book is basic Australian
mortgage lending at a dynamic LVR of less than 50%.
75% of those mortgages are in NSW, VIC and QLD
combined. The bank also owns Australia’s biggest
fund manager, in Colonial First State, just as risk
asset markets rise and compulsory superannuation
contributions increase. It also owns the largest online
stockbroker in CommSec. When you think about it,
CBA is a mums and dads product bank, owned
predominately by mums and dads, who simply won’t
sell the stock if the fully franked dividends are
growing.
On that basis, CBA is a not a “defensive”. It is a
consumer and household cyclical confidence stock on
every front. It is the ultimate self-fulfilling virtuous
circle stock, where its own success leads to
exponential demand for its own fully franked
dividends.
In the Bell Potter forecast table below, simply focus
yourself on the dividend line. For FY13 we see it
rising to 361c in total (confirmed mid-August), this
year FY14 it jumps again to 381c, then in FY15 we
see CBA paying 404c in annual dividends. 404c
grossed up is 577c, which is monumentally valuable
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inside a super fund in pension mode.

Currently there are seven sells, six holds and five buy
recommendations on CBA.
As a school cricket coach once told me as he
dropped me after getting a century, “form is
temporary, class is permanent”. CBA is pure class
and that will be reinforced at the full year result in
mid-August.
The Bell Potter view

Also consider this, an Australian Government 3-year
bond currently yields 2.77% per annum. CBA trades
on a prospective 14.1 times FY14, inverting to an
earnings yield of 7.1%. Similarly, CBA’s grossed up
prospective FY14 dividend yield is 7.75%, nearly 500
basis points higher than the current 3-year bond yield.
If the dividend forecasts above prove to be right over
the next 25 months, you will receive the 197c FY13
final dividend, a FY14 full year div of 381c and a
FY15 full year div of 404c. That adds up to $9.82 of
fully franked dividends from CBA, paid semi-annually,
grossing up to a value of $14.02. That equates to a
grossed-up 25 month yield of 20% on the current
CBA share price, versus 5.77% from a 3-year AGB
over the same period.
And before all the bond people scream “there is
equity risk in equities”, I am of the view the much
bigger risk of losing your capital is currently in any
form of bond. The much bigger capital risk and
greater near-term volatility will be in bonds, not large
cap equities. If anything, the great rotation from
bonds to equities will continue, and on the forecasts
above it should – every day of the week.
I strongly encourage you to read the snippet of Bell
Potter research below. The $111 billion market cap of
CBA is 9.46% of the benchmark ASX200 Index and a
stock that is critical to get right for professional and
amateur equity investors.
We remain outspoken and somewhat lonely bulls on
CBA. That continues to mean recommending buying
CBA is contrarian. That in itself is amazing,
considering CBA has been such a wonderful total
return performer year in year out for two decades.

In addition to having a history of not overpaying for
acquisitions and management that is generally risk
averse, CBA is now also well placed to capitalise on
inevitable East Coast economic recovery. Further
reasons for being bullish on CBA are as follows:
Record earnings coming up – The bank is due
to report its 2013 results on 14 August and we
anticipate $7.6 billion cash earnings, 475cps
cash EPS and 361cps DPS including 197cps
in 2H13. These reflect healthy trends
exhibited in 3Q13, underpinned by strong
performances within the flagship banking and
wealth businesses.
Technology leadership – The strategy should
revitalise the front end to boost top line
growth, deliver innovations across online,
mobile (iOS and Android), social and POS
platforms to further capture share of
transactions, and streamline back end
processes.
Lower earnings volatility from derivatives –
Latest data from this alternate risk measure
suggests CBA has the lowest
derivative-based volatility (hedging and
trading) among the majors, having
substantially improved its net risk position
since 1H12.
Maintain $78.00 price target and Buy rating
In line with recent sector experience, we have
normalised CBA’s long run prospective BDD charge
to the high end of the 25-30 basis point range within
its domestic retail and business banks. The impact
on earnings is immaterial, being a less than -1%
change to outer year earnings, and the $78.00 price
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target is thus left unchanged. We have further
revised dividends to reflect a 70% payout in the
interim period and a higher 2H payout leading to a
sustainable 77% payout (i.e. bringing forward higher
dividends while maintaining cumulative payments
across the forecast horizon). We again point to the
close historical correlation between CBA’s dividends
and share price, with likely convergence towards the
upper end of the $70-80 range in the next 12
months. Finally, our Buy rating is supported by better
underlying fundamentals, a lower risk profile relative
to the other majors and management’s consistent
record in generating high ROE and positive reporting
surprises (i.e. ~40% more positive occurrences).
Charlie Aitken is the author of the daily equity market
newsletter Ringing the Bell.
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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Small-cap options - WAM and Mirrabooka
by James Dunn
One noticeable aspect of the Australian stock market
in recent times has been the under-performance of
the small-cap stocks, those valued at between $20
million and $300 million. (In the US, the definition of a
small-cap is a stock worth less than $US1 billion.)
The S&P/ASX All Ordinaries Accumulation Index
(which counts capital gains plus dividends) gained
20.7% for the year to June 30. But its small-cap
counterpart, the S&P/ASX Small Ordinaries
Accumulation Index – which includes the stocks
ranked 101 to 300 in the capitalisation ladder, lost
5.3% for the year.
The markets have been so volatile, and the headlines
so full of gloomy economic and financial headlines,
that investors have mainly sought the perceived
safety of the large-cap stocks.
A closely allied trend is the search for yield from
equities, given the lower term deposit rates that now
prevail – this also tends to favour the larger stocks.
Effectively, the Top 20 Australian stocks lead the
index.
This makes the Australian share market one of the
most highly concentrated stock markets in the world.
However, this means that it should be rewarding
ground for small-cap investors, because of
“information arbitrage” – learning more about a
company than anyone else.
Leverage the information advantage
Institutional investors tend to concentrate their
interest within the Top 50, let alone limiting it to the
S&P/ASX 200. Given that there are almost 2,200
listed companies on the ASX, that means a lot of
companies don’t get much interest from broking
analysts and fund managers.

However, small-cap investing is a specialised field.
Small companies usually have fewer offshore
operations and are more leveraged to the domestic
economy. They are also a bellwether for risk appetite.
Markets are still very skittish, worried about global
economic growth, particularly in China, and the
potential effects of the end of cheap money presaged
by recent Federal Reserve comments about a
schedule of “tapering,” or starting to wind back, its
stimulus program.
The prevailing theme still swings between
risk-on/risk-off.
When confidence in a sustained US recovery and
further evidence of China having managed a
slowdown, and beginning the transition to a domestic
consumption-led economy flows back into the
markets, a more long-lived ‘risk-on’ move will
definitely favour the small-caps.
So how best to play this sector?
You could research small-cap stocks yourself; which
is a potentially rewarding (and very interesting)
process. Or you could outsource the effort to a
specialist manager, which will be better-placed to pick
up the benefit of information arbitrage.
Some of these funds have been very good
performers, beating the market handsomely. While
past performance cannot be used to predict future
performance, clearly it is a relevant statistic.
On Morningstar data, here are the stand-out
performers among Australian small-cap funds over
the past 10 years.
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Compounding that attraction, he says, Mirrabooka
this week announced a 6.5 cent dividend and a
5-cent-a-share special dividend.

Spraggett says neither WAM nor MIR have large
material stock positions that can heavily influence
performance: WAM’s largest holding is GrainCorp,
which is 6.1% of the fund, while waste management
and industrial service provider Toxfree Solutions is
MIR’s biggest position, at about 6.5% of the fund. He
says WAM is a more aggressive trader than
Mirrabooka.

Looking forward, research house Zenith Investment
Partners rates its top three Australian small-cap funds
as Celeste Australian Small Companies Fund,
Fairview Emerging Companies Fund, and Ironbark
Karara Small Companies Fund.
The listed investment company option
Then there are the listed investment companies
(LICs), which do a very good job of their stated
mission, which is compounding share price rises and
dividend income to generate long-term capital growth.
For self-managed super fund (SMSF) investors, LICs
are an excellent way of holding a stock that delivers
instant diversification and a decent shot at
outperforming the market return.
While the big LICs focus on the large-cap end of the
stock market, there is a sub-sector of the LICs that
invest in the small-cap space.
Leading LIC analyst, William Spraggett of Bell Potter,
says the two best-performers of this group, WAM
Capital (WAM) and Mirrabooka (MIR) Investments,
have been “unparalleled performers,” generating
pre-tax NTA growth of 12.9% a year and 12.3% a
year for the decade to 30 June 2013.

One of the features of LICs is that the share price of
an LIC can, and will, fluctuate around its net tangible
assets (NTA) figure, which is the market value of the
fund’s share portfolio divided by the number of units
on issue. The NTA tells you the dollar amount of the
portfolio’s value that ‘stands behind’ each unit.
What this means is that when the price is less than
NTA, investors can buy an interest in a high-quality,
well-diversified share portfolio for less than the cost of
establishing that portfolio themselves. The reverse
also applies, and an LIC’s share price can exceed
the prevailing NTA.
At present, says Spraggett, WAM looks better than
Mirrabooka on this score: the LICs’ NTA figures
come out each month, but Spraggett models the
figures on an intra-day basis. He reckons WAM is
trading at a 2.8% discount to NTA, while MIR has
moved to an 8% premium over NTA. While that
appears “fairly fully valued,” he says the excellent
long-term investment track record is an attraction to
investors who believe that the small-caps sector
“could run pretty hard” from here.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
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constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Asciano and Downer EDI the picks of industrials
by Ron Bewley
It seems that again our method for choosing high
conviction stocks within each sector has paid off. In
our last review of the industrials sector on 18
December 2012, the three biggest stocks with a
suitable consensus recommendation of 2.5 or better
(with 1 being a buy and 5 a sell) were Transurban,
Aurizon and Asciano.

times from the discussions about tapering QE3 and
the China credit squeeze, extra care should be taken
when entering the market. As is often the case,
dollar-cost averaging – or breaking the total intended
investment in a stock into several smaller parcels –
might be the way to go – depending on the size of the
total investment.

As can be seen from Table 1, their capital gains over
the last six months or so were 10.4%, 17.7% and
8.9% respectively (See Table 1 at end of article).
While not stunning returns, they each easily beat the
sector’s gain of 5.2%, and the broader index return
of 5.6%. Seek was the top performer, but its
recommendation of 2.58 just missed the cut and its
size also put it out of contention.
Asciano had its recommendation improve from 2.07
to 1.80 over the period but the ratings for Transurban
(2.38 to 2.70) and Aurizon (2.33 to 2.60) slipped
under the radar. These deteriorations in rankings are
not enough to disqualify them from a hold but they
are no longer all buys. The new top three buys are
Asciano, Qantas and Downer EDI, although I
personally would never touch an airline. Given that
this sector is not large by market capitalisation as a
share of the ASX 200 index at 5.8%, two stocks
would probably be enough for most high conviction
portfolios.
The relative prospects for the sector can be deduced
from Table 2 (see Table 2 at end of article). With an
exuberance read of -5.6%, the sector is cheap and
the prospective capital gains are not bad at 12.4%
over the coming 12 months, giving an adjusted
forecast gain of 19.0%. The forecast yield of 4.4% is
not bad either. These statistics, combined with the
tumbling Aussie dollar, make the sector a little more
attractive than it was a few months ago.
With the increased volatility in the market over recent
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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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Seven property essentials for the New Year
by Margaret Lomas
Most property investors realise that the end of
financial year brings with it a host of jobs, in order to
prepare for tax time. As the new financial year
dawns, there are quite a few things that property
investors and superannuation fund trustees alike can
be doing to avoid the end of year rush next year, and
to be in a better position when tax time arrives again.
Here are seven of them!
1. Start the year with a good quality, property tracking
system. Instead of building up a shoebox of
paperwork, which you ultimately dump on the desk of
your accountant, why not start this next year the right
way, and save yourself some accountancy fees at the
same time?
A good tracking system will not only allow you to
record all income and expenses on a property, but
each time you add a new property, all the details for
future capital gains taxes, losses and other tax issues
can be recorded accurately. Some systems also
allow you to track the performance of your property,
develop ongoing depreciation registers for when you
add items to a property and basically minimise your
accountancy costs while you maximise your tax
return. www.destinylive.com.au has a tracking tool
available to the public.
2. Get those depreciation reports done. Depreciation
claims can boost the amount of tax you get back or
minimise the amount of tax you pay, where a property
is positively geared. If you have never had one done,
a depreciation report can allow you to make back
claims up to two years in the past. If you buy a
property early in the year, get in early and get your
depreciation report done as soon as you settle. For
those paying income tax weekly or fortnightly, this
report can reduce your income tax if you submit a
request to vary taxation, which includes all property
income and outgoings and all depreciation. It doesn’t
matter how old the property is, there is likely to be

some depreciation available.
3. Consider any repairs and maintenance, which
need to be done so that a maintenance plan can be
established to cover the entire year. This way your
cash flow can be better managed by attending to the
most urgent repairs immediately, and spreading the
rest out over the year. Have your property manager
do an inspection and provide you with a list of
suggested repairs.
4. Revisit your loans and speak to your lender about
the current interest rate on your investment loans.
Few people negotiate this area well and I have, in the
past, negotiated discounts of well over 1% off the
current variable for most of my clients. On a larger
portfolio, a good interest rate discount can really
boost your returns.
5. Make a decision early in the year about any
properties which you might be thinking about selling
and ascertain what the resulting capital gains tax
might be. This is because if you are thinking of selling
a property with a potential gain and one with a
potential loss, you want to sell the one with the loss
first.
Capital losses can be carried forward over future tax
years to offset against future capital gains, but capital
gains cannot be carried over and must have a loss
elsewhere in the same year to be reduced. Those
wishing to sell should have a carefully thought out
and timed plan to do so.
6. Review your property manager. Are they carrying
out regular inspections, increasing your rents on a
regular basis and staying in regular touch with you to
report your property’s progress? If not, then it’s time
to consider a change. A poorly performing property
manager can have a big impact on the return on your
investment.
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7. Review the entire portfolio. Some properties may
have already had their best period of performance
and it could be time to sell. Others may not have
performed as you had hoped and if there is no sign of
a potential change, it could be time to cut your
losses. All portfolios should be reviewed every year
to ensure that the properties within it are delivering a
suitable return.
Properties which do not perform and which exist in
areas where suitable growth drivers cannot be
identified should be cut loose sooner rather than later,
and a better performer chosen to replace it.
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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Fundie’s favourite – Platypus Asset Management
on Sirtex (SRX)
by Fundies Favourite
trials and the first of these trials, SIRFLOX, has just
completed recruitment and is expected to report
results some time in the 1Q of CY15.

Jelena Stevanovic
What do you like about this company?

SRX is a medical device company that manufactures,
markets and sells SIR-Spheres microspheres, a
medical device used in interventional oncology.
SRX has approvals to sell SIR-Spheres in a number
of key markets including the US, many European
countries, Australia, as well as a number of Asian
nations. SRX has had presence in these markets for
over a decade; however, currently SIR-Spheres are
used in a limited number of hospitals around the
world and have only a very small market share.
SRX has done an excellent job of marketing and
selling a novel therapy with limited clinical data,
especially considering there is a mismatch between
the referring and the administering physicians, which
makes marketing difficult. However, SIR-Spheres are
still only used as a last resort therapy, when the
patient and the oncologist have exhausted all
available chemo therapies.
The company recognises that further awareness and
adoption of this therapy is contingent on better clinical
data. It is therefore investing in five large scale clinical

SRX has demonstrated that the business can deliver
significant growth, reporting overall growth in global
dose sales in the 20%-25% range over the last five
years, albeit off a small base. However, if the
company reports successful clinical trial results, it will
grow its addressable market by over 15 times, from
approximately 30,000 salvage patients treated to
date, to 480,000 liver cancer patients.
Therefore, SRX is in a unique position, as not many
high growth companies listed on the Australian
market are also only a couple of years from
potentially expanding their addressable market by a
double digit multiple.
What do you like about its management?
In the earlier part of its listed history, SRX had a few
corporate issues; however these issues have been
resolved and the current management, headed by the
CEO, Gilman Wong, has continued to focus on
delivering growth in its existing markets in a
financially disciplined way.
In addition, SRX management has also shown
commitment to expanding its addressable market.
How is it better than its competitors?
While the data collected by clinicians that have been
using SIR-Spheres is limited, it does demonstrate
encouraging overall survival benefits, when compared
to other products currently available.
Unfortunately, sometimes inferior products have
better commercial success if they are marketed more
aggressively. One such example is a recently
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approved competing product, Stivarga® (Bayer
Healthcare Pharmaceuticals) that has a small overall
survival benefit and terrible side effects. Bayer has
managed to generate US $47 million in just three
months. It took SRX over 10 years to generate that
level of revenue.

The value will be delivered if the company reports
successful clinical trial results and demonstrates that
it can run an effective marketing strategy. SRX is
facing some company transforming decisions and a
lot depends on the strategy the management
implements.

This example demonstrates that effective marketing
strategy is crucial to the success of a product. SRX
has shown that management is aware of what is
needed to expand the addressable market for its key
product by investing into large-scale clinical trials.
However, the company is yet to demonstrate that it
can run an effective marketing strategy and maximise
this new market opportunity.
How long have you held SRX?
We initiated our position in 2009 after the company
delivered a few quarters of strong growth, and held a
substantial position in the company until April 2013.
We sold down our holding following a deceleration of
dose sales growth in its key markets.
At what point would you buy it back?
We would consider re-initiating our position if we saw
a reacceleration of dose sales growth in the salvage
patient cohort to the previous strong double-digit
growth levels, or after the company reports the results
of the SIRFLOX trial.

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 SRX?
We believe that current price fairly reflects current
market opportunity for SRX. However, SRX is on the
cusp of significantly increasing its addressable
market. If the company reports successful clinical trial
results, as well as demonstrates that it can run an
effective marketing strategy and carve out a
substantial share of this new market, we expect the
price to appreciate materially from these levels.
How much has it added/subtracted to your overall
performance over the last 12 months?
Our holding in SRX has outperformed by 220bps
since we initiated our position in 2009.
Where do you see the value?
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Question of the week – franking credits
by Paul Rickard
Q: How do we manage the refund of franking
credits?
A: Franking credits are “refunded” when you lodge
your SMSF’s annual return to the ATO. They act as
a tax offset (or rebate) – reducing any tax you may
have to pay if in accumulation mode, or if in pension
mode, triggering a rebate from the ATO.
If you have a lot of franking credits, there is a pretty
compelling reason to lodge your annual return. The
earlier it is lodged, the earlier you get the money
back. As most funds use an accountant and then
have to get the fund audited, ask the accountant to
work to your timetable.
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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Did you know?
I recently spoke with Tim Samway, managing director of Hyperion Asset Management, on Switzer TV for some
investment ideas in this tough market.
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