Issue 230, 17 October 2013

Waiting to exhale
Finally some sense has been found in Washington, with Obama and the Republicans reaching a deal
at the very last minute. Thank goodness Pimco's Bill Gross was right when he said a default was a one
in a billion chance, but boy, they let things get pretty close to the wire.
But back to some good local news. In the Switzer Super Report today, we have Charlie Aitken talking
about QBE and why this unloved stock is a buy. In Ron Bewley's telco sector report, he explains why
Telstra and Singapore Telecom are the pick of the bunch and in Buy, Sell, Hold - what the brokers say,
Seek and Oroton get upgrades.
Paul Rickard roadtests Centuria's new unlisted property fund '8 Central Avenue' (the"Channel 7"
building at the Australian Technology Park in Sydney), and My SMSF for today's report is ex cricketer
Sandy Morgan, who manages his own fund because he has always loved investing.
Sincerely,

Peter Switzer
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QBE – cheap at half the price
by Charlie Aitken
We are clearly in the “grow on skepticism” phase of
an Australian equities bull market. While it would be
easy to settle back into “cheerleader” mode, the
game from here is to focus in on what we believe are
unjustified laggards of the bull market.
With mums and dads now directly controlling 33% of
the entire superannuation pool, compulsory
superannuation contributions rising, the population
ageing and the taxation system favouring
buy/hold/fully-franked dividend collection, I am trying
to focus on large cap household name stocks, that
offer certainty of fully-franked dividend growth driven
by earnings growth.
I am sector ambivalent. I don’t care if I find those
attributes in mining, energy, banks, telcos, retail,
insurance or wherever. I just want to make sure we
find them before they are more broadly discovered by
investors.
The laggards
If I look at my 16 stock high conviction buy list, it’s
broadly doing very nicely, led by the four banks,
Telstra, Crown, Fortescue, JB Hi-Fi, Seven Group
Holdings, Macquarie Group, Suncorp and Woodside
Petroleum, however, the four laggards are AMP, BHP
Billiton, Woolworths and QBE Insurance. Those four
haven’t yet given me the alpha I expect, but they will,
as they slowly overcome current consensus
negativity.

Of course, history suggests you never get good
relative and absolute value and an obvious catalyst
for value release, occurring at the same time. If we all
knew the catalyst, there wouldn’t be value. You can
outsmart yourself and miss the entire opportunity by
trying to be too cute on timing.
My view is the good relative and absolute value is the
catalyst. Once you can be certain in the underlying
dividend, that is the true catalyst. If you can see a
clear path to dividend growth, that’s a double
catalyst.
QBE Insurance
If I said to you there’s a $17.5 billion market cap
ASX20 stock that offers 30% EPS growth, rising
ROE, 4.6% fully-franked dividend yield, trades on 1.2
times book and 11.4 times earnings, would you buy
it?
In fact, this stock sees its EPS double from 2012 to
2014, its dividend rise 30% over the same period and
franking of that dividend go from 32% to 100%.
But it gets better. The stock is the same price it was
in 2012 and the open short position is 17 million
shares.
5 years in QBE

The interesting aspect of this is the four stocks I have
the most detailed conversations about with
institutional investors are the four laggards. I feel all
four of them are under-held relative to their ASX200
index weights, investors realise they are good relative
and absolute value, but are trying to identify a clear
catalyst for value release and alpha generation.
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QBE shares have retraced somewhat in recent
weeks, due to the FED’s decision not to taper bond
purchases. That saw US bond yields fall and the
Australian dollar rise. But as sure as night follows
day, the Federal Reserve will taper bond purchases
in the not-too-distant future and that is the
medium-term macro attraction of QBE.
QBE on our consensus estimates offers nearly 50%
USD EPS growth in the next two years, driven by
insurance margins expanding. If I am proven right
and the AUD/USD cross rate falls to the low 80s in
that period, the translated AUD EPS growth is
multiplied again. We forecast 71% AUD EPS growth
for QBE over the next two years, using an average
AUD/USD cross rate of 90 US cents for the period
starting 1 January 2014.
Yield opportunity
Unusually for a USD offshore earner, the rising
dividend yield is fully franked, again opening the way
for the self managed super fund army to return to
QBE when they get confidence in the recovery.

As is the case with all large cap stocks that have
experienced a multi-year period of underperformance,
the consensus analyst view is timid. The current QBE
buy/hold/sell ratio is 5/8/4 VHHWDEOHEHORZ , while the 
median 12-monthSULFHWDUJHWLV

QBE is a cheap growth stock, almost certainly the
cheapest industrial in the ASX TOP 20, but with a
pathway to re-rating, as consensus scepticism eases
and the FED steps a notch back from QE.
See you all @6,000
Go Australia, Charlie
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.

There is a school of thought out there that insurance
stocks are not an appropriate investment for super
funds because of the inherent risk of the insurance
business. I think that argument is total garbage, as
evidenced by IAG and Suncorp in recent years.
Insurance stocks are basic financials and can deliver
bank-similar total returns with, in reality, not much
more real risk than a bank. It all comes down to
management.
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Road test – Centuria’s 8 Central Avenue fund
by Paul Rickard
In the search for yield, unlisted property funds are
high on the radar for many SMSFs. These funds
typically have the following features:
exposure to a single commercial office
building;
forecast high, tax advantaged income yield;
geared to around 45%;
a defined exit strategy;
management fees that include an upfront
payment for arranging the property acquisition
and a performance fee payable when the
building is sold; and
minimum investment sizes of at least $50,000.
The latest offering is from Centuria for ‘8 Central
Avenue’, which is forecasting a distribution yield of
8.7% per annum growing to 9.10% per annum in year
two.
8 Central Avenue, Australian Technology Park
The Centuria 8 Central Avenue Fund is acquiring a
50% interest in 8 Central Avenue for $99.6 million.
The seller, a joint venture between Seven West/Kerry
Stokes and other partners, is keeping the remaining
50%.
8 Central Avenue offers ‘A Grade’ office
accommodation in a multi-purpose building in the
Australian Technology Park (ATP) in Redfern,
Sydney. ATP is located 2.5km south of the Sydney
GPO, within 400m of both Redfern Station and the
University of Sydney. Set on 14 hectares of land, it
was originally established by the NSW Government to
foster innovation and offer office space to small and
large occupiers in the IT, new technologies and
bio-medical industries. Today, it is a developing office
campus, with approx 30% of the office space being
occupied by State and Federal Government tenants.

As a precinct, the average office rent in Australian
Technology Park is $385 per square metre net.
According to Jones Lang LaSalle research, cited by
the manager, this is approximately 30% lower than
the average in the Sydney CBD. Given the age and
quality of the buildings, abundance of parking and
transport options, and proximity to the CBD, the
manager says that the Park provides excellent value,
compared to other major office markets.

The property 8 Central Avenue was completed in
2010 and contains 36,500 square metres of leasable
space (including four high definition television
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studios), plus 341 car spaces. The lease income is
split the following way – 44% is secured to Seven
West Media entities (Seven Network and Pacific
Magazines), 15% to Global Television and 32% to the
NSW State Government. It boasts:

Centuria Property Funds will manage the fund. It has
circa $1.1 billion of funds under management in 28
unlisted property funds (such as 8 Central Avenue).
Centuria is a wholly owned subsidiary of the ASX
listed Centuria Capital Limited (ASX Code CNI).

a long WALE (weighted average lease expiry)
of 12.67 years;
56% of gross income secured to 2029 and
beyond;
large, efficient floor plates of approximately
3,000 square metres;
modern building with modern services, and
4.5 star NABERS environmental rating; and
minimal capital expenditure expected.

Centuria will earn a management fee of 0.80% pa for
managing the fund, and 20% of the outperformance
of the fund over a hurdle IRR (Internal Rate of
Return) of 10%. This is calculated by looking at the
returns to unitholders over the life of the fund,
including any final return of capital upon the wind up
of the fund. For example, if the IRR of the fund is
13%, Centuria would earn a fee equivalent to 20% of
the outperformance of 3%. (ie 0.60%).

The fund
The fund is paying $99.6 million to acquire a 50%
interest in the property. Stamp duty, acquisition fees,
trust working capital and other acquisition costs bring
the total cost to $108.8 million. This is funded by cash
from investors of $66.4 million, and borrowings (which
are at fixed rate) of $44.8 million.
While the gearing ratio at 45% is towards the high
side for these types of funds, the interest cover ratio
of 3.76 (net property income to interest expense) in
FY 2014/15 looks reasonably comfortable.
For investors, The Fund is forecasting the following
returns:
Year to 30 June 2014 – 8.70% pa, 100% tax deferred
Year to 30 June 2015 – 9.10% pa, 54% tax deferred
Exit strategy
The fund has an initial term of five years, which can
be extended with the approval of unitholders. The
manager believes that around five years time will be
an optimal time to sell the building, in order to
maximise the return to investors, based on further
maturation of the Park, renewal of some lease
expiries in 2017/18 and a forecast of improved market
conditions. In the period leading up to the exit, the
property is anticipated to offer minimal leasing and
capital expenditure risk.
The manager

In addition to these fees, Centuria also receives an
upfront acquisition/placement fee of $1.99 million.
Our view
The fund offers a high, pretty secure tax-advantaged
income stream. With a long WALE of 12.7 years,
more than 50% leased out to 2029 or beyond and the
very large floor plates, it is going to pay a pretty tidy
income stream for many years to come. Although the
manager’s forecast of improved market conditions in
five years’ time might prove to be optimistic, and
unitholders may elect to not wind up the fund at this
time (because the building can’t be readily sold), the
contractual rental arrangements with quality tenants
means that it should still be able to pay a reasonable
income return.
One key risk is interest rates. While the interest rate
on the monies the fund borrows will be fixed for the
first five years, this will need to be rolled over if the
fund continues past the exit date. The other key risk
is the Australian Technology Park – and how it
develops and matures as an office precinct.
Personally, I was impressed when I made a visit –
and with the “gentrification” of parts of the Redfern
area that are occurring, my sense is that I would
rather be a tenant in the ATP in close proximity to the
CBD and with ample parking and public transport
options, than at Parramatta or other outer suburban
area in Sydney/Melbourne/Brisbane.
The minimum investment is $50,000 and given asset
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class/diversification principles, this means that only
SMSFs above $1 million should realistically be
considering this opportunity. As always, read the PDS
carefully and if in any doubt, seek appropriate
professional advice. The offer is expected to open
next week (see www.centuria.com.au).
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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Best buys in the telco sector – Telstra and
Singapore Telecom
by Ron Bewley
All six stocks in this sector beat the ASX 200’s
capital gain of 5.3% over the period since my last
review – noted in Table 1. Given that the dividend
yield over this ‘half year’ was 3.1%, investors in this
sector should have been happy.
Yield still king
Back in March, I was worried that there might be
some negative impact on capital growth in the telco
sector to detract from the yield. This has not yet
happened – and may not – but the patterns of
expected yield in the four high-yield sectors – noted in
Table 2 SDJH – has firmed in recent times. These four
yields have tracked each other ever so closely over
the last six months – in a historically close range and
between 5% and 6%.
At some point, this co-movement of yields will break,
so it is a question of how this break up happens. It
seems unlikely that yields will fall to the low end of
this band, as last time they did in May 2013, yields
snapped back up rather quickly due to share price
falls. Investors need a premium over term deposit
rates to cover the risk of possible capital losses.
My empirical view now puts that floor at around 5.3%.
Any future capital gains will dilute yield from the
current sector view of 5.8% shown in Table 2 so that
the sector remains more of a bond play than an
equity investment. Of course, if investors start to
believe in a return to growth in other sectors, they
may well trade expected yield in the high-yield
sectors for capital gains in the other sectors and the
high yield co-movement may be disbanded as a
result.
The pick of the bunch

2.5 cut off for a stock to enter my portfolio (see
www.woodhall.com.au for an explanation of my
ratings) but all – except for Telecom Corp NZ (ASX
Code TEL) – are good holds for dividend players. The
strong price run by TPG has been accompanied by a
drop in ratings from 2.64 to 2.80. Only two stocks,
Telstra and SGT, have ratings that have improved.
Table 1: Data on companies in the ASX 200?s
Telco sector

Turning to the sector views in Table 2, all of the
high-yield sectors have relatively low capital gains
forecasts, and this ranking does not change when we
adjust for exuberance or estimated mispricing. At only
a 1.5% overpricing for Telcos, this sector is still a
reasonable buy for yield investors. Assuming both the
US debt ceiling and partial shutdown are resolved,
there is very little on the horizon that is looming as a
potential negative shock. Of course, there are always
‘unknown unknowns’ lurking in the wings but, in my
opinion, around now is about the best I can recall
general prospects to have been for a very long time.
So my conclusions for this sector are quite
straightforward. Telstra and SGT could be reasonable
to hold in a super portfolio but some switch to growth
is increasingly likely and so it is worth keeping an eye
on things. Energy continues to be my first pick sector
– but of course, diversification across sectors is
always important.

Only Singapore Telecom (ASX Code SGT) has a
current consensus recommendation that meets my
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Table 2: ASX 200 sector statistics

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 Penny Pryor
Broker activity is still relatively subdued as we head
into annual general meeting season. Analysts are
probably still enjoying the change in government and
keeping one eye on the US government negotiations,

UBS downgraded Iluka (ILU) to Neutral from Buy on
the back of a slower than expected recovery in the
titanium dioxide market and the broker also believes
there is downside risk to the company’s earnings
expectations for 2013.

In the good books
Macquarie upgraded SEEK (SEK) to Outperform from
Neutral after a detailed review of Seek’s operating
outlook. The broker believes that the domestic
business outlook remains positive, on yield if not on
volume, and leverage to any pick-up in the local
employment market offers upside. In the international
business, the broker sees a company well positioned
for further growth. (Read Greg Fraser’s article on the
company here)
Citi upgraded Oroton Group (ORL) to Neutral from
Sell. The broker is forecasting a period of flat rental
growth for retail, which should allow for a fall in
Oroton’s rent-to-sale ratio. The broker warns
competition is still the company’s biggest threat, but
there is potential for improvement if excess cash is
spent on an acquisition.
Deustche Bank upgraded Western Areas NL (WSA),
to Hold from Sell following a better than expected
production report for the first quarter. However the
broker says that cash flow generation remains
challenging.

UBS also downgraded OzMinerals (OZL) to Sell from
Neutral following a weaker than expected September
quarter production report. Output was 17,400 tonnes
with cash costs of US$2.06/lb copper, up 6% quarter
on quarter. Guidance for 2013 has been lowered to
70-75,000 tonnes of copper. With the exception of
capital management, the broker believes the
company has not delivered on its strategy proposed
back in 2009.
The above was compiled from reports on the
FNArena database, which 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.

In the not-so-good books
JP Morgan downgraded Cochlear (COH) to
underweight from neutral, following the AGM where
the company’s guidance did not meet the broker’s
expectations. JP Morgan was hopeful the latest
hearing solution from the group – N6, would be able
to claw back some market share, but the
announcement by the company indicates competition
is a real concern.
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My SMSF – Sandy Morgan
by Super Report Subscriber
Name: Sandy Morgan
Age: 68
Members: Wife and two children
How long have you had your SMSF?
Since about 1996

property trusts. I’ll invest in some equities where the
volatility is quite low so they basically take on a quasi
fixed interest role. There is not really much in cash as
I work on the theory that shares are liquid so if I need
money, I can sell a few shares.
What are your favourite investments/stocks and
why?

Why did you start it up?
I’ve held shares since 1965. I’m not afraid of
investing and I thought ‘Why should I seek outside
advice?’ Like people enjoy gardening, I enjoy
investing. It’s always been a big interest in my life
and then when compulsory superannuation came in,
it was a chance for me to see what I could do for
myself.

I basically buy the top 100. Every now and again I’ll
skate out and have a go at a microcap. I keep telling
myself don’t do it, but because I’ve done it all my
life, I keep going for the next five bagger. They don’t
turn up too often. You’ve got to dream a bit so you
may as well dream with your SMSF. But micro-caps
would be under 15%.
What are your long-term plans for the fund?

How big is it?
Just under $1 million. I’m in pension mode so I’m
pulling down a bit now.
Is it more or less difficult to manage than you
thought it would be?
No it’s not difficult. I’ve always been involved in
shares. It’s just another investment portfolio. I quite
like it and I understand it. If I need any information I
know where I can find it. To get my information
together to do my annual accounts it probably takes
eight hours
How has it performed?

Frankly I’m not into to leaving a sh*tload of money to
friends and family. My father basically blew all his
pension so I guess it’s hereditary. We’re here for a
good time, not a long time, so you may as well do the
things you enjoy.
Do you use an advisor or any kind of service
provider?
I’m now in the process of using SuperIQ.
Unfortunately my financial adviser is myself. It’s
probably not the best thing to do, but it’s my life and I
can do what I like.
What investments do you have outside of
superannuation?

In line with the market. But I’ve also got a few private
equity investments.

Equity in the house.

What is your asset allocation?

Do you still play cricket?

The bulk of it is shares, 20% private equity and 15%

I’m thinking of going to the Golden Oldies in early
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2015. To do it properly, I’ve got to prepare myself a
bit better.
I went to Adelaide last year without any preparation
and bowled brilliantly for the first game and on the
second game…I stretched a hamstring.
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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Contribution splitting – a little pain for a big gain
by Tony Negline
Splitting contributions with your spouse isn’t
something most of us would think too much about,
because with super tax-free after 60, there doesn’t
seem much point.
However, contribution splitting is actually quite easy
to implement and might save you tax at some stage
in the future. The downside risks, as in administrative
hassle and cost, are quite low but the upside benefits,
as in possible tax savings, are probably worth the
effort.
The act of splitting contributions is not quite the same
as making super contributions for your spouse, which
the super laws also permit in certain circumstances.
Splitting contributions with your spouse involves you
taking particular types of contributions made by, or for
you, during a financial year and then moving them
into your spouse’s super fund member account.
The reasons why

super account, thereby potentially reducing
the amount of tax payable.
3. The last reason is related to the second
purpose – no one knows what sort of new tax
measure future governments will put in place
and how it will apply. For example, the
pension tax measure – to tax pension income
exceeding $100,000 – announced by the
former Gillard government in May this year is
a case in point. We don’t know what the
Abbott government thinks of this policy.
Splitting contributions takes money out of your
account, which might reduce your exposure to
similar tax ideas. Splitting contributions is a bit
of ‘insurance’ against future tax policy
nasties.
How to do it
So having considered if any of all of these ideas
apply, you now need to know how to implement
contribution splitting. There are six basic steps to
follow.

In simple terms, there are three reasons to do this.
1. You might have the majority of super money
in your fund, and not your spouse’s, and it
doesn’t make sense to have your affairs
unbalanced in this way. For example, if you
were to die or become permanently disabled,
all the money in your super account would
have to be paid out of your fund. If some of
your money was in your spouse’s account,
then you might find this more tax
advantageous.
2. Some super fund tax measures – for example,
tax that applies to lump sums paid before age
60 – are based on how much you can take out
(the first $180,000 of the taxable component
is tax free). By splitting your contributions with
your spouse, you reduce the money in your

1. Please check your fund’s trust deed. If your
fund has an old trust deed, chances are it
won’t allow contribution splitting.
2. Next you can only split contributions with
someone who is your bona fide spouse at the
time the contribution splitting documentation is
completed.
3. Your spouse must be under age 55 at the
time the contributions are split. If your spouse
is aged at least 55, but under 65, then they
can’t be retired. If your spouse hasn’t
worked in paid employment for many years,
then I suggest you take advice about their
work status, as this can be a tricky area. As
the person splitting the contributions, the
super laws allow you to be any age.
4. You need to lodge a contribution splitting
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document with your fund immediately after the
financial year in which the contributions were
made. For example, you split 12/13
contributions during the 13/14 financial year.
Just remember if you intend to take all your
super benefits out of a fund during a financial
year, special rules will apply to splitting those
contributions.
5. Next, you can only split concessional
contributions – i.e. employer contributions (the
compulsory 9.25% and salary sacrifice) or for
the self employed, personal super
contributions that have been claimed as a tax
deduction. You can only split the lesser of
85% of the total concessional contributions
made and your concessional cap for the year.
You can’t split non-concessional
contributions.
6. Finally, you split contributions using a special
ATO form found at the following link –
http://www.ato.gov.au/content/downloads/SP
R86436n15237.pdf
As can see, this is a relatively easy process. It might
not save you much tax – there’s a chance it won’t
save you any. But for a relatively low cost transaction,
it’s probably worth the risk.
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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Best buys in the current market
by Questions of the Week
Question: I am a retired electrician running my own
SMSF. I have the following shares at present: Acrux
(ACR), Amcom Telecommunications (AMM),
Australia & New Zealand Banking Group (ANZ),
Aurizon (AZJ), Aristocrat Leisure (ALL), Origin Energy
(ORG), Suncorp (SUN), Ten Network Holdings (TEN)
and Woodside Petroleum (WPL). Are there any of
these you would off load? I am looking to invest
around another $250,000 to $350,000 into stocks
before the end of the year. Can you give me which six
stocks from Switzer’s growth and yield stocks you
would recommend.
Answer (Paul Rickard): In regards to your portfolio, I
can’t legally provide you with personal advice unless
I am appraised of your financial situation, financial
goals and particular needs. That said, there is nothing
that really stands out as a “must offload” stock. I
don’t like TEN much – although Lachlan Murdoch
and company obviously see something in it and I
guess you are backing their judgement. I just don’t
like the industry much – and they are very much the
third player in the market. I also don’t know a lot
about Acrux – there are some quite divergent
opinions about this stock.
For what it is worth, the current consensus broker
ratings (+1.0 most positive, -1.0 most negative) and
target prices (according to FN Arena) are:
ACR 0.0 $3.62
AMM 0.5 $2.13
ANZ 0.5 $31.22
AZJ 0.5 $4.89
ALL 0.1 $4.49
ORG 0.5 $14.51
SUN 0.4 $12.99
TEN -0.3 $0.28
WPL -0.1 $38.81

market, I think the starting point is to look at your
sector weights and see what your biases are.
Depending on what these are, I would be inclined to
look at the major banks (CBA, Westpac), BHP and
some of the leading industrial stocks (Toll Holdings,
Brambles etc).
Question Part 2: Also I get a little confused when in
the same newsletter Charlie Aitken says Qantas
could double in the next couple of years and Rudi
Filapek in What the brokers say has Qantas
downgraded. Could you explain the background to
these opposite recommendations?
Answer (Paul Rickard): We try hard to ensure that
our subscribers aren’t confused, however sometimes
there are going to be some contradictory opinions.
We report what the major brokers do, and yes back
on 2 September, a couple of the brokers downgraded
Qantas. Independently, on 10 October, Charlie put a
big call on Qantas – with a well-researched and
strong argument.
I hasten to point out that in our experience, the broker
analysts get it right about as often as they get it
wrong. However, they can be influential – and a
change of rating can often lead to a material change
in price. Information we believe is worth having.
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.

If you are looking to add some more money to the
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