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Sink or swim
With less than three weeks to Christmas, the market is treading water and I'm still not certain whether
we'll have a Christmas rally or not. But I am certain that a lot of data out of the US is pretty positive and
I also have a gut feeling that this December will be good for retail. The Australian Retailers Association
has even been upbeat and they're known for being eternal pessimists, so that's a good sign too.
Also in the Switzer Super Report today, we have Ben Griffiths from small cap manager Eley Griffiths
explaining why Ingenia Communities Group is well worth a look-in, Roger Montgomery querying the
future of Telstra and in Buy, Sell, Hold - what the brokers say, Graincorp gets an upgrade, as does
Seek.
Sincerely,

Peter Switzer
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An excellent exposure to aged care for your SMSF Ingenia
Fundie's Favourite - Ben Griffiths

Ingenia Communities Group (INA)

How long have you held Ingenia Communities
Group (INA)?
We have been on the register for several months and
have only recently completed our buy program for the
stock.
What do you like about it?
Ingenia is building a model that specifically addresses
the ageing population and the growing dilemma of
housing affordability for many of Australia’s retiring
citizens. The company owns a portfolio of 44 senior
living communities across Australia, including rental
and deferred management fee villages. More
recently, Ingenia has diversified into the highly
fragmented manufactured home estates (MHE),
acquiring six estates since March 2013, with a further
nine proposed in the near term.
MHEs are structured around a capital light, land lease
model, where the owner (in this case Ingenia) is able
to capture both a stable rental stream and a
development profit on the sale of the above ground
fixture.
Affordability is key to the model’s success. A typical
resident (pensioner over the age of 55) can access
Commonwealth rental assistance, which reduces the
individual’s out-of-pocket expense. The company is
targeting the MHE segment to contribute up to 70% of
operating revenues over time, based on 240 homes
per annum (10 sites delivering two new homes per
month).

Ingenia is tapping an unconsolidated market place
(currently 2000 caravan and tourist parks and MHEs
Australia wide) with a disciplined model that, if
executed well, will result in impressive earnings
growth and a concomitant lift in distribution yield
growth in the near to medium term.
How is it better than its competitors?
Ingenia believes it has around seven competitors of
comparable scale across Australia, operating in the
tourist park/manufactured home estate business. Two
competitors are ASX-listed and would share
Ingenia’s flexibility in sourcing equity capital from the
ASX for the purpose of expansion. Each model varies
in its stage of maturity, geographic footprint and
ultimate strategy. Ingenia has targeted the South East
corner of mainland Australia, being the biggest
operator in NSW today. Its model remains relatively
immature.
What do you like about its management?
We are very familiar with CEO, Simon Owen, from his
days running listed, retirement home operator, Aevum
(ultimately bid for by Stockland). He was also, until
recently, the national president of the Retirement
Villages Association, so he has great empathy with
the aged care and seniors-living industries.
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What is your target price?
We do not tend to set price targets for our
investments, preferring to assess our appraised
valuation of the business, relative to the share price
at a given point in time. When the underlining
fundamentals are deemed expensive, then our
process cycles us into counters offering better relative
value.
At what point would you sell it?
Naturally, if valuation became excessive in our eyes,
then we would look to trim our exposure. If we
believed that the MHE consolidation story was
maturing, with less and less desirable properties
available, then this might prompt us to revisit the
investment thesis. Additionally, the model is
potentially exposed to regulatory change (i.e.
changes to Federal government rental assistance), so
our ongoing vigilance here will be important.
Eley Griffiths Group Pty Limited (‘EGG’) is a
boutique fund manager specialising in Australian
small companies. It is jointly owned by Brian Eley and
Ben Griffiths, former small companies’ portfolio
managers at BT Funds Management and ING
Investment Management.
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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Super profits from super companies –Platinum,
Macquarie
by Charlie Aitken
I have the view that the biggest money making idea in
Australia over the next decade is actually wealth
management.
The compulsory superannuation contribution rate
rose from 9.00% to 9.25% on July 1 2013, and is set
to rise to 12.0% by July 2021. Superannuation
savings are forecast to reach $7 trillion by 2030!
Forecast: To reach $7 trillion by 2030

Similarly, Australian domestic investment themes are
relatively narrow, with entire industries not
represented, or, in many cases, sparsely
represented.
The average SMSF investor is still majority exposed
to Australian dollars (AUD), a decision that has, and
will continue to be, a mistake. It’s worth remembering
in year-to-date US dollar performance, the ASX200 is
flat, while the Nikkei is up 27.5% and S&P500 26.6%
in US dollars (USD).
My strong view remains that the AUD/USD is headed
to 80US cents and to preserve and grow wealth in
global dollars, but particularly US dollars, all
Australians should be either directly, or indirectly,
increasing asset allocation to US dollars. From what I
can see in the data, the median SMSF has very little
or no direct international exposure.

Offshore opportunities

To truly benefit from what I write above, you
physically have to get your money out of Australia
into US dollar assets.

Australians will have to start allocating more of the
super pool to offshore investments.

Star performance

I don’t think the all-powerful SMSF army will sell their
beloved CBA to fund offshore investment rotation. I
believe what we will see is dividends start being
reinvested elsewhere to increase diversity as the
AUD/USD corrects back to the long-term trend.

In my view, there are five listed companies excellently
positioned to harvest this structural wave of exported
investment capital as it grows in size. All have
established offshore fund performance and the
capacity to manage significantly higher pools of
international money.

Australian superannuants, due to nuances in the
Australian taxation system (franking credits), will
always have a major home bias towards asset
allocation. However as the currency corrects,
concurrently with value being harder and harder to
find in Australian assets (yield compression), you will
see the international investment allocation start
increasing (from a very low base).

Those five stocks are Platinum Asset Management
(PTM), Macquarie Group (MQG), AMP (AMP), K2
Asset Management (KAM) and BT Investment
Management (BTT). I have left Magellan Financial
Group (MFG) off that list, not because it doesn’t have
leverage to the theme, but because on nearly a 50%
P/E premium to its peers, it is already discounting
future growth, yet short-term fund performance
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appears to be stalling. The five stocks above appear
to be gaining fund performance/outperformance.
I think all five will experience a multi-year EPS/DPS
and P/E upgrade cycle, as the market comes around
to my view of Australia exporting superannuation. I
believe all five could be takeover targets, through
time, from offshore fund managers looking for
leverage to this structural growth.
My view is short, medium and long term EPS/DPS
and P/E estimates for these companies are too low.
Yes, they have rallied in the last 12 months, as
markets have bounced, but no P/E has been added.
As it becomes evident to all that Australians have to
start exporting part of the super pie, the re-rating will
start. The chart below of the purest play on this
theme, PTM vs. consensus FY14 EPS forecasts,
confirms that view.
PTM vs. FY14 consensus EPS

dominated by Industry funds. The single biggest
beneficiary of this change will be AMP (which is the
largest retail and corporate super player in Australia)
and has the product scope ready to target a part of
the market that has been effectively closed off to
them.
In addition, the Federal government has provided a
timeline to unwind the red tape surrounding the
Future of Financial Advice (FOFA) reforms,
particularly around the unpopular opt-in requirements.
Again, this will benefit the players with large financial
planning networks the most. The largest of which is
AMP.
So not only does the sector have legislated growth, it
has further positive regulatory risk. That is the
complete opposite of the previous five years.
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 one more potential positive near-term
regulatory risk in the wealth management sector
that would see P/E added, and that is the following
draft legislation:
1. The Fair Work Commission could lose the
power to select default super funds in
employment awards;
2. The boards of superannuation funds to move
to third independent, third employer and third
union (currently half employer and half union
groups).
The above two changes, if adopted, will have serious
ramifications to how default awards are selected in
Australia. To put things in perspective, the changes
will effectively open up, to proper competition, 20% of
Australia’s superannuation market that is current
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Is the party over for Telstra?
by Roger Montgomery
Telstra (ASX:TLS) has done well for its shareholders
over the past several years. From a low of $2.60 in
March 2011, Telstra shares have risen to above
$5.00, providing capital growth of around 90% as well
as healthy, fully franked dividends along the way.
This is well above the returns delivered by the
broader market during that period.

reason for this is that very good returns often come
about as part of a process, where prices move from
being cheap to being fair value, or expensive. When
prices become expensive, the balance of probability
tilts against investors, and a move back towards
underlying fair value becomes more likely than
continued gains.

More recently, the capital growth rate has eased back
to “market” rates. For the last 12 months, Telstra
shares have added around 16%. This is still a very
satisfactory result in absolute terms, but no better
than the broader market, which has also delivered
16% capital growth.

Of course, there are exceptions. Some companies
have the ability to steadily increase earnings year
after year, and this drives their underlying intrinsic
value higher. If intrinsic value rises indefinitely, there
is nothing to stop share prices rising indefinitely.
Companies that have this character can deliver an
exceptional investment experience – and are rightly
prized by investors.

Telstra (TLS)

For Telstra then, a useful question to consider is
whether it has the ability to grow intrinsic value at a
rate that can sustain returns into the future. If it
doesn’t, then greater attention needs to be paid to
the current intrinsic value, and what it would mean if
the share price were to move closer to that intrinsic
value.

While the recent history of Telstra returns is
interesting, investors are naturally much more
concerned with the future. The critical issue is: having
delivered excellent returns for investors recently, is
Telstra poised to deliver further growth into the next
few years?
Back to the future
Before we get into the analysis, it is worth making the
point that, as a general rule, assets that have
delivered very good returns in recent periods tend to
offer less attractive prospects going forward. The

A good starting point for growth in per-share intrinsic
value is growth in earnings per share, and for an
established business like Telstra, history should tell
us something about the future. A business that has
not delivered earnings per share growth in the past
may change its spots and do better in years to come,
but these tend to be the exceptions rather than the
norm.
History lesson
When we look at the data for Telstra, the historical
picture is fairly stark. Over the past 10 years, Telstra
has delivered nearly flat EPS, averaging around 30
cents per share. FY13 was a bit better than average,
with EPS hitting 32 cents, but this is no more than the
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result achieved in 2004. On a 10-year view, Telstra
EPS growth has effectively been nil.
This is an important point. It means that unless the
future looks very different to the past, Telstra is
unlikely to deliver material growth in intrinsic value
going forward. While the future is inherently
unpredictable, it is worth noting that Telstra is the
dominant player in the Australian market, and
technological change presents opportunities for
nimble competitors to cherry-pick attractive market
opportunities. In short, it seems difficult to mount a
persuasive case for strong future growth for Telstra.

record lows it is clear that rates will rise at some
point, and when you are convinced a party is likely to
end badly, sometimes you can avoid a lot of stress by
having a quiet night in.
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.

This brings us to valuation. If Telstra is unable to
grow intrinsic value over time, then a comparison of
current intrinsic value with share price should give us
a sense of the potential future returns.
Estimating intrinsic value is as much an art as a
science, but there are a few facts that are relevant.
Firstly, over the last 10 years the Telstra share price
has fluctuated in a range between about $3.00 and
$5.00 per share. The current share price is at the top
of this range, and given that EPS has not grown in
this period, it seems reasonable to expect that share
price reversion back to the mean may be more likely
than continued growth going forward.
Similarly, our estimate of intrinsic value for Telstra sits
well below the current share price. It must be
stressed that this is only an estimate, but the
conclusion is clear enough – there is more room for
lower prices than higher prices going forward.
The timing of any reunion between price and value, of
course, is impossible to predict. However, it is worth
noting the role played by interest rates in current
share price dynamics. With rates at record lows, it is
natural that investors should favour stocks with the
ability to pay a reliable dividend, and as long as rates
remain low, we should expect stocks, like Telstra, to
be viewed fondly.
Sell before the party ends
When the market starts to anticipate increasing
interest rates, however, there is the potential for a
significant reassessment of merits. We don’t know
what the timing of that move might be, but from
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Short n Sweet – Drillsearch, Tatts and Tabcorp
by Penny Pryor
Each fortnight at the Switzer Super Report, we ask a
professional investor i.e. a fund manager, for their
favourite stock and why they love it.
One month ago, we had Elan Miller, senior portfolio
manager of Pengana Capital’s Australian Equities
Market Neutral Fund, explain why they are a big
believer in Drillsearch (DLS).

There may be some threats from offshore, as
international companies rush in to get a piece of our
very attractive gambling game, but these two
companies will give them a run for their money. Tatts
Group may not have had a fantastic month but
Tabcorp is holding up quite nicely since our report.
Christmas bells

“The stock scores very favourably on upward
earnings revision and profit growth, as Drillsearch’s
oil production guidance remains conservative and its
wet gas commercialisation will be accelerated
through the Santos JV. Drillsearch trades at a deep
discount to its intrinsic value and provides exposure
to the long-term potential of Drillsearch’s
unconventional gas program,” he said.

Although economic data released this week for the
September quarter wasn’t that promising – GDP
growth slowed to 2.3% from 2.4% for the year – the
experts are pointing to a bumper few months for
retail. It looks like this year will be one of the first
years since the GFC that we really let our hair down.
That means stocks like JB HiFi, Woolworths and
Funtastic could be worth filling your stockings with.

The stock had returned over 20% in the six months
since the fund manager bought the stock. Since our
report, the stock is up almost 5%.

Check out Charlie Aitken’s few on the first two here –
he believes the East Coast recovery story will help
push them along – and Roger Montgomery’s view on
Funtastic one here.

On the money
As the horses were off and racing for the one day of
the year that we all stop, Tabcorp and Tatts Group
were cheering. It seems you can’t lose money,
betting on companies that bet. Last month we had
James Dunn talking about those two behemoths.
“The traditional state TAB businesses run by Tabcorp
and Tatts still represent almost 70% of the $26 billion
wagered in Australia every year. The pair make up a
highly lucrative wagering duopoly, but differ in the
focus of their revenue: the lion’s share of Tabcorp’s
revenue, just over three-quarters, comes from
wagering; while TattsBet only contributes 21% of
Tatts Group’s revenue – compared to lotteries, which
generate 70% of the top-line. Tabcorp also has
businesses in keno and gaming support services,” he
said.

PS: This week the Channel Nine IPO closed and will
be priced at the bottom of its range at $2.05. It is due
to list tomorrow. We didn’t like it when it came out,
and despite being a little cheaper than expected, we
still don’t think it’s a great buy.
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
Brokers were quick to move following the somewhat
surprising, and highly criticized, decision, by the
Treasurer Joe Hockey, to reject the Archer Daniels
Midland bid for Graincorp. Elsewhere, ratings actions
were dominated by profit guidance and corresponding
adjustments in earnings expectations.
In the good books
In the wake of the Treasurer’s rejection of the Archer
Daniels Midland bid for Graincorp (GNC), Deutsche
Bank reduced its price target to $10 to $13 but
upgraded the stock to Buy from Hold.BA Merrill Lynch
maintained a Neutral rating, Credit Suisse reinstated
coverage with a Neutral rating and JP Morgan
reduced its price target to $9.40 from $12.93 and also
maintained its Neutral rating. Macquarie maintained
an Underperform rating, concerned about the week
FY14 outlook.
CIMB Securities upgraded its rating for Regional
Express Holdings (REX) to Outperform from Neutral,
following guidance by the company for a weaker
performance in FY14. This was in line with CIMB
expectations. The broker thinks the worst has passed
and load factors should improve, along with more
accommodative government policies. Operating
conditions still aren’t optimal but the medium term
outlook is more promising. The price target is reduced
to $1.00 from $1.10.
Credit Suisse upgraded Seek (SEK) to Neutral from
Underperform and Deutsche Bank also upgraded the
stock to Hold from Sell. Credit Suisse raised profit
expectations for FY14 by 4% and FY15 by 10%,
following an upgrade in guidance by Seek. Credit
Suisse considers the medium term outlook to be
strong and Seek is considered a core holding in the
online classified space. Nevertheless, at price
earnings of 27 times FY14 estimates, the early stages
of a job ad recovery look priced in.

In the not-so-good books
Fantastic Holdings (FAN) was downgraded to
Underperform from Neutral by Credit Suisse,
following the company’s profit downgrade. Fantastic
now expects first half profit to be $3-5 million, which is
well below the $7.7 million in the prior corresponding
half. Credit Suisse considers FY14, and perhaps
FY15, as a transition period for the company. The
core brand appears to be affected by poor ranges
and increased competition from Ikea and Super
Amart. The broker expects Dare Gallery will be sold,
and would also prefer the company exits from Le
Cornu.
Macquarie downgraded Metcash to Neutral from
Outperform, following a drop in the first half
underlying earnings of 9%. Metcash also announced
that a strategic review is in progress. Macquarie
notes the company has struggled to effectively
compete against the major supermarkets and combat
fuel discounting. The broker thinks the impending
strategic review and the latest results will do little to
reverse the downward pressure on the stock.
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.
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It’s all about income
by Tony Negline
Investing is all about focusing on the problem you’re
trying to solve.
For example, suppose you want to build your wealth.
The first point is to decide over what period of time.
Most people think two to three years is a short
investment timeframe, five to seven years is a
medium time horizon and anything beyond seven
years is long term. I think these timeframes are way
too short.
The reality? Under 10 years is short term. 10 to 20 is
medium term. And over 20 is long term.
Nearly everyone who is still working or not long
retired is a long-term investor in relation to their
retirement savings. As we can’t predict how long
we’ll live, and with increasing average life
expectancies, it makes good practical sense to
assume you’ll live a long time and hence be a
long-term investor.
Long-term outlook means focus on income
If you’re investing for the long term, the change in
the value of an investment becomes significantly less
important and the income that an asset pays takes on
much greater significance.
Why? Because the value of your investment from day
to day fluctuates and you can’t control at what price
you can sell an asset for. If your investment pays you
income, which regularly increases over time, then
logically you would expect someone would be
prepared to pay you a higher price for that asset.
While you might have a reasonable expectation of
increasing income, you can’t guarantee you’ll get a
higher price for your asset when you want to sell it.

media commentary you hear, or reporting about
investment returns, which focuses on share prices
and the change in value of super fund investments
and only looks at investment income as a passing
thought.
Ignore the market noise
With almost 30 years indoctrination by the so-called
market boffins in my head, it took me a while to
realise that this fascination with daily or regular
market movements and short-term returns isn’t
helpful or useful.
Let me give you a very simple example involving
Australian shares. In June 2009, the ASX200 All
Ordinaries Index was 3955. Then, in June 2010, it
was 4302. Twelve months later it was 4608; and in
June 2012, it was worth 4095.
Over this three-year period, an investment in this
market index hadn’t gone anywhere, which would
prompt most investors to wonder if they should be
looking at other opportunities. I’ve lost count of the
number of times investors have expressed various
levels of displeasure because the share price of an
asset they own hasn’t changed too much “recently”.
Over our three-year investment period, many of these
ASX200 All Ords companies continued to pay
dividends to their shareholders. From one year to the
next, in each year the income paid by these
companies increased faster than the official inflation
rate. Clearly, this hasn’t been reflected in the value
of these companies’ shares.
The best strategy
So here we come to the basic strategy part of
long-term investing:

This view is very much counter intuitive to most
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Pre-retirees invest for retirement in 1 to 50
years – the job of your retirement assets is to
deliver you the income you need to live on in
retirement. Invest by concentrating on the
income your assets earn and reinvest that
income into the same or similar
income-producing assets to earn more
income. The income you earn increases
because of two factors – you’ve invested in
assets that pay an increasing income each
year and you’re investing the income you
earn each year, which in turn generates more
income. Follow this process until your
investments pay your retirement income
target that will increase with inflation. A good
example of this strategy is the ASX 200 All
Ordinaries Accumulation Index, which
assumes that you reinvest your dividends in
companies listed in that index.

The added benefit
It allows me to get on with the rest of my life, which is
really important to me.
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 October 2007, the ASX 200 All Ords
Accumulation Index was worth 42,624. And in
October 2013, was valued at 44,873. In other
words, by reinvesting dividends, you’ve
recovered all your losses.
By contrast, in October 2007, the ASX 200 All
Ords Index was worth 6754 and today is
worth about 5300. That is, it’s still 27% below
its high point.
Bottom line – the market value of your
investments is irrelevant.
Retirees – your investments now need to pay
the income you no longer work to earn. That
income needs to increase with inflation.
The risks
The problems with my simple and effective approach
are three-fold:
1. You need to ignore most of the daily chatter
about market movements.
2. You also need healthy doses of time, patience
and discipline. When the markets drop
violently, how will you emotionally react? Not
going to pieces is vitally important.
3. And finally, my approach is boring – dividends
are only paid twice a year.
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Too late for JB Hi-Fi and NEXTDC?
by Questions of the Week
Question: Will you be making any changes in both
portfolios in December and January and what is your
opinion on JB Hi-Fi?

It had a great run up – possibly too quick – and looks
like it has some support around $2.00.

Answer (By Paul Rickard): Yes, I will be making
some changes – although they will be in the
“moderate” category.

The company appears to be delivering on its
commitments – obviously, the vote on the
remuneration report has caused some issues –
however, there is nothing that I can share to offer
further guidance.

Firstly, I will be re-balancing the weights across the
sectors to reflect an updated view of the sectors. I will
also look at some of the stock biases – for example,
in the banks, increasing exposure to the
Commonwealth Bank (CBA) and reducing exposure
to NAB, and in materials, increasing the weight to
BHP at the expense of RIO.

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.

I will probably also cut out a couple of stocks that
haven’t performed and the market has taken a very
dim view of, such as UGL.
In relation to JB Hi-Fi, I think it is a very well run
company – probably the pick of the Australian
retailers. They have had a fantastic run up in share
price, which to be honest, I missed.
While I am very bullish about the Christmas season
this year (anecdote only, no data yet to support) – the
question is, however, is this already priced into its
share push? For what it is worth – the consensus
broker target price is $17.46.
Bottom line – I am inclined to think I have missed it
with JB Hi-Fi and I don’t think I am going to chase.
Question 2: What are your thoughts on NEXTDC
(NXT)? It seems to be doing nothing but falling. I
have some shares at $2.60. I just don’t know if I
should hold or sell and cop the loss.
Answer 2 (By Paul Rickard): I really can’t offer you
much insight on NEXTDC.
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