Issue 269, 13 March 2014

Glass half full
Today, Charlie Aitken is reminding us of his call for an East Coast property boom last year. That
recovery in property is now filtering through to consumer discretionary and Charlie is a big fan of JB
Hi-Fi. He's also calling a boom for the entire sector!
Also in the Switzer Super Report today, we've got James Dunn on mining service companies that are
starting to show value - like Macmahon and Maca - and Ron Bewley writes about the importance of
understanding what you need when it comes to constructing your portfolio.
In Buy, Sell, Hold - what the brokers say, Westfield Group gets an upgrade and Leightons a
downgrade. Tony Negline explains what you can do if you slip up with your SMSF and Penny Pryor
talks to an art expert for a view on that market.
Sincerely,

Peter Switzer
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Art for money’s sake
by Penny Pryor
The Australian art market is enjoying a revival, which
is in main part due to the recovery in the property
market, according to gallery owner and Australian art
expert Tim Olsen.

If an artist can make it in one of the three major
international art fairs in Miami, Hong Kong or Basel,
that’s usually a good indicator of future success.
What to buy

“Basically the art market rides very heavily on the
back of the property market,” he says.
“When people buy houses, they often upgrade their
environment and they often incorporate art into that.”
Selling property in the current robust market also
means that sellers might have a little bit more cash to
go around, which they can invest back into art,
something they may have not been able to do before.
What’s in vogue?
Olsen says the big blue chip recognised artists are
what investors might want to look at, as they are the
ones that endure outside the fashion trends of the art
environment.

In terms of investing in art, Olsen says you can get a
nice work on paper for under $5000, but the more you
spend, the better the potential for capital gain. It is
always better to buy original works, rather than prints,
when possible too.
“For $25,000, you can buy a nice work on paper by a
very reputable Australian artist,” he says.
And keep an eye out for the Australian artists doing
well in the Northern Hemisphere.
“They might crack the big scene,” Olsen predicts.

“Unfortunately, a lot of the more fashionable art that
certain curators and certain art experts are claiming
as important contemporary art, has not been doing
that well,” Olsen explains.
“Brett Whitely, Arthur Boyds…all the recognised
names are still holding strong because they have a
predetermined reputation.”
Olsen seeks out artists who show intelligence, ability
and vision and says Australian artists like David
Noonan, Patricia Piccinini, Caroline Rothwell, John
Olsen and Tracey Moffatt are doing well
internationally.
“Important artists have a strong following and a
strong following ensures the market.”

Caroline Rothwell’s Lexicon (Weeds and Island).
Courtesy the artist and Tolarno Galleries, Melbourne
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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JB Hi-Fi best discretionary retail pick
by Charlie Aitken
Fourteen months ago I wrote an equity strategy note
titled “the real wealth effect is property”, that was
followed by another one in July 2013 “the real wealth
effect is property part 2”.

Let’s look at four charts from the RBA.

The main point is that these notes prove Australian
behavioural economics hasn’t changed. A year ago I
was making a forecast based on how I thought
Australians would behaviourally react to macro
settings and it proved accurate.
The interesting aspect is today median resident
house price gains are even higher than I forecast,
auction clearance rates are even higher than I
forecast, and new home construction is even higher
than I forecast.
The East Coast property effect
I was pretty much the lone East Coast strategy bull
back then but even I was too bearish (relatively).
The wealth effect of property is 100% real in Australia
and I did pose the question back in January last year
at the end of this note: “The question we also need to
ask ourselves is: Is it time to buy discretionary
retailers? Austerity is so yesterday.”
This is the biggest question still a year later and I
think the answer is “absolutely, yes”.
I absolutely believe the real wealth effect of property,
combined with population growth (immigration) and
increased foreign tourism, as Australia becomes
better global value (falling Australian dollar), will drive
retail spending.
But the bigger driver, which is again an inverse
correlation to rising property prices, will be the
Australian household savings rate falling.
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We have now seen six straight months of growth in
Australian retail sales since the change of Federal
government, with January’s data (+1.2% month on
month) showing ALL categories of retail GROWING.
December retail sales data was also revised up
(>.7%).

Confidence builder
I wrote for many years that Australia’s “confidence”
problem was the woeful minority Federal government
and the more I sit here, the more the domestic data
confirms that was the correct call. The combination of
rising house prices, rising equity prices and
ultra-cheap money will drive the savings rate down.

House prices and household assets have recovered
strongly, yet the savings rate remains elevated and
quarterly retail sales growth is about half its peak.
To me, it is now obvious that this savings rate will
drop and discretionary spending will increase. It all
comes down to confidence increasing.
And on the topic of “confidence”, let’s look at
Australian retail sales. Did you know that seasonally
adjusted Australian monthly retail sales are now
tracking 5% ABOVE the pre Federal election levels?

Australians are not natural savers via cash hoarding.
They save via residential property and shares. As the
savings rate drops to a more normalised 5%
(currently 10%), that cash will find its way into
property, equities and a high proportion of it will be
consumed as Australians reward themselves with a
splurge or two.
So while the negatively sensationalist Australian
press focus on the negatives (car manufacturing
ending, Qantas, unemployment ticking up), the data I
look at on Australia is beating all expectations. So are
industrial equity earnings and dividends. Australia is
going BETTER than anyone predicted, with the
RBA’s attempts to rebalance the economy back
towards the East Coast clearly working.
Unemployment is a lagging indicator (94% of
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Australians who want a job, have a job), just as it was
in the USA. Job ads are actually rising.
But when I look at the Australian discretionary retail
sector, I see prognosis of gloom and large open short
positions. This is right as all the macro drivers of
discretionary spending are turning up.
Watch the shorters
One thing I have learnt over the years is that
companies that are being shorted take it very, very
personally. They do everything within their powers to
prove the shorters wrong and make them hurt when
they have to buy their short shares back. This is the
key reason I take a keen interest in stocks with large
short positions, because it can actually be the catalyst
for much stronger corporate performance.
The large open short positions in Australian
discretionary retailers are based on the premise that
these “bricks and mortar” retailers are structurally
terminal business models. Yes, there is clearly
structural pressure from forms of internet-based
retailing, but the Aussie dollar and potential changes
in Australian cross border taxation rules, could
dampen that structural pressure at the same time
traditional cyclical discretionary demand is turning up.
I can see a very clear situation where there is a short
squeeze in listed “bricks and mortar” Australian
discretionary retailers over the next 12 months, with
the biggest open short positions being Harvey
Norman (HVN 12.3%), Myers (MYR 14%), David
Jones (DJS 6.7%), Flight Centre (FLT 14.8%) and JB
Hi-Fi (JBH 12.4%).
Remember Fairfax (FXJ) was also seen as
“structurally terminal”, but its shares also just rallied
100% from June 2013 as big shorts covered.

analyst recommendations bearish. The table below
shows the JBH share price lagging consensus
earnings estimates for FY14 (red line).
On our estimates, JBH is trading on 14.7x FY14 and
13.7x FY15. EPS growth is forecast at +10% for both
years. The dividend yield is 4.2% fully franked and
ROE 51%. The balance sheet is very strong
(enterprise value/ebitda 8x), with our forecasts seeing
the balance sheet holding net cash by FY16, driven
by a rise in EBITDA to free cash conversion. FY14
interest cover is 28x, FY15 forecast interest cover is
74x.
JBH are excellent retailers and well positioned to
capture a disproportionate share of the pending boom
in Australian discretionary retail spending.
Yes I wrote “boom”. ”Boom” and big shorts is a
combination I like.
JBH price target is $24.00

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.

JB Hi-Fi
My number one fundamental pick remains JB Hi-FI
(JBH), which has clear leverage to increased
personal spending and home improvement via JB
Home.
Interestingly, JBH consensus earnings continue to be
revised up, yet the short position remains large and
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The value to be found in mining services
by James Dunn
It was not a great interim reporting season for the
mining services companies, with profits slumping as
their customers – the big mining groups – reined-in
their activity and took a scalpel to their cost bases.
But as is usually the case after a sector is hammered,
value has started to emerge in some of the stocks.
The picks of the bunch
Sadly for shareholders of sector darling
Monadelphous (MND), on value grounds it is paying
the price for holding up very strongly in its interim
result. Monadelphous reported revenue down just
1%, to $1.28 billion, and net profit up 10%, to a record
$87.1 million.
However, Monadelphous shareholders can console
themselves with a prospective FY14 fully franked
dividend yield of 7.4%, easing to 6.8% on the
expected FY15 dividend of 112.7 cents. That FY14
yield equates for an SMSF in accumulation phase to
a pre-tax yield of 9%, while for a fund paying a
pension, it is effectively the same as 10.6%.
The emerging value in the sector could actually be
seen in some of the outlook statements
accompanying the FY14 interim results: although the
remainder of the financial year FY14 will, for most, be
a tough slog, some of the service providers saw light
at the end of the tunnel, as miners moved from the
construction phase to production.
Macmahon Holdings (MAH) gave the most detail on
this: it said mining production in Australia had
increased and was forecast to continue to rise at a
steady pace, with growth averaging 3.8% per year
over the next five years.
“Market analysts anticipate that from 2014/15, the
combination of strengthening commodity prices and

rising production volumes will see the overall size of
the contract mining market rise to a peak of $13.4
billion in 2017. If this eventuates, it will certainly
provide a positive outlook for the company,” said
Macmahon.
Contract mining, construction, crushing and screening
provider Maca (MLD) – which reported an excellent
interim result, lifting revenue by 47% to $304.6
million, and net profit by 44% to a record $32.6 million
– pointed out that its earnings were “closely aligned
with quality mid-tier miners that have successfully
moved from the construction phase to production,
and have further plans to grow.”
Maca, in fact, belies its strong result by still trading
below fair value, according to the consensus
forecasts: its analysts see it trading at $2.69, still 8%
away from its current level of $2.48 – and with a fully
franked FY14 prospective yield of 4.4% to sweeten its
case.
Emeco (EHL) said it was “seeing miners move away
from the austerity phase, towards moving ore
volumes at a rate more in line with their mine plans.”
Bradken (BKN) said that since June 2013, it had
seen “order intake levels strengthen” for all of its
consumable product ranges; that mine production
levels were continuing to increase; and it expected
sales to “improve through the second half.”
The outlook
Consensus target price forecasts of the analysts who
follow the mining services stocks are also indicating
further value to be found in some of the sector. Here
are the forecasts for the main players.
Drilling contractor Ausdrill (ASL): Consensus
expects 14.6 cents EPS, versus 29.6 cents in
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FY13. Consensus target price $1.12 – implied
gain of 28% on current price of 88 cents.

constitute formal advice. Consider the
appropriateness of the information in regards to your
circumstances.

Global engineering, procurement, construction
management, and operations service
provider Ausenco (AAX): Consensus expects
8.9 cents EPS, versus a loss of 25 cents in
FY13. Consensus target price 68 cents –
implied gain of 13% on current price of 60
cents.
Mining equipment and consumables supplier
Bradken (BKN): Consensus expects 43.4
cents EPS, versus 39.6 cents in FY13.
Consensus target price $5.15 – implied gain
of 20% on current price of $4.28.
Earthmoving equipment provider Emeco
(EHL): Consensus expects a loss of 1.7 cents
EPS, versus 1 cent in FY13. Consensus
target price 31 cents – implied gain of 24% on
current price of 25 cents.
Contract miner Macmahon Holdings (MAH):
Consensus expects 3 cents EPS, versus a
loss of 3 cents in FY13. Consensus target
price 21 cents – implied gain of 75% on
current price of 12 cents.
Coal sector mining services
provider Mastermyne (MYE): Consensus
expects 17 cents EPS, versus 20 cents in
FY13. Consensus target price $1.35 – implied
gain of 137% on current price of 57 cents.
Coal sector specialist Sedgman (SDM):
Consensus expects 1.4 cents EPS, versus 4.3
cents in FY13. Consensus target price 69
cents – implied gain of 34% on current price
of 51.5 cents.
WA-based civil and mining contractor NRW
Holdings (NWH): Consensus expects 20.5
cents EPS, versus 26.6 cents in FY13.
Consensus target price $1.50 – implied gain
of 34% on current price of $1.12.
Important: This content has been prepared without
taking account of the objectives, financial situation or
needs of any particular individual. It does not
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Buy, Sell, Hold – what the brokers say
by Staff Reporter
Merger and acquisition talk dominated broker activity
this week, with the Hochtief bid for 74% of Leightons
obviously drawing analyst attention and the Westfield
restructure causing BA-Merrill Lynch to upgrade
Westfield Group and downgrade Westfield Retail
Trust.

(WRT) to Underperform from Buy. Following a rally in
price, there is now a large valuation disparity with
Westfield (WDC). Buying WDC and selling WRT
creates a cheaper entry point into the Westfield UK
and US operations and eliminates the Australasian
exposure.

In the good books

Macquarie downgraded Leighton Holdings (LEI) to
Underperform from Neutral, following the Hochtief bid
for the company. The offer realises value in the short
term. But while $5 billion in receivables is still in
question, the credit rating will be at risk under
Hochtief control. Also Leightons will no longer be
included in an index at less than a 30% free-float.

Deutsche Bank has upgraded Ardent Leisure Group
(AAD) to Buy from Hold.
It now believes Ardent is a strategic way to play the
macro theme in the US economic recovery, as well as
the depreciating Australian dollar and improving
Australian leisure market.
BA-Merrill Lynch upgraded Westfield Group (WDC) to
Buy from Neutral because of the underperformance
of the share price since the restructure proposal and
expected valuation re-rating on the back of a higher
growth profile. The stock is the broker’s highest
conviction Buy call in the REIT space. After
restructure, the geographic exposure will be 71% US
and 29% UK/Europe. The broker thinks the higher
income growth profiles in these markets and the
development opportunities will drive a re-rating (see
Westfield Retail Trust downgrade below).

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
UBS downgraded Lynas Corporation (LYC) to
Underperform from Neutral following a first half loss.
The loss of $60 million was in line with the previous
half but better than the broker’s $100 million loss
forecast on lower costs. However, falling cash has
meant gearing has risen to 42% and Lynas has
indicated it will require additional funding, despite
production meeting targets.
BA-Merrill Lynch downgraded Westfield Retail Trust
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Know your objectives when building a portfolio
by Ron Bewley
I find those TV shows that talk about choosing stocks
for portfolios in isolation frustrating. To me, the
number of stocks, sectoral balance and funds
allocated to each stock/sector are so inter-related that
the whole portfolio structure should be understood
before a single stock is picked. Moreover, market
conditions change over time, making updates to that
structure necessary at regular intervals. Changes
should be considered at least once a year but
‘observations’ may be made every day to ensure the
portfolio constructer hasn’t missed something!
What you need
The type of portfolio one constructs is so dependent
on one’s wealth, age, health and
(semi)-dependants. As I’ve said before, I have
decided to transition into a predominantly yield
portfolio with a little bit of growth.
But a man I met recently told me he had very little
(after one of those divorces) and he was about my
age. He is still working but, when he stops, he would
be lucky if his money would last more than two or
three years. If I were in his position, I would take on
much more risk than I now intend. With good
judgement and only a modicum of luck I might turn
that wealth into something that would be worth
preserving. I can see that other people would follow
different paths.
What I do
There is an infinite number of ways a portfolio can be
constructed. I use my forecasts of earnings and
dividends collected by Thomson-Reuters from
broking analysts and turn them into total return
(including dividends) forecasts for each of the 11
major sectors of the ASX 200. These forecasts are for
a rolling 12-month-ahead period and I publish them
on my website in my Quant Quarterly.

I also forecast the volatility of each sector’s total
returns and their correlations. I forecast these
volatilities three months ahead and assume that the
12-month-ahead returns’ forecasts grow at a
constant rate over the period. In that way, all of my
forecasts are now for the next three months.
When I ‘optimise’ my portfolio I effectively consider
every possible allocation across the sectors and
choose the allocation that has the best-expected
risk-adjusted return. The risk-adjusted return is the
difference between the portfolio expected return and
the ‘risk free rate’, which I take to be the 90-day
Treasury Bill rate divided by the portfolio volatility. In
actual fact, I use some heavy-handed mathematics to
avert the need to consider too many possible
allocations.
Without any constraints or bounds on the sector
weights, some sectors might attract a negative
weight. In other words, sectors with negative weights
should be shorted – which means selling stocks that
one doesn’t have in the hope that they can be
bought back at a later date for less! Shorting is
dangerous because one can actually lose more than
one initially owned!
My three portfolios
So as a minimum requirement, I ensure all weights
are zero or positive. I construct three types of
portfolio: conviction, yield and octane. In each case,
optimised weights are attached to the market index
weights, which represent the relative market values of
the sectors on the ASX 200. The index weights for 1
February 2014 are given in column two of the table
next to the sector names.
In the high conviction portfolio, I allow sectors to be
quite overweight – that is those sectors can attract
more than an index-weight. I ensure that the two
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major sectors (materials and financials) have at least
moderate (under-weight) allocations. I designed the
yield portfolio to have at least index-weight for the
four high yield sectors (financials, property, telcos and
utilities) but the other sectors can attract a zero
weight. The high-octane portfolio is the big-risk takers
allocation. I show the optimised weights in columns
three to six of that table.
To take the first numerical row of the table – for the
energy sector – the market attracts $5.90 in a $100
portfolio. The conviction portfolio’s allocation to
energy comes in at overweight ($7.90); the yield and
octane portfolios each get allocated $8.80. As it
happens, the energy sector has great risk-return
forecasts, which take the allocations up the maxima
that I choose to allow.

of transactions costs, taxes, franking credits and
effort! However, in due course, weights will need to
change when the underlying forecasts change.
In my next column, I will start the discussion of how to
populate these sectoral allocations with stocks.
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 differences in the weights for the materials sector
across portfolio styles are even greater. The yield and
octane portfolios attract no allocation to materials and
the conviction has an allocation at the lower
constraint than I permit.
It turns out that the weights for the financials’ sector
are quite close to index weights and they are well
away from my imposed constraints. Allocations
depend on all of the 11 returns forecasts, 11 volatility
forecasts and all of the numerous correlation
forecasts.

While I wouldn’t plan on interfering with the February
portfolio yet, I have shown how the optimised weights
change over a one-month period in columns six to
eight, which correspond to the 1 March 2014 portfolio.
The simple answer is ‘not a lot’ which is a good
thing. To be considering buying and selling stocks to
achieve the new allocations is not desirable in terms
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How to fix a problem in your SMSF
by Tony Negline
Let’s assume you suspect you’ve done something
wrong in your SMSF. For example, you haven’t met
the minimum pension payments or your fund has
bought a residential property you personally owned.

It is much better for the ATO to be told that you
breached a specific super rule but the problem has
been fixed rather than have the ATO approach you
about an unsolved error.

How do you avoid getting into trouble with the ATO
and facing various penalties?

2. My auditor found the problem before I told
them

There’s no clear way of getting out of these
problems. You need to feel your way through them,
depending on who knows about the problem. Let’s
go through five different scenarios.

As noted above, the auditor will ask you to tell them
how you intend to fix the problem and by what time.
The auditor will let you know if they have to report you
to the ATO.

1. The ATO and my SMSF auditor don’t know
about the mistake yet

3. The ATO has made contact after your auditor
submitted a breach notice

As you know, each year your super fund’s accounts
and financial records have to be checked by an
auditor. They look to make sure your fund has been
run properly from a financial accounting perspective
and that you have complied with various
superannuation laws.

If your auditor sent the ATO a super law breach
notice, then the ATO might contact you if it has
received a number of breach notices about your fund
(even if you’ve fixed all the problems up) or if the
breach is particularly serious or if you haven’t fixed
the problem before the auditor has to report you to
the Tax Office.

It’s likely your problems will be found by the auditor,
once they check your fund.
If the auditor finds the problem, without your prior
warning, then they will tell you about it and ask you
how you intend to fix it. When this occurs, you have a
tight timeframe to respond and to fully carry out your
solution.
In some cases, they must tell the ATO about the
problem. When they report these breaches, they must
identify if the problems have been fixed.
So here’s a tip – if you’ve done something wrong
and your auditor doesn’t know about it, then contact
them and explain the problem and ask for their advice
about fixing it.

When the ATO contacts you, it’s best to be proactive
and sensible. This doesn’t mean you need to be a
wimp and accept whatever is ditched up to you.
4. The ATO finds a problem after randomly
selecting your fund for an audit
In this case you will have to deal with the ATO as
best you can. If the issue is fairly minor, then
hopefully the issue can be sorted out without too
many problems.
If the ATO finds a significant problem that wasn’t
reported to them beforehand, then you will need to be
prepared to work hard. Typically, you should tell the
ATO that you want to fix the problems and want to
avoid making further errors. You need to show them
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you’re serious and not a paid up member of the Wild
West brigade. Again, this doesn’t mean you just
accept whatever the ATO demands, but you need to
use your commonsense.
5. You’re not happy with what the ATO decides
Sometimes, the ATO has to decide what penalties to
impose on you or your super fund. If you think its
decision is over the top, then the ideal attitude is to
take advice about the best course of action because
there are often several different ways to proceed.
Each route has its advantages and disadvantages
and before acting, you need to carefully weigh up the
options.
Typically, the process begins by you asking the Tax
Office to review its original decision. If you’re still
unhappy once that review has been completed, then
you can object to the Administrative Appeals Tribunal
or the Courts. At this stage, some people use their
State or Territory Court, while others prefer to use the
Federal Court system.
Most disputes before the AAT are settled before an
independent hearing and judgement takes place.
Finally, some tips for fixing problems:
1. Be proactive and helpful.
2. Be prompt and efficient.
3. Be humble.
4. Don’t be belligerent or take you time.
5. Don’t be difficult.
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 industry funds
by Questions of the Week
Why do the Industry funds, e.g. Australian Super,
appear to have such good returns? Its Australian
shares fund is returning 19.85% financial year to
date. Its balanced fund returns 13.72%. My
Australian shares are returning nowhere near that
and it appears Paul Rickard’s Model Portfolio is
not close to a 19.85% return either. Unless I am
reading it wrong.

and hence, we don’t track daily “performance”.
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.

Thanks for the question.
Firstly, it is ‘financial year’, which runs from 1 July
2013.
According to the data I can see, for the financial year
to date period from 1 July to 9 March:
Australian Super Balanced (Pension): 13.71%
Australian Super Australian Shares (Pension):
20.35%
S&P/ASX 200 Accumulation Index Change
(28/6/13 to 9/3/14): 17.67%
So, Australian Super Australian Shares is performing
strongly – outperforming the benchmark accumulation
index by around 2.7%. The balanced fund, given that
it has other assets, such as cash and fixed interest
securities, is also doing quite well. On that score, you
are correct about Australian Super.
In regard to our model portfolios, our income portfolio
was worth $108,343 on 28/6/13, closed 2013 at
$124,361 (gain of 14.78%). When rebalanced on 1
Jan, it is up another 1.73% to 28 February. Our
growth portfolio was worth $108,360 on 28/6/13,
closed the calendar year at $127,553 (gain of
17.71%). When rebalanced on 1 Jan, it is up another
0.83% to 28 February.
We offer these portfolios as examples of the
processes you might apply to construct a portfolio,
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Did you know?
Paul Rickard and I got together for a bit of a chat and wrap-up of earnings season earlier this week. Watch our
Super TV to find out what we make of it all.
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