Issue 232, 24 October 2013

The pick of the bunch
Today we have three stocks for your portfolio with a bit of a growth theme - Crown, which is our
fundie's favourite, an analysis of Slater & Gordon from Roger Montgomery, and Charlie's forecasts for
Telstra.
Barrie Dunstan isn't the only one who thinks the telecom's future is very bright, Charlie has been
reading body language from management, which he thinks is pretty upbeat. And Platypus Asset
Management is very optimistic about the future of Crown. I should also point out that so are we. Crown
has been in our Switzer Growth Oriented Portfolio all year!
Sincerely,

Peter Switzer
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Time to get Telstra before everybody else does
by Charlie Aitken
This week I attended a drinks function with the vast
bulk of Telstra’s senior management team, ahead of
Telstra’s investor day.
Part of my job is reading body language of company
executives. If I am any good at that, I can sense a
growing confidence in the Telstra camp.
This is the complete reversal from three years ago,
when any time you met a Telstra executive they were
on the defensive.
Sentiment booster
To me this change is very important. The greatest
returns you make are from companies with an internal
confidence, not an arrogance, but a confidence.
When that confidence meets a consistent strategy,
you generate market-beating returns.
I just get the feeling the Telstra executive team has
worked out that Telstra is holding all the cards in the
sector (see Barrie Dunstan’s Monday column for his
view on Telstra as the best media play). As I have
written before, mobile data growth is through the roof
as we transform to a digital economy, and the
Australian economy simply can’t open for business
each day without Telstra’s networks.
I see Telstra as the “railroad” and the
technology-based companies as the “carriages” on
the railway. Interestingly though, the market currently
pays a massive P/E premium for the “carriages” over
the “railroad”. It is like the old fable of the hare and
the tortoise, but just remember who ends up winning
that race.
Growth plus yield
Telstra is actually a growth stock, with a rising and
high sustainable dividend yield. While most investors

have bought it for its high and reliable fully franked
dividend stream, what they didn’t realise, is they
actually bought a growth stock. Telstra this year will
generate back-to-back years of double-digit EPS
growth. It is a clear GDP plus growth stock, as top
line growth translates to even stronger bottom line
growth.
This is an extremely important point. If I am to be
proven right and Telstra raises the FY14 annual
dividend from 28 cents fully-franked to 30 cents
fully-franked, for that to happen I suspect the Telstra
board has to be very comfortable with EPS cover for
the DPS and the sustainability of that EPS growth.
FY14 consensus EPS estimates continue to be
revised up, but in my opinion, they remain too
conservative. As you can see below, consensus
jumped after the FY13 result, once analysts released
they had underestimated the translation from top line
growth to bottom line growth. The circled area below
focuses on that area.
TLS: consensus FY14 EPS

To me this suggests the financial models analysts are
using for Telstra are simply out of date. They aren’t
correctly modeling the translation to EPS growth, and
in reality EPS growth is what matters from this stock.
Telstra doesn’t guide EPS and that, in itself, is
interesting.
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Similarly, FY14 free cash flow for Telstra continues to
be revised up, meaning the potential dividend rise in
FY14 is very well covered by cash. Interestingly
though, the consensus free cash flow estimate is
below the low end of Telstra’s guidance range.
Again, I think that is clearly too conservative.
TLS: free cash flow FY14

and earnings growth/dividend growth.
The forecasts
For FY14 I forecast Telstra to generate EPS of 33.7
cents, up from 30.7 cents in FY13. Yes, back-to-back
years of 10% EPS Growth from Telstra. On the basis
of EPS being 33.7 cents, I expect the Telstra board to
lift the FY14 annual dividend from 28 cents
fully-franked to 30 cents fully franked. That would
maintain a 90% payout ratio.
On my forecasts at $5.03, Telstra is trading on 14.9
times FY14 earnings and a prospective FY14
dividend yield of 5.95% fully franked. EPS growth is
forecast at 10%.

Consensus forecasts lack courage
To me, that’s why consensus recommendations and
price targets on Telstra remain so timid, as they have
for the past two years in this Telstra upgrade cycle.
The BUY/HOLD/SELL ratio in TLS is 4/10/5. The
median 12-month price target is $4.91 as illustrated
below. Note very well the 2-year trend of analyst price
targets CHASING the TLS share price. This is clearly
set to continue.

My 12-month price target on TLS of $6.00 would see
TLS trading 17.8 times FY14 delivered EPS, and a
5.00% fully franked delivered FY14 yield.
As you all know, I’ve been on this positive Telstra
bandwagon for many years. The stock is now 4.75%
of the benchmark ASX200 Index. After chatting with
the management team, and running the financial
models for the years ahead, I can say I have never
had higher conviction in Telstra as a company or as a
total return investment.
The last three years were the hard part of the Telstra
investment case, the next three years will be much
easier.

You see, I love the fact there is still consensus
analyst skepticism towards Telstra. That is an
essential element in the path to $6.00.

TLS is taking out 16-year technical resistance
@$5.00

We are blatantly entering a digital age. In fact, there
is clear evidence of tech boom 2 starting, as
investors put huge multiples on potential game
changing new technologies. To my way of thinking,
that is a massive macro tailwind for Telstra in terms of
both the volumes of data they carry and the prices
they charge for it. This will be occurring as they
continue to strip out legacy costs.
Telstra is going to be allocated a higher P/E by the
market as it comes around to realising this growth
potential. It is also going to be simultaneously adding
P/E for the strategic value of its industry leading
networks, its growing market share (with lower churn)
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TLS remains a core member of our high conviction
buy list, and a key part of the market heading to
6,000.
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.
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The inside scoop on Crown Limited
Fundie's Favourite
By Brendon Warton of Platypus Asset Management
How long have you held Crown?
We initiated our position in Crown Limited (CWN)
shortly after it posted a solid FY13 result. We have
been building the position over the past two months.
What do you like about it?
Crown continues to find high quality investment
options that provide it with a very high growth profile,
particularly for a company of its size.

Domestically, the growth prospects are more
subdued but still attractive. The two domestic casinos
that Crown runs have continued to improve
operational efficiency and margins will continue to
expand. The Perth casino has recently undergone a
refurbishment and rebranding and will benefit
significantly from the roll out of 500 more slot
machines over the next five years. The completion of
a 1,200 room hotel complex will complete its
transition to a high quality venue, more comparable to
its Melbourne venue, which is Australia’s best
casino.
How is it better than its competitors?

Most significant is Crown’s one-third stake in Melco
Crown (MPEL), providing exposure to Macau gaming
revenues driven by Chinese customers. This unique
exposure continues to grow at 20-plus percent, off a
substantial base. In response to this escalating
demand, a fifth tower is being built at its flagship City
of Dreams casino in Macau and construction on
Studio City, a $2 billion casino resort, is due for
completion in 2015. It is expected that Melco Crown
will begin paying a dividend in 2014, which would
very roughly add 15% to Crown’s net profit after tax.

Crown’s only serious competitor in Australia is Echo
Entertainment (EGP). Crown runs its gaming floors
much more efficiently than Echo, as evidenced by far
superior margins, despite having more VIP business.
In addition, the properties owned by Crown are higher
quality offerings. When the Barangaroo Casino opens
in 2019, The Star will no longer have a monopoly in
NSW and will likely suffer losses in the VIP business,
in particular, but also in the mass market. Crown’s
superior product means they attract more VIP
business (67% more VIP business in Melbourne
compared to Sydney).
What do you like about its management?
Management is well established and experienced.
Chief executive officer Rowan Craigie has held his
position since 2007, and has continued to impress
each passing year. Its desire to pursue growth-driven
capex projects will hold it in good stead going
forward. Equally as important has been
management’s focus on operational efficiency, which
has ensured good returns in tough conditions.
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What is your target price on Crown?
A $22 target over the next 12 months, is justified by
an impressive growth capability over the next several
years
At what point would you sell it?
There are a few risks associated with Crown that
could lead to downgrades. If growth in Macau begins
to plateau, then Crown loses a large amount of its
appeal. This could be caused by a tightening of
Chinese visa restrictions, gaming tax increases, or a
weakening Chinese economy.
Conditions in Melbourne have been poor in the past
12 months. If the Melbourne venue sees a continued
deterioration in its ability to generate revenue growth,
then the market could ascribe a lower multiple to the
stock.
How much has it added to your overall portfolio
over the last 12 months?
Crown has added 0.16% to performance.
Where do you see the value?
There are a few factors the market is yet to
realistically price in. If Crown’s venture in the infant
Philippines market is successful, and Manila
becomes a genuine casino destination, then this will
be particularly value accretive. Most have been quite
conservative in their estimates, so there is potential
for value generation here.
The same applies to the smaller Sri Lankan Casino
that has recently received the necessary approvals to
begin construction.
The very generous terms Crown was able to
negotiate with the NSW government in allowing
Sydney’s second casino at Barangaroo will also add
value.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.
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Slater & Gordon a buy based on its offshore
strategy
by Roger Montgomery
In the past year, the Slater & Gordon share price has
doubled to $4.00, giving the company a market
capitalisation approaching $800 million. Specialising
in personal injury insurance and litigation services,
including everything from asbestos and medical law
to workers compensation law, Slater & Gordon has
69 offices in Australia. The company also has, we
believe, strong medium-term prospects, thanks to an
aggressive acquisition strategy into the highly
fragmented UK law industry.

The three UK acquisitions so far this financial year
are expected to cost $74 million and be
earnings-per-share accretive in their first year under
Slater & Gordon’s ownership. In other words, they
will immediately add to the earnings on a per share
basis. Fentons Solicitors is the UK’s largest
specialist direct-to-consumer personal injury firm. As
Slater & Gordon continues their acquisition strategy,
we expect revenue from the UK will exceed that of
Australia.
Slater & Gordon’s ambition is to become a
household name in UK consumer law, and position
itself for a tsunami of disruptive innovation in the
global law industry. The strategy is partly succeeding
because the market is pricing Slater & Gordon on at
least double the multiple the company itself is paying
for its UK purchases. When this occurs, it is either a
self-fulfilling arbitrage opportunity or a warning that
the market has rallied well ahead of trade sale prices.
While the company appears expensive on 19 times
historical earnings, Slater & Gordon could be worth a
lot more in five years.
The right company at the right time

Offshore opportunities
This market is four or five times bigger than the
Australian market and with five UK acquisitions under
its belt, including Russell Jones & Walker, Claims
Direct, and more recently Taylor Vinters and
Goodmans & Fentons Solicitors, Slater & Gordon is
leading the consolidation of the UK personal legal
services market. These UK operations have forecast
annualised revenue of A$140 million and potential
EBITDA margins of 20%, while revenue from the
Australian operations should exceed $240 million with
EBITDA margins of 25%.

Few small cap Australian companies have such a
clear opportunity to consolidate a huge, fragmented
offshore market and capitalise on structural industry
changes just as the UK. The UK legal services
market is undergoing rapid consolidation, as difficult
trading conditions post-Global Financial Crisis (GFC)
and regulatory reform have shaken what some
commentators describe as a “cottage industry” to its
core. Clients want lower fees, better service and
greater value; the UK government wants greater
competition.
In October 2011, the UK allowed a range of
alternative business structures, including incorporated
law firms that could be owned by non-lawyers, as is
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Australia’s practice. The upshot was incorporated
firms could raise external capital and rapidly acquire
smaller players. Another change was a UK
Parliamentary Review that called for claims
management companies (CMCs) in the UK to be
closed down from April 2013. Much like mortgage
brokers, CMCs advertised for personal injury claims
and on-sold them to law firms, in turn increasing
consumer costs and taking the onus off law firms to
develop a strong consumer brand. Some disreputable
CMCs also damaged consumer trust in personal
injury claims.

That said, Slater & Gordon has good medium-term
upside, given its expanding UK footprint, ability to
create scale, and brand and intellectual property.
Slater & Gordon’s ambition is to replicate its
Australian success – 78 years in the making – within
a decade in the UK.
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.

The UK has more than 10,000 law firms, with almost
two-thirds of them owned by one or two partners.
Slater & Gordon says there have been high rates of
distress among small UK law firms and CMCs that
previously sourced personal injury claims for the legal
industry. The obvious solution has been industry
consolidation as firms merge to create scale, or larger
firms buy smaller rivals – a pronounced trend in the
global legal industry in recent years. But most UK law
firms had low access to capital, little experience in
acquiring other firms, a weak brand in the consumer
market, and no clear, sustainable competitive
advantage over rivals.
This has created a huge opportunity for Slater &
Gordon, which with its access to capital since its
Initial Public Offering (IPO) in 2007 and its long
experience in acquiring and integrating firms, now
has 25% of the Australian personal injury market.
The outlook
It also has a strong sustainable competitive
advantage: intellectual property that helps it choose
the best personal injury cases to pursue, internal
systems that help it process tens of thousands of
claims each year, improved margins as it builds scale
and efficiencies and a well-known brand. Unlike
smaller law firms, Slater & Gordon has the
balance-sheet firepower to invest heavily in its brand
and its systems, as well as an ability to make rapid
acquisitions.
The company raised $58.9 million in May 2013 and
net debt at 30 June 2013 stood at $32 million. For all
the positives, Slater & Gordon’s return on equity
(ROE) has fallen from almost 22% in FY08 to 15.5%
in FY13, and consensus analyst forecasts have it
around 15% for the next three financial years.
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Buy, Sell, Hold – what the brokers say
by Penny Pryor
Mining and engineering related companies featured
heavily in the broker updates for the first half of this
week, as many companies in these sectors released
quarterly performance updates.
In the good books
In one of the very few upgrades so far this week,
CIMB Securities upgraded mining equipment provider
Emeco Holdings from Neutral to Outperform. The
broker says the stock is being priced in expectation of
a necessary equity raising. But in an update on the
company’s debt facility amendment, management
said the company was generating strong cashflow,
which would facilitate further reductions in debt
through FY14.
In the not-so-good books
Macquarie downgraded Bradken (BKN) to Neutral
from Outperform, following the company’s market
update. Management reiterated FY14 guidance but
although the mining outlook (80% of Bradken
revenue) continues to weaken, oil and gas (10%)
remains strong. The broker sees earnings skewed to
the second half and believes the dividend yield can
be sustained, but it has downgraded to Neutral on
valuation.

$1.85. The original decision to rate it a Buy was
based on an expected turnaround in the development
return on investment capital to at least 10% in FY14
from 4% in FY11. The broker says this was
re-affirmed by management at the quarterly update
and is now fully reflected in the share price.
JP Morgan downgraded Origin (ORG) to Neutral from
Overweight, following a review of the Victorian energy
retail market. The broker found that AGL was the only
provider that had eased off on discounting, while
Origin had increased the practice, suggesting the
competition war will continue into 2014. Earnings
forecasts for both AGL and Origin were cut as a
result.
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.

Citi downgraded Lend Lease (LLC) from Buy to
Neutral, following a company update. Australian
engineering is expected to face margin pressure in
FY14 but a number of road and rail projects should
underpin earnings. Meanwhile the development
business is well positioned, and Lend Lease is
looking for projects in Asia and the US to expand
growth beyond the local pipeline.
BA-Merrill Lynch downgraded Mirvac (MGR) to
Neutral from Buy, following its first quarter update and
an increase in the share price to the broker’s target
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Where are rates headed? The bad news and the
good
by Gavin Madson
Markets often behave counter intuitively. A case in
point being the bad news released out of the US on
Tuesday night, which actually led to good news for
investors.
On Tuesday night (our time), there was bad economic
news announced out of the US, with unemployment
moving higher. Bad news right? Then why were
markets up? All markets!
The US economy seemingly underperforming the
view of most in the market, means there will be no
end to the QE gravy train any time soon, and traders
pinned their ears back and bought everything:
equities or bonds it made no difference. Like a child
with cash burning a hole in their pocket, they bought
everything they could.
Australian trading followed suit, as shown in the
graph below. The graph shows Australian
Commonwealth Government futures traded over the
24 hours to 4pm on Wednesday with three interesting
points shown in the graph:
1. At the opening of trade, futures were bought
heavily, pushing yields down immediately.
Following the initial flurry, markets settled
down as they began to think about the release
of yesterday’s Australian inflation figures.
2. When the inflation figures were released,
because the numbers were higher than
expected (which would suggest pressure on
the Reserve Bank to raise interest rates),
futures were sold off.
3. Then finally, the market decided it liked the
US story more than the Australian inflation
story and they commenced buying again,
pushing the futures onto an ever upward trend
through to the end of the day – further
reducing the expected 10-year yield.

So things are looking worse, but the markets don’t
care, as they see the US taper being pushed off into
the distance with the free money of QE3 to cover over
any short-term problems.
All this buying has pushed the Australian yield curve
flatter – off about 20 basis points over the last two
days – so investors looking for any relief of higher
term deposit rates may be disappointed.
Australian yield curve

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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SMSFs versus small APRA funds
by Tony Negline
Like an SMSF, SAFs are also restricted to a
maximum of four members but, as their name implies,
small APRA funds are regulated by the Australian
Prudential Regulation Authority (APRA) not the
Australian Tax Office (ATO), which regulates SMSFs.
They have a different fee structure (see our tableRQ
SDJH) but can be very useful in some instances if
you like the flexibility of a smaller fund but are time
poor, or are thinking of moving overseas for an
extended period of time.

contributions) are taxed at 46.5%. Then when a fund
moves from being a non-resident fund back to a
resident fund, the same tax penalty applies!

Why would you use a SAF instead of an SMSF?

A person who is bankrupt cannot be an SMSF trustee
and hence can’t be an SMSF member. In addition,
the super laws say that a bankrupt’s legal personal
representative can’t act as their trustee on their
behalf. However, a bankrupt could be a SAF member.

There are four main reasons:
1. The first potential reason is old age.

This disaster can be avoided by stopping a fund from
being an SMSF and changing it to a SAF before
leaving Australia.
3. The third reason for using a SAF involves
bankruptcy.

If you live to a ripe old age, at some point in the future
you could reach a stage where you no longer feel
capable of making important financial decisions. You
might not have children or other relatives or friends
you can ask to assist you, so you may decide to hand
over responsibility for running your fund to a
professional RSE-licensed trustee.

4. The final reason we might use a SAF is a lack of
time to run an SMSF but a desire not to be in a large
retail super fund.

In an ideal world, you should make decisions about
your future before your inability to make decisions
becomes obvious even to yourself. But we don’t live
in an ideal world.

Who can be a trustee of an SMSF?

2. Another potential benefit of a SAF over an SMSF is
if a fund member is going overseas for an indefinite
period of time.
Under the tax laws, if we become non-residents for
income tax purposes, we run the risk of our super
fund also being made a non-resident super fund.
When this occurs, the tax penalties are very high – in
the year a super fund moves from being a resident
fund to a non-resident fund, the market value of all
assets of the fund (except non-concessional

This applies to many people who are time poor. They
want to be in a small super fund so the only way to
solve this problem is to use a SAF.

Both SMSFs and SAFs are trusts and therefore need
trustees. The difference is who can be a trustee of
each entity.
As you most likely know, all the trustees of an SMSF
must also be members of the fund and there can be
no other trustees. There are, however, some special
exceptions to these rules, for example:
minor children, who are considered to be
under a legal disability so a parent or guardian
can be a trustee in their place;
people suffering from mental incapacity may
have a legal personal representative acting as
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a trustee for them; and
a legal personal representative may also be a
trustee if they hold an enduring power of
attorney in respect of the SMSF member.
Who can be a trustee of a SAF?

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.

Small APRA funds operate under a very different set
of rules. The super laws define a SAF as a
Registrable Super Entity (RSE). This means that a
SAF’s trustees can only be those organisations that
hold a Registrable Super Entity Licence issued by
APRA. Obtaining and retaining these licences is a
long, complex and costly affair, which is why SAFs
are usually only offered by large organisations.
In addition, these organisations typically offer SAFs to
a wide range of investors, which means they also
need an Australian Financial Services Licence issued
by ASIC that authorises them to offer products to the
general public.
If an SMSF doesn’t satisfy the trustee/member nexus
or one of the available exemptions, then technically
the fund automatically becomes a SAF. Immediately,
this means the trustee needs to be an RSE. Most
SMSF trustees would be unable to obtain an RSE
licence (or wouldn’t be able to justify the time or cost
of getting one) but could move their SMSF to a SAF
run by an RSE.
Some RSE trustees that offer SAFs (see our table for
the two main companies and costs) insist that the
SAFs they’re responsible for hold a restricted range
of assets. For example, a SAF might not be permitted
to own shares in unlisted companies or trusts related
to you or your relatives. Artwork and collectibles
might also be off the list of approved investments.
These restrictions often have nothing to do with the
super laws but more to do with the operational
efficiency of the SAF trustee business.
In conclusion, SAFs may suit some people in certain
circumstances, but make sure you understand what
you can and can’t do and the costs involved, before
you sign up for one.
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Tricky tax-free re-contributions
by Questions of the Week
Question: We have a super fund and both my
husband and myself are above 60 years of age. We
have each about $400,000 in our taxable component.
Can we withdraw this taxable component in full and
put it back as a tax-free component since we are both
above 60 years old? Am I right in thinking that the
withdrawal of the $400,000 is tax free to us
individually, and when we put it back to our super
fund it will also be tax free?
Answer (By Tony Negline): If aged at least 60 but
under 65, yes you can take money out of super tax
free if you’re permanently retired and don’t intend to
work again.
If you’re under 65 years of age, you can then
contribute that money back into super as
non-concessional contributions (NCCs) in one go –
but be careful about previous NCCs you might have
made in previous financial years. Once you hit age
65, making larger contributions becomes a problem.
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.

14
Powered by TCPDF (www.tcpdf.org)

