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Under new management

Tony Abbott's victory should be no big surprise for my Switzer Super Report readers. You know I've
been predicting this outcome for some time, and you also know it will be a good thing for the stock
market and business sentiment in general.
Also in the Switzer Super Report today, we have Greg Fraser on Rio Tinto, who's not so quick to call
an end to the mining boom, but says we could actually be entering a second phase. In Buy, Sell, Hold
- what the brokers say, Rudi Filapek Vandyck reports on upgrades to Peet & Co and WorleyParsons
and in his article, our Chief Investment Officer Paul Rickard answers the question - Is it time for small
cap stocks?
Sincerely,

Peter Switzer
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A new government and Gerry’s four words
by Peter Switzer
This new Abbott Government comes at the right time,
as green shoots in the local economy are bound to be
watered by a spurt in confidence — both business and
consumer – and this improving economic picture at
home will be helped by better data readings in China
and a not so good one in the USA!
As a consequence, I’m going to repeat something I
blabbed out on 2GB, in my Super Show last Tuesday
night, when I was asked for a stock that was worth
buying before the election that could do well after the
poll? I went for Harvey Norman and that’s despite
the fact I have had some reservations about retail
stocks for the past few years because of the
excessively saving, Aussie consumer and the threat
of the Internet.
One reason why I plumped for Harvey Norman was
because Gerry said “the outlook was getting better”
after his most recent disappointing result, and the
share price went up! That’s a good sign when a
chairman’s optimism is believed.
Consumers return
As I write this, the S&P/ASX 200 is up a few points,
but HVN is 0.32% higher this morning at $3.10. I
should have emailed my broker before writing this
damn article!
It’s particularly annoying as I played tennis with
Gerry yesterday and while we did not ‘talk shop’, I
mentioned the work of Professor Ron Bewley, who
not only writes in this newsletter but also comes on
my Switzer program on the Sky News Business
Channel.
I told Gerry and our two tennis partners that Ron said
we always save hard after a calamity such as the
GFC or the recession of 1990 – the one “we had to
have” – but, eventually, we head back to the

shopping malls. In addition, Ron says he is seeing
signs that consumption is starting to gain some
newfound popularity.
Gerry, who is never short of a word or two, simply
said: “Your friend is right.” He then slammed down
one of his deceptively big serves!
Making me believe my own positive long-term outlook
for stocks is the expected confidence boost that
Saturday’s poll delivered. Have a look at these
reactions:
“The election result will be a positive for the
residential market, especially the middle and
upper ends. The recovery had started despite
people’s disappointment with the previous
government but this will be a catalyst for those
connected with small and large business to
feel more confident. This should shift the
share market and property in positive
directions. With low interest rates, an
improving economy and a new Government,
the market should continue on its recovery
and new growth cycle.” (John McGrath of
McGrath Estate Agents)
“The expectation is one of improved
consumer sentiment, which will improve the
level of stock coming into the market and
remove the potential for a bubble to occur in
certain parts of Australia, thus allowing for a
more balanced market with steady growth.”
(Charles Tarbey, the founder of Century 21)
“The shareholders of Australia have now
spoken with a concerted voice. They have
voted for a new management team and given
them a clear mandate. I think it now removes
the last true barrier to broader confidence
emerging.” (Charlie Aitken on Bell Potter
Securities)

02

Singing from the same hymn book, the Australian
Retailers Association looks for an uptick in confidence
too, but it wants to see some real signs of progress
between now and the New Year.
“Retailers should start feeling a little more
positive about the future under the Coalition’s
small business policies as they are
implemented.” (ARA’s CEO, Russell
Zimmerman)
Rational exuberance
I think it is now rational to be optimistic, especially
with the housing sector on the rebound. House sales
were up 13% in 2012-13 and industry experts say
many vendors were waiting until the election was
over to sell (check out our weekend auction clearance
rates here).
Helping my story is the improving China outlook (with
great trade figures over the weekend) and the USA,
which had worse than expected jobs growth –
169,000 instead of 180,000 – and that could delay the
start of QE3 tapering, which should help stocks. And
if stocks don’t dive, then confidence again will be
helped.
A final big plus for my optimistic scenario is the profit
outlook for Aussie companies from the analysts.
Thomson Reuters tips a 7.5% increase over 2013-14
and then 10% over the next financial year, which has
to be good for stocks. I reckon these guesses are on
the conservative side!
Saturday’s election result, plus a better than
expected world economy, along with low interest
rates and a lower dollar has to be good for our stock
market. It’s now our job to make sure we steer you in
the right direction when it comes to constructing your
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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Is it time for small cap stocks?
by Paul Rickard
Arguably, it has been ‘pretty easy’ earning top
returns through share portfolios heavily weighted to
the major banks, Telstra, Woolies, Wesfarmers etc.
However, if we do start to see some real economic
growth, smaller companies – the traditional drivers of
growth – are more than likely to lead this market
higher.

The upswing in the performance of small caps since
July is displayed in the following chart. This shows
over the last 12 months daily index values for the
S&P/ASX 100 Index in red (ASX Code XTO)
compared to the Small Ordinaries Index in blue (ASX
Code XSO), set to a common base.
ASX 100 vs. Small Ordinaries

For the first time since the GFC, the planets seem to
be aligning to suggest that you think hard about your
exposure to small cap stocks. In fact, some of the
smarties have already moved – with small cap stocks
outperforming the broader market over the last couple
of months.
Small caps – the laggards
Typically, ‘small cap’ stocks are defined as the
stocks outside the ASX 100. The best proxy for the
performance of this part of the market is the
S&P/ASX Small Ordinaries Index (ASX Code XSO),
which covers stock numbers 101 to 300 by market
capitalisation. There are also another 1,800 stocks
that don’t even make the top 300 (arguably, the
micro-caps), but there is no index that covers this part
of the market.
Until very recently, small caps (in aggregate) have
been absolute dogs. As the following table shows,
over 1 year, 3 years and 5 years, the Small
Ordinaries (stocks 101 to 300) have massively
underperformed compared to the top 20 (S&P ASX
20) or top 100 (S&P/ASX 100). Only in the last couple
of months has this picture changed.

Small caps vs. large caps
Small cap stocks come from very different industries
to the major stocks, and hence have different growth
and income characteristics. For example, the
following pie charts show the sector weights as at 6
September of the Small Ordinaries compared to the
broader S&P/ASX 300. Note the very big increase in
weight for stocks from the consumer discretionary
and industrial sectors.

Australian Stocks – Total Return
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Bottom line? On a relative value basis, and given my
positive outlook on the overall market, I think the
“ayes” have it.
How much to invest – and how to do it?

Five reasons to buy small caps now
1. A government more sympathetic to business,
low interest rates and improving consumer
confidence should be good, in particular, for
the consumer discretionary sector.
2. The Aussie dollar has depreciated by around
15% – and is set to fall further. This will be a
positive for industrial stocks.
3. The outlook for growth globally is improving,
with 2014 likely to be a better year than 2013.
This will favour ‘growth’ stocks, which are
more typically represented in the smaller
stocks. The market will “price this in” ahead
of it actually occurring.
4. The relative performance of the smaller stocks
has been (on average) so staggeringly bad
since the GFC, ‘mean reversion’ says that at
some time, they have to come back to par.
5. While there might be some tentative signs of
credit growth, bank stocks will lag the broader
market in a strong upswing. Basel III drives
the need for more capital – ROEs (return on
equity) on banks will fall.

The capitalisation of the Australian stock market is
approximately $1.5 trillion. The top 100 stocks make
up $1.15 trillion or 75% of this amount6WRFNQXPEHUV
101 to 300 (the stocks that make upthe Small
Ordinaries) account for $110 billion or 7%of the total
market’s capitalisation, so a weighting insmall caps
of 15% to 20% of my overall allocation toAustralian
equities would be about the amount I’dconsider.
How to do it? Well, apart from building a portfolio of
individual stocks, there are also three “managed”
alternatives.
Firstly, if you’re interested in index management,
invest through an Exchange Traded Fund. There are
two small cap ETFs that both track the S&P/ASX
Small Ordinaries Index. State Street’s SPDR
S&P/ASX Small Ordinaries Fund (ASX Code SSO),
which has management costs of 0.50% per annum,
and Blackrock’s iShares S&P/ASX Small Ordinaries
(ASX Code ISO). The latter’s management expense
ratio is 0.55% per annum.
Active investment management options are listed
investment companies (LICs) and managed funds.
LICs to consider include Geoff Wilson’s WAM Capital
Limited (ASX WAM) and WAM Research Ltd (WAX),
Mirabooka Investments (MIR) and Emerging Leaders
Investments Limited (ELJ). Some of these LICs have
broader mandates than just ‘small caps’, so
carefully review their product information.

And three reasons not to?
1. Smaller stocks pay lower dividends. The
‘yield return’ on the stocks in the Small
Ordinaries over the last 12 months has been
3.27% – the yield on the top 20 stocks has
averaged 5.78%.
2. Healthcare, which is arguably the sector with
the best long-term demographic
fundamentals, is under-represented.
3. Smaller stocks are harder to follow – less
public information, research and analyst
commentary.

And of course, there is a plethora of managed fund
options. Funds to consider include Ironbark Karara
Australian Small Companies Fund, Eley Griffiths
Group Smaller Companies Fund and the Perpetual
Wholesale Smaller Companies Fund.
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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Stock in focus – Rio Tinto
by Greg Fraser
For centuries, alchemists of all guises have sought to
transform mundane materials into valuable ones,
such as lead into gold. Rio Tinto might artfully be
thought of as the alchemists of the Pilbara, turning
the red bounty of Western Australia’s iron ore into
cash.
Changes afoot
The world’s largest producer of iron ore has
undergone an epiphany under its newish chief
executive Sam Walsh, although he has a background
in the industry as long as the pythonesque trains that
haul the ore across the state.
That shift in thinking has begun to temper the
company’s plans to expand its annual production to
a gargantuan 360mtpa (million tonnes per annum)
and stick with the more sedate existing expansion to
290mtpa so that annual production will more closely
align with demand from its key customers in China,
Japan, Korea and Taiwan.
By not hurtling towards the proposed 360mtpa target
as rapidly as initially outlined, Rio can seek to
optimise its existing capacity to extract far more value
for each tonne of ore that is harvested.
Rio is already one of the lowest cost producers, at a
cash cost just above $US23 per tonne, and, as a
consequence, it has incredible EBITDA margins up
around 70%. When you put that in the context of the
huge tonnage produced and sold each year, it is easy
to understand how Rio generated $US53.6 billion of
EBITDA in its last three financial years, while iron ore
prices were peaking.

Iron ore prices have certainly eased since those
heady days, but remain juicy enough, at around
$US140 per tonne, for Rio to be confident of its
reformulated strategy.
From its mines through to its rail and port
infrastructure, Rio’s capacity expansion to 290mtpa
is now complete, but production does not necessarily
have to match the capacity to produce unless it is
sensible to do so. Granted, it does not make sense to
have idle capacity but it equally doesn’t make sense
to produce more than the market requires.
The challenge ahead
That is the on-going balancing act for Rio as it seeks
to optimise its mammoth operations through every
step of the chain. If anything marks Sam Walsh’s
tenure as CEO, it will be the attention to the fine detail
of running the operations at ever improving rates of
efficiency.
Rio is running the ruler across every aspect of its
business, not just the mine, rail and port operations.
Fundamental aspects such as accommodation,
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power supply, fuel, water management, maintenance,
safety, contractors, technology, marketing and sales
are all part of the plan to lift productivity.
While there is a great deal that Rio can keep within its
control, there will always be factors beyond the reach
of the boardroom such as the weather, foreign
exchange rates and customer demand, to name just
a few.
But the big picture for iron ore producers has
changed in their favour.
Demand for the steel-making raw material remains
firmly underpinned by the large production
requirements in developing Asian nations.
Notwithstanding occasional fluctuations in demand,
the fundamental long-term pathway for crude steel
production looks undiminished for at least the next
decade.
The favourable part of that equation is that the price
factor has been surpassed by the volume factor.

undertaken over recent years.
When the dust settles on the new direction, investors
should get better visibility on the value that Rio Tinto
represents at the current share price. The sector has
been jilted for most of the year, as unwarranted
concerns about Chinese growth cast a shadow over
near term earnings.
Even with a seven in front of the growth number,
China’s economy will be adding significant value to
Rio’s earnings and, on that basis, now is as good a
time as any to be accumulating the stock in a
portfolio.
It just requires a little bit of belief that Rio can indeed
be an apothecary of shareholder wealth.
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 long as Rio can sustain its cost advantage, and
there is no reason it can’t, then larger volumes will
be the main driver of future profits (a factor within
Rio’s control) rather than the variability of iron ore
prices (beyond direct control).
New targets
Rio continues to plan and evaluate an eventual move
towards 360mtpa capacity; a strong indication that
the company believes it will be worthwhile. But the
pathway and timing of that goal is now already quite
different to when the target was first unveiled.
In financial terms, it is difficult to be sure how this will
play out, but a more measured and modest approach
to the expansion will certainly benefit the cash flow
profile.
In short, less haste and more speed, looks to be the
defining characteristic of the new way under Sam
Walsh.
Far from being over, the mining boom looks to be
gaining its second wind, as the industry works
towards completing the substantial expansions
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Seven top yield stocks
by James Dunn
With term deposits offering about 3.7% for one year,
or 4.2% for three years, it’s no surprise that
income-oriented investors have been searching
elsewhere for yield. And surprisingly – given the
volatility of the share market – that search has led
many to share dividends.
The income-producing defensive stocks – the big four
banks, and Telstra – have been the staple homes of
this kind of investment. The bank dividends, for
example, pay better than deposits in the actual bank.
But in other areas of the stock market, there are
plenty of companies that could be considered for an
income portfolio, if you’re prepared to put up with
less certainty of income – the actual dividend that is
paid could be lower than expected.
Casting an eye over the combination of dividend
forecasts from broking firms CIMB Securities and
RBS Morgans revealed some juicy yields. Some were
too juicy: if you see a double-digit yield on a stock
dividend, it is unlikely to be met. The highest yields
are those where the expected dividend is most likely
to be cut.
The other major caveat to using stock dividends for
yield is that you could very easily see your nice
expected yield eroded by falling share prices. While it
is true that, over the long term, dividends generate
more than half of the total return from the stock
market – the simple fact is that in the short term, the
volatility on the stock market means that a 5%
dividend yield can be negated in a single day on the
market.
Here are some of the potentially higher-yielding
stocks from the CIMB Securities/RBS Morgans
coverage that pay fully-franked dividends – which you
need in order to turbo-charge your returns in an
SMSF. (Yields are based on early September prices).

Bear in mind, though, that until they are paid and
received, dividend forecasts are only analysts’
opinions.
GUD Holdings (GUD)
GUD manages a diversified portfolio of branded
consumer and industrial products and services
companies, among them Sunbeam, Ryco, Wesfil,
Davey pumps, Oates, Lock Focus, and Dexion. GUD
is predicted to pay a dividend of 50 cents in the
current financial year, equating to a yield of 8.3%. For
an SMSF in accumulation phase, that is equivalent to
about 10.1%. In pension phase that rises to 11.8%.
Monadelphous (MND)
Engineering, construction and mining services
company Monadelphous, is expected to pay a lower
fully franked dividend in 2014, 6.1% on current prices.
This becomes about 7.3% in the hands of an SMSF
in accumulation phase, and 8.6% for a fund in
pension phase.
DWS Limited (DWS)
IT services company DWS is expected to pay 11
cents in dividends this financial year, which puts it on
a yield of 7.3%. That becomes about 8.8% to an
SMSF in accumulation phase, and 10.4% in pension
mode.
Oakton Limited (OKN)
Fellow IT services company Oakton Limited (OKN) is
also a high dividend payer, priced on a 6.3%
prospective yield. To an SMSF in accumulation that is
equivalent to about 7.74%, and to a pension-paying
fund it swells to just over 9.0%.
Prime Media Group (PRT)
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Prime operates the PRIME7 Television Network,
which covers the regional locations of Northern and
Southern New South Wales, Victoria, the Gold Coast
area of eastern Queensland and all of regional
Western Australia, with a potential audience of over
5.1 million people. Prime’s expected dividend is
7.1%, which to an SMSF in accumulation mode
equates to just over 8.6%, and to a pension-paying
fund translates to about 10.1%.
Wellcom Group (WLL)
Marketing technology solutions and services
company Wellcom is priced at 7.3% this financial
year, which becomes almost 8.9% to an SMSF in
accumulation phase and almost 10.5 if held in a fund
paying pensions.
Mortgage Choice (MOC)
Mortgage broking company Mortgage Choice is
priced on a prospective yield of 5.5% this financial
year, which translates to 6.7% for an SMSF in
accumulation mode and about 7.9% for a fund in
pension mode.
Some of the infrastructure stocks, for example DUET,
on a prospective yield of 8.19%, and Sydney Airport,
on 6%, could also be contenders for a yield portfolio,
although their yields are not franked. Telecom New
Zealand is priced on a 7.1% prospective yield, but the
franking is not equivalent to full Australian franking.
Yield investment has its pitfalls, of which investors
must be aware, but in the gamut of dividend yields
available – while keeping in mind that higher yield
always equals higher risk – there are some potentially
sound contributors to back up Telstra and the big
banks in an income 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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Sydney property market at decade highs
by Penny Pryor
The Sydney property market is experiencing strength
not seen in over a decade, with four regions in the
NSW state capital showing initial weekend clearance
rates of 100%.
Buyers might have been slightly distracted by the
election, with only 200 properties going under the
hammer in Sydney, but the overall clearance rate of
87.6% (see table 1 below) indicates they are almost
willing to pay whatever sellers are offering.

Melbourne is also catching up to Sydney, with
consistent improving clearance rates.
“[76.6%] was quite a solid strong result. Melbourne
has started giving some signs of ticking up to the next
level,” Wilson says.
Although oversupply in the CBD area of Melbourne is
still an issue, the broader and suburban markets are
doing well.

“It seems that Sydney property buyers can’t get
enough property at the moment,” APM senior
economist, Andrew Wilson, says.

“There is certainly no secret there is a lot of new
apartments on the market [in the CBD] and they are
struggling,” Wilson says of the southern capital.

“The last time we had a market this strong [in
Sydney] was 2001/2002.”

The revised rate for the previous week was a solid
72.2% for Melbourne (see table 2 below).

Regarding the four regions that sold all of the
properties that were on auction, Wilson says it has
been a very long time since that has happened.
“It was the first weekend of Spring and I guess the
market couldn’t have got off to a better start to the
Spring season.”

This time a year ago, both Sydney and Melbourne
couldn’t even get above the 60% mark (see table 3
below). A lot has happened in the past 12 months
and with Sydney leading the way, Wilson says this is
the best start to Spring we’ve had since 2009.
“It’s the low interest rates that are doing it. That has
certainly activated buyers and momentum,” he says.

A record August
The weekend auction clearance rates in August this
year, ended up totalling a monthly rate of
approximately 76%, according to Wilson. He says
that was the fourth highest rate for a month in Sydney
ever, and the highest rate recorded for the month of
August in Sydney. APM has been collecting data
since the early 1980s.
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90% prediction
It is still a two-speed market though in many cities
including Sydney, with less activity in the higher end.
“We’re still pretty quiet at the top end of town,”
Wilson says.
“The prestige market is still struggling.”
Wilson is reluctant to predict 90% clearance rates but
does say: “If you can get nine out of 10 or more
properties being sold at auction…that’s absolutely
extraordinary.”
With the first Super Saturday of Spring just two weeks
away, that may not be totally out of the question. We
predict that if it doesn’t get to the 90% mark in
Sydney, it will getprettyGDPQ close.
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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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
In the wake of earnings season, as far as ratings
upgrades and downgrades go, there no longer
appears to be a broader theme, with a broad
selection of individual stocks triggering responses.
That’s probably an accurate reflection of the current
state in the local share market: it’s about picking
individual stocks that look better than others in a
market that is normalising in valuations and
expectations.

from Outperform by JP Morgan. The latest reporting
season has confirmed the broker’s preference for
contractors with either limited exposure to the
Australian resource and energy sector or links to
production mining services, or sufficient options
available to find growth elsewhere. NRW Holdings
does not fit into any of these categories with a heavy
reliance on customers in mining, iron ore specifically,
and was downgraded.

In the good books
PEET & Co (PPC) was upgraded to Buy from Neutral
by Citi. The company’s earnings result was broadly
in line with expectations but Citi thinks this will be the
trough in organic earnings. Three other brokers
maintained their buy or outperform ratings on the
company, as Citi moved to upgrade.

WorleyParsons (WOR) was upgraded to Outperform
from Neutral by Credit Suisse. Coverage of the stock
has now switched to another analyst and the new guy
is more confident about the value and growth
opportunities for global player WorleyParsons. (The
upgrade offsets the downgrade to Neutral issued last
month.) The new analyst believes the share price is
not adjusted for the growth that is coming and
therefore represents “compelling value”.
In the not-so-good books
NRW Holdings (NWH) was downgraded to Neutral

Transfield Services (TSE) was downgraded to
Underweight from Neutral by JP Morgan because of
concerns about margin pressure in the heritage
services area, demand weakness in the Americas
and the high gearing, which leaves little room for
error. As noted above, it also does not neatly fit into
the broker’s preferred categories for contractors with
limited exposure to the Australian resource and
energy sectors.
Virgin Australia (VAH) was downgraded to Neutral
from Outperform by Credit Suisse. Although FY13
results were in line with guidance, Credit Suisse
remains concerned about the competitive response
from Qantas (QAN) in domestic divisions. Credit
Suisse believes growth in east coast “Golden
Triangle” sectors could be relatively flat, although this
excludes TigerAir, where it remains unclear where

12

capacity growth will be targeted.

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.
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?
There has been an increase in the annual ATO supervisory levy for SMSFs, which kicks in when you lodge your
2012/13 annual return. Find out more here.
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