Issue 233, 28 October 2013

Don't get jumpy
Market highs can make anyone nervous, and I'd be lying if I said I wasn't just a little bit surprised that
we haven't seen a little correction in our big bull market yet. But that doesn't mean I think we'll
eventually head back down to GFC levels.
Today I look at what the frequency of corrections can tell us about the overall direction of the market,
and explain why I agree with those experts who say we've got a long way to go up, before we go down
a little.
Also in the Switzer Super Report today, James Dunn looks at AMP, it has been a big week for the
insurer after some write-downs late last week. For Switzer Super Report readers in pension phase, we
also have a very interesting article on an alternative product to indexed annuities from life insurance
companies.
Sincerely,

Peter Switzer
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Stocks to rise 9% over the next six months
by Peter Switzer
Last week, Investor Mutual’s Anton Tagliaferro was
quoted saying he was expecting a correction, which,
given our 25% plus rise since November 2012 on the
stock market, does not look outlandish. But against
that, Richard Coppleson at Goldman Sachs went
stampeding into big bull territory.
Here come the bulls
This is what he said: “One of the best US indicators
is indicating a 9.75% rise over the next six months… it
has happened an unprecedented five times in 2013
and has been SPOT ON.”
He added the following to ram home his point:
“Anyone who cannot see that the US is in a
multi-year bull market does not understand what is
going on around them.”
As one of my advisers pointed out — “blimey that’s
bullish!”
And it is, but five times in a year of the Dow rising
nine days out of 10 – that’s the indicator he talked
about – is an intriguing one. He says it is “very, very
rare” for the market to go up 90% of the time, and
throws in Goldman Sachs analysis that the US is in
for “two golden years” of growth of 3%.
He also argues, like I have, that not only is the USA
coming good, but Europe is showing “green shoots”
– my words, not his.
In fact, he is more excited coming up with: “In Europe
– the worst is over and the worst recession in 60
years is ending…we are going to see a massive
amount of cash switching out of bonds and a
percentage of this will be going into the equity
market.”

The correction case
Okay, I can buy this, but what about an overdue
correction, as Anton expects?
Let’s define what we’re talking about – a stock
market correction is a drop of 10% or more of a
relevant index. These are usually temporary in a
general uptrend for share prices.
History shows that a correction generally comes
when markets are closing lower for a period, but a
shock event can break this pattern. So, on present
market high closings, a correction should not be
imminent, unless a left-field event bobs up.
In September, Forbes.com thought it was time to talk
corrections but, to date, it has not shown up. That
said, it is worth looking at their arguments for a
correction. They talk about 5% corrections, which
puts them at odds with finance departments.
In August, Wall Street had a 4.6% pullback and so it
did not even pass their 5% test. Jim Stack of
InvesTech Research, who wrote the piece in Forbes,
called it one of the most nervous market recoveries
since WWII. He did not say why, but I suspect he’s
right. In fact, it could be one reason why this bull
market goes longer than most – the stampede to be a
bull is slower than the past.
Corrections occur about 7.6 months apart but, as
Stack shows, in the first year of this bull market –
2009 – there were five corrections!
After that, corrections went back to the historical
pattern. To date, the Yanks have had 11 corrections
of 5% plus and two over 10%.
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market will be another biggie but I will watch the
correction tests because there are a lot of unknowns
out there — economic recoveries, debt levels, a crazy
US Congress and what a GFC, as well as a near
miss with a Great Depression, can do to a global
economy and the financial system.
But the above analysis does make it believable when
Coppleson persuasively argues that he can see a
9.75% market rise over the next six months.
That looks like a safe bet.
The not-so-petite lady isn’t singing yet
Now what worries me a little is that this is one of the
longest bull markets since the Great Depression,
going over four and a half years. The average is 3.8
years, but five of the past 16 bull markets have
beaten the 4.5 year benchmark.

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.

Before you get too jumpy, there has also been a nine
year plus bull market and six as well as seven plus
ones.
The lesson from past bull markets is that corrections
increase in frequency as they get towards their end
and so, given our lack of corrections lately, it
suggests we have some time to go before the fat lady
sings. However, it probably means a correction is way
overdue.
But it’s not going to be easy to play the correction
frequency test to work out when you get out of the
market. Stack points out that in the 1990-2000 bull
market, there were “10% corrections in each of the
three years prior to the final peak.”
My conclusion
So what do I think? Let’s go back to the legendary
man of money, Sir John Templeman, who advised:
“Bull markets are born on pessimism, grown on
scepticism, mature on optimism and die on euphoria.
The time of maximum pessimism is the best time to
buy, and the time of maximum optimism is the best
time to sell.”
I think we are in the optimism stage, where money is
coming out of bonds and term deposits, but there is
still a lot of money on the sidelines. I think this bull
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AMP – the elephant in the room
by James Dunn
Financial services heavyweight AMP, Australia’s
largest life insurer and pension manager, has already
rebuilt itself twice in the last 10 years, firstly in 2006
after the Australian Securities and Investments
Commission (ASIC) took it to task for its advisers’
in-house product-flogging, and secondly after it
negotiated a 2011 merger with long-time rival AXA
Asia-Pacific, the former National Mutual.
The elephant
Now it has to do it again, to address a worrying
problem in its life insurance business.
The financial giant has to get this right before it can
start to close the performance gap that has opened
up between it and the big four banks, as shown in the
accompanying table. Investors wanting financial
services exposure have no reason to favour AMP
over the big four banks.
Performance comparison

other insurers, badly. Lapse rates are running at up to
15%, their highest level in a decade. Simply put, too
many people are balking at $2,000-plus premiums,
and either reducing their level of cover or opting out
completely, and taking the risk of going uninsured.
There is a claims management issue as well: people
concerned about their job security will attempt to
claim on their insurance on stress-related grounds,
and there is a degree of subjectivity on the payout
eligibility, that the insurers have to try to manage.
AMP alerted the market to the problem in June, when
it warned investors to expect a lower first-half
underlying profit than initially estimated, at between
$415 million to $435 million, compared to $491 million
in the first half of 2012, following poor claims and
lapse experience in its Australian wealth protection
business in the second quarter. (Underlying profit
strips out the impact of investment market volatility
and the ongoing costs associated with the AXA
Asia-Pacific merger.)
That downgrade cost the share price 17%, down 10%
on the day of announcement, and it dropped from
$5.10 to $4.23 in a fortnight. However, in August, the
interim profit report showed that AMP had been too
cautious in its profit warning, with underlying profit
coming in at $440 million. While that was 9.8% down
on the 2012 interim, it beat consensus estimates: and
net profit rose by 5.4% to $393 million. But there was
a one-cent cut to the interim dividend, to 11.5 cents.

The problem that AMP has to address is in its wealth
protection business, which accounts for about 30% of
earnings.
The number of policy lapses – people cancelling or
not renewing their wealth insurance policies,
particularly income protection – is hurting AMP, and

Wealth drag
As expected, wealth protection was the root of the
problems in the interim result. Operating earnings fell
52% to $64 million, dragged down by a higher level of
claims and insurance policy lapses than expected. If
wealth protection was excluded from the picture, said
AMP, combined earnings from its businesses were up
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by 17% at the June half.
For example, AMP recorded its best net cash flows in
wealth management since 2007, with net cash flow
up about six-fold to $1.4 billion. Operating earnings
for the wealth management business unit rose by
20%, driven by a 31% surge in profit at AMP Bank.
Net cash flows to the North platform – which came
with the AXA Asia-Pacific merger in 2011 – nearly
tripled, driving a strong performance from AMP
Financial Services.
The market had slowly lifted AMP back to $4.94 by
Thursday, but on Friday, the company came out with
a second warning, telling the market that
higher-than-expected policy lapses are still a
problem, and it now expects fourth-quarter operating
earnings to fall by as much as $65 million.
That forecast follows $24 million in losses from
AMP’s wealth protection business during the
September quarter.
AMP has some big decisions ahead of it. Craig
Meller, who will take over from Craig Dunn as chief
executive officer in January 2014, has already
flagged a change in the way the wealth protection
business sells product: at the moment, customers pay
stepped premiums, which means cover gets more
expensive as people get older. If, like the UK –
where, incidentally, Meller comes from – the market
were to move to level premiums, which stay the same
year on year, the lapse rate may be different.
The flipside to such a change would not be good for
advisers, because traditionally, these products are
sold with the aid of hefty upfront payments to financial
advisers: sometimes a commission as much as
100%–120% of the first year’s premium. The insurer
needs to claw-back its commission out of the
subsequent premiums – so if the policy is cancelled
or lapses before enough time has passed, the insurer
makes a loss on it without there even being a claim.
An expert opinion
Switzer Super Report spoke to John Trowbridge, a
member of the Australian Securities and Investments
Commission’s External Advisory Panel, a former
leading actuarial consultant, executive member of the

Australian Prudential Regulation Authority, Chairman
of the Federal Government’s National Disaster
Insurance Review (established after the January
2011 floods) and member of the Treasurer’s
Financial Sector Advisory Council, as well as chief
executive of a major general insurer.
Trowbridge says the insurers face a “quadruple
whammy” of underwriting, pricing, customer retention
and claims management – all of which have to be
improved. As well as pricing and adviser
remuneration, he says they have to get on top of the
risks they select – and then manage claims better.
But he says it is really crucial to avoid the situation
where they lose money on a policy purely on the
acquisition cost, i.e. the commission.
All of this AMP says it is changing – but such change
will take a long time to introduce and bed down. For
shareholders, this discussion is not just academic, it
is already hitting AMP’s numbers – they have just
seen a hit to their interim dividend.
The numbers
At present, market consensus is looking for EPS of
26.8 cents this year (AMP uses the calendar year as
its financial year), rising to 30.8 cents in 2014. But
after Friday’s announcement, there will be further
downgrades.
But working on those numbers, at $4.75, that places
AMP on a price/earnings (P/E) ratio of 17.9 times
expected 2013 earnings and 15.6 times 2014
earnings.
On dividend grounds, the consensus expects a
payout of 23.3 cents this year, for a prospective FY13
yield of 4.8%, rising to 25.2 cents in FY14, for a yield
of 5.2%.
In both FY13 and FY14, the dividend is expected to
be 70% franked, meaning that the FY13 prospective
yield equates to about 5.60% for a self-managed
super fund (SMSF) in accumulation mode and about
6.33% for a fund paying a pension.
In FY14, the equivalent accumulation phase yield to
an SMSF is about 6.2%, rising to about 7.0% for a
fund in pension phase.
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Remember, there will be downgrades to these
consensus numbers. You could make a case to hold
AMP on yield grounds, and to buy on a long-term
view, because the superannuation, financial planning,
life insurance, banking and fund management giant is
virtually a proxy for the Australia’s massive – and
growing – retail super industry; but the stock is
already trading at about market consensus target
price. In the short term, AMP does not look like it will
be closing that performance gap with the banks any
time soon.
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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Pension phase focus - Protecting your purchasing
power
by Paul Rickard
We are not all thrill seekers – and nor should we be.
For many retirees, security is a key factor when it
comes to investing super monies, as is the need to
maintain purchasing power to deal with the impact of
inflation and rising prices.
Annuities (term or lifetime) issued by life insurance
companies such as Challenger or CommInsure are a
popular investment option. Purchased with an upfront
payment (which can be from your SMSF), they are
straightforward investments offering a regular, reliable
payment of income and capital, usually indexed for
inflation, and sometimes payable for life. One
well-known life insurance company describes the
payment as “guaranteed”.
The downside for this “certainty”, “security” and
“guarantee” is a low, effective investment return.

Each payment represents a return of capital and
interest, and an amount paid as a result of increases
in the CPI. As the principal is repaid over the term of
the bond, the interest component of each payment
decreases and the principal component increases.
This is shown in the diagram below.

An alternative to life insurance annuities is the
Waratah Annuity Bond, issued by the NSW
Government. Here is our road test.
Waratah annuity bonds
The ‘NSW Waratah Annuity Bond’ is a NSW
Government Guaranteed annuity style bond that pays
a CPI indexed monthly cash flow for 9 years. For
every $100 invested, it pays $1 per month, plus an
adjustment for inflation. Over the nine years, this is
108 monthly payments of $1, plus an adjustment for
inflation. If inflation averages 3% over the period and
$100,000 is invested, the payment starts at just over
$1,000 for the first month, and finishes at
approximately $1,304 in month 108.
Features of Series 7
NSW TCorp (the NSW Government’s borrowing
agency) is currently issuing its 7th Series of Waratah
Annuity Bonds. These have the following features:
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While the expected rate of return of 4.77% isn’t flash
compared to what you might hope for if taking some
risk, it does compare quite favourably to life insurance
term annuities. Challenger’s comparable product, a
nine year Guaranteed Term Annuity, RCV (residual
capital value) zero inflation linked, was quoted for the
week ending 27 October at 4.93%.

With 108 payments of $1 plus an inflation component,
and a sum invested of just $100, there is actually a
payment of interest on top of the inflation rate. This is
described as ‘the base interest rate’ (real interest
rate) of 1.72%. When the assumed inflation rate of
3.0% is added in, the effective “interest rate” is
4.77%. Technically, this is known as the ‘internal rate
of return’ (IRR) – for broad comparative purposes,
you could use this rate to compare it to a bond or
other investment opportunity.
Critically, investors will receive the actual inflation
(CPI) rate. If inflation averages more than 3% over
the period, the IRR will be higher than 4.77%. If
inflation averages only 2.0% over the period, then the
IRR will be around 3.75%.
There are two other interesting features of the
Waratah Annuity Bond. Firstly, holders can’t suffer
from deflation or a “negative” CPI measure – it
provides protection in that the current month’s
payment can’t be less than the previous month’s
payment. Also, as the annuity bond commences on a
fixed date, investors receive the RBA cash rate of
2.50% on their investment until the annuity bond
commences.

The Waratah Bond has a much stronger guarantee, is
a little more liquid and has some improvement in the
application of the CPI – the downside, much less
flexible. Whereas with life company annuities, you
can nominate the term (from 1 year out to 50 years),
take payments monthly, quarterly or annually, and/or
consider as an alternative a lifetime annuity, the
Waratah Bond only has a term of nine years. In time
perhaps, they will introduce a series with a longer
term.
Bottom line – within the constraints of the bond, a
strong alternative to life company annuities.
Applications can be made directly to NSW TCorp,
through this website.
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.

How Waratah Annuity Bonds stack up
Waratah Annuity Bonds may suit retirees who require
a secure, monthly payment of income that it is
indexed for inflation. For example, if you had $1
million in your super fund, you could purchase for
$400,000 an indexed monthly income payment of
$4,000 ($48,000 pa) for the next nine years, and
(potentially) invest the remaining $600,000 in growth
or other assets.
And they don’t get too much safer than a NSW
Government Guarantee.
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
Broker ratings for individual stocks remain skewed
towards more downgrades, with mining services
providers, property developers and retailers figured
prominently. But overall it was a slow week last week,
with just 14 actions in total.
In the good books
Bendigo & Adelaide Bank (BEN) was upgraded to
Neutral from Underperform by CIMB Securities. The
bank is now the cheapest in the sector, on the
broker’s estimates, trading at a price/earnings
discount of 6% to Bank of Queensland (BOQ). The
stock is considered good value and a re-rating is
likely, as concerns about legal risks from the Great
Southern Plantations dispute abate and the path to
Advanced IRB status builds momentum.

Pacific Brands (PBG) was upgraded to Neutral from
Underperform by Credit Suisse. The trading update
from the AGM was disappointing (see below for
downgrade). Sales are down year to date and a
material improvement is some way off. Credit Suisse
has altered first half sales expectations to a
contraction of 4% from a former forecast for a flat
result. Despite this, the broker thinks the company
may be at the low point in earnings. A recovery in
retail sales presents upside risk to FY15 forecasts
and the broker believes the stock is good value.
In the not-so-good books
Atlas Iron (AGO) was downgraded to Underperform
from Neutral by CIMB Securities and to Neutral from

Outperform by Credit Suisse. The company has
reiterated FY14 sales guidance for 9.8-10.3 million
tonnes. CIMB believes the stock is likely to
outperform while the iron ore price is around
US$130/t but the risk over the next 12 months is to
the downside. Atlas delivered strong earnings for the
quarter on a solid iron ore price, but all the money
went into port and mine capex. While Atlas is in an
expansionary phase, a rail solution is needed to
unlock potential.

Forge Group (FGE) was downgraded to Neutral from
Outperform by Macquarie. Forge has been winning
some big contracts of late, which have proven
positive for the share price. However, a number of
these projects have seen slippage in their timetables.
FY14 has thus become relatively more sensitive to
the timing of Roy Hill. The result is 7% cuts to
FY14-15 earnings forecasts.
Mortgage Choice (MOC) was downgraded to Neutral
from Outperform by CIMB Securities. The broker is
confident of a strong FY14 result, but feels the
valuation now captures the improved backdrop and
the stock’s growth trajectory, versus the small
industrials is less compelling. Potential catalysts that
could drive a re-rating are a stronger gain in market
share, execution of the financial planning path to
profitability and stronger approvals activity.
Pacific Brands (PBG) was downgraded to
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Underperform from Buy by BA-Merrill Lynch. FY14
and FY15 earnings forecasts have been cut by 17%
and 30% respectively. BA-Merrill Lynch thinks the
weaker sales environment and margin erosion in
FY15 from a lower Australian dollar will cause
double-digit earnings declines over the next two
years.
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.
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Another Super Saturday for residential
by Penny Pryor
Auction clearance rates climbed above 80% for
Sydney and 75% for Melbourne as a record number
of properties hit the Melbourne market (see table 1
below).

Sydney and Melbourne respectively. But there was
still a very high number of properties to hit the market,
which shows there is still growing demand for these
properties (see table 2 below).

There were 1,362 properties listed for auction in the
Victorian capital city on the weekend with preliminary
data showing at least 922 reported auctions.

Table 2: Saturday, 19 October 2013

Spring is the traditional hot season for the property
market, but last weekend was the hottest so far and is
being dubbed the latest “Super Saturday”.
Table 1: This Saturday, 26 October 2013

Nationwide auction volumes are approaching 3,000,
with 2,928 properties put up for bidding in capital
cities across the country. That was up from 2,370 the
previous week. The national auction clearance rate,
according to RP Data, for the main capital cities
combined was 72.5% on the weekend, compared to
70.4% the previous week (see graph 1 below).
Graph 1: Weekly clearance rate, combined capital
cities

In contrast, the same week a year ago saw a still high
number of properties coming to the market, but the
demand just wasn’t there, with auction clearance
rates just over 60% for both Sydney and Melbourne
(see table 3 below). There was a large number of
properties coming on to the market, particularly in
Melbourne, as the market started to show nascent
signs of recent, but the high demand of recent weeks
just wasn’t there.
Table : Saturday, 27 October 2012

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 revised APM data for the previous week show
slightly subdued numbers of 75.7% and 71% in
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Charlie's Chart - CBA breaks out
Last week, Switzer Expert CIO Paul Rickard said it was time to unwind our "buy NAB, sell CBA" trade and today
Charlie Aitken has a chart that gives further reason to buy CBA.
"Commonwealth Bank of Australia (CBA) shares have made another fresh all-time high this morning and hit our
long held FY14 5.00%FF yield target of $76.80," Charlie said this morning.
The below is a two-year chart of CBA, showing a clear breakout.
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