Issue 286, 12 May 2014

The wheels on the bus
As the Budget bus gets ready to roll into gear tomorrow night, today I take a look at what’s happening
in the economy and stocks that could be positioned to do well from some of what has been proposed.
Yes, there will be plenty of broken promises but do we really care? Perhaps that’s just what we expect
from politicians now. Even with the debt levy, parts of this Budget could actually help the improving
outlook, just as the economy is starting to really kick into third gear.
Also in the Switzer Super Report today, Shortlisted takes a look at a couple more stocks that could
benefit from the Budget, like NIB Holdings, and James Dunn examines what is in the ASX’s new
mFunds for SMSF investors.
Sincerely,

Peter Switzer
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Read this and buy these stocks
by Peter Switzer
Despite what the Budget might bring in terms of
negative tidings via some media outlets and Labor
politicians — that’s their job — the Oz economy is on
the way up and the Budget will actually help, not
hinder, the improving outlook, even with a politically
ridiculous and economically questionable debt levy.
Given the impact of the tax might be $9.50 a week on
7% of Aussies, or 650,000 people, the economic
impact won’t be huge, but it will mean that the
Government will have to face the tirades concerning
broken promises from Labor which could spook
consumers and business.
That said I think the economic case for confidence is
building, even with the Budget threatening pain for
everyone.
The good news
Here’s the good news in a nutshell:
• On the jobs front, its been the strongest start to a
year in six years with 106,000 jobs created in four
months!
• Unemployment is at a good 5.8% and it’s now
been for two months at that level after previously
topping out at 6.1%.
• The RBA pumped up its economic growth number
from 2.75% to 3% by June 2014 but they have a
4.25% figure across 2015-16!
• $10 billion worth of infrastructure spending is
coming with the Budget this week.
• The RBA admitted inflation is not a worry, saying
“Inflation is forecast to remain consistent with the
inflation target.”

• On interest rates, the tough Budget should keep
interest rates low for longer and the RBA is already
hinting that it will be on the sidelines with rates for
some time. This is what the Bank said in Friday’s
Monetary Policy Statement: “..the Board’s view is
that the current accommodative monetary policy
setting is likely to be appropriate for some time yet.”
• The US economy is set to grow faster than 3% this
year and it will mean interest rates will rise next year
in the States and that should push the greenback up
and out dollar down, which will also help our growth.
• A faster growing economy should underpin
improving earnings that should feed higher share
prices.
It sounds like a virtuous circle of positivity rather than
the vicious cycle of negativity that created the Great
Recession overseas and our GFC. And that’s why I
have been advising our subscribers to buy the dips
and it explains why the dips have been so shallow.
What to buy
So what looks like good value? I still like the banks on
dips for income and a small capital gain. If the
economy is going to grow at 4% plus, the banks will
see their profits spike.
I like the dollar play and Resmed is the company that
ticks plenty of boxes for me and many of my expert
mates agree with me. WAM’s Geoff Wilson, now
holds 40% cash in his fund and admits he can’t see
value right now, but he likes Resmed even without a
dollar dive. With it he would be even more keen.
A company called Greencross, which owns Pet Barn,
looks like a good long-term speculative hold.
Kathmandu will do better with a lower dollar and it
has been delivering on earlier suggestions here that it
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was a company on the up.
A company that has takeover possibility is NIB and
it’s a damn good company. I also like National
Storage REIT and Prime Value’s S.T. Wong is also a
big fan! He also like Veda Group (see Shortlisted)
pointing out that like National Storage there are few
players in this space and it makes for reliable
earnings.
That should keep you thinking and investing. Enjoy
the Budget and the improving economy that lies
ahead which should deliver some good stock market
returns.
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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Westpac launches new hybrid security with lower
margin
by Paul Rickard
Margins continue to crunch in the hybrid securities
market. Last Thursday, Westpac launched an issue of
Capital Notes 2, which is likely to be priced at a
margin of 3.05%. This compares to the last issue
from the ANZ in March, which was priced at 3.25%
and earlier issues, which were priced as high as
3.80%.
Westpac Capital Notes 2 follows the earlier Westpac
Capital Notes (ASX Code WBCPD) issue, and issues
from the other major banks, including ANZ Capital
Notes 1 and 2 (ANZPD and ANZPE), Commonwealth
Bank’s PERLS VI (ASX Code CBAPC) and NAB’s
CPS I and CPS II (NABPA and NABPB). All these
issues qualify as ‘Additional Tier 1 Capital’ and
employ very similar structures.
Distributions
Westpac Capital Notes 2 will pay a quarterly floating
rate distribution, which is expected to be fully franked.
The distribution is set every three months at a fixed
margin over the 90-day bank bill rate, and then
adjusted for the company tax rate (to take into
account the franking credit benefits). The indicative
margin for this issue is in the range of 3.05% to
3.25%.
With the 90-day bank bill rate around 2.68%, this
implies a gross distribution rate of 5.73% per annum
for the first three months (2.68% plus 3.05%). The
actual distribution in cash, which is fully franked,
would then be 5.73% x (1 – company tax rate) =
5.73% x 0.70 = 4.01% per annum.
The payment of any distribution is discretionary and
subject to the distribution payment conditions being
satisfied. If a distribution is not paid, it doesn’t accrue
and won’t subsequently be paid. To protect Note
holders from this discretion being misapplied, if a
distribution is not paid, Westpac is then restricted

from paying a dividend on its ordinary shares.
Conversion into Westpac shares
Westpac Capital Notes 2 are perpetual and have no
term. However, Westpac must (subject to a test)
convert the Notes into ordinary shares on 23
September 2024 (in about 10 years). If conversion
occurs, holders are issued Westpac ordinary shares
at a 1% discount to the then weighted average
market price. The test for the conversion is the price
of Westpac ordinary shares at the time – provided
they are higher than approximately $19.60,
conversion occurs – otherwise, it is retested on the
next and subsequent distribution date(s) until the test
is met.
To qualify as Additional Tier 1 capital, there are two
further mandatory conversion events – a ‘capital
trigger event’ and a ‘non-viability trigger event’.
Under these tests, the Australian Prudential
Regulatory Authority (APRA) can require Westpac to
immediately convert the Capital Notes into ordinary
shares if Westpac’s common equity tier 1 capital
ratio falls below 5.125% (the ratio was 8.82% as at
31/3/14), or if it believes Westpac needs an injection
of capital to remain viable. In these distressed
circumstances, conversion would, most likely, result
in a holder receiving considerably less than $100 of
Westpac ordinary shares, as there is a cap on the
maximum number of ordinary shares that can be
issued.
Westpac also has a “once” only call option on 23
September 2022 (in about eight years), when it can
elect to redeem the Capital Notes by paying holders
the face value of $100, or converting the Notes into
Westpac ordinary shares.
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Details of the issue are as follows:

* Expected
Bottom line, however, is that margins are fairly fine
and at only 1.93% over a government guaranteed
term deposit (best rate available), the risk/reward
equation is becoming marginal.
The institutional book build on Wednesday will set the
final margin (likely to be 3.05%).
How does this issue stack up?
In terms of pricing, 3.05% is the going margin for
these types of bank issues in the secondary market
(i.e. as traded on the ASX). Spreads have tightened
over the last 18 months – from 3.80% down to an
expected 3.05% for this issue.

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 terms of how to categorise an investment in
securities like Westpac Capital Notes, I suggest you
include these within your asset allocation to fixed
interest securities or bonds. As this is a floating rate
security, it will suit an investor who expects interest
rates to increase over the medium term. If you are
expecting interest rates to decrease, look to acquire
bonds or long dated term deposits paying a fixed rate
of interest, rather than a floating rate note instrument
liked Westpac Capital Notes 2.
Should you invest in Westpac Capital Notes, Westpac
Shares or a Westpac or other bank Term Deposit?
While the answer to this question is probably not
‘one’ or the ‘other’ (it may indeed be all three) and
will depend on your asset allocation, the following
table highlights the key differences between the
investments.
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IPO Watch – three new LICs
by Tony Featherstone
The IPO market is usually a good judge of what’s
hot. Almost on cue, companies raise capital and list
when their business or sector is in favour, or as hype
builds. That is true of listed investment companies,
with three current LIC floats and a raft of others
expected to follow this year.
The line up
The biggest is the PM Capital Asian Opportunities
Fund. It wants to raise $50-$200 million for a fund
that will invest in Asian equities (ex-Japan). Its
previous IPO, the PM Capital Global Opportunities
Fund, raised $173 million and listed late last year. It
was the largest LIC IPO since the 2006 Magellan
Flagship Fund.
Blue Sky Alternative Investments is seeking up to
$100 million to invest in private equity, venture
capital, private real estate and hedge funds. It will be
the market’s first LIC focusing on alternative
investments.
Acorn Capital Investment Fund sought $50-$100
million for an LIC that invests in micro-cap stocks and
listed in late April. Its $1 issued shares are 92.5
cents.
Expect more LIC floats this year. Rising demand for
LICs, which are essentially listed managed funds that
trade on the ASX, has seen many LICs trade at a
premium to their pre-tax net tangible assets (NTA).
Investors have been willing to pay more for some
popular LICs than their assets are worth.
The combined value of LICs has increased from $16
billion in March 2012 to almost $24 billion in March
2014, according to ASX data. The sector traded at an
average almost 2% premium to its pre-tax NTA in
March, weighted for market capitalisation,
Morningstar data shows. That compares with an

average 9% discount in March 2012.
A re-rating
Simply put, the LIC sector has been re-rated in the
past 12 months. There is talk that self-managed
superannuation funds (SMSFs) are starting to
embrace listed managed funds because their
closed-end structure means less performance
volatility and fewer capital gains tax surprises than
with unit trusts.
This re-rating is timely for investors in LIC floats,
although Acorn’s early price weakness is a reminder
of the challenges of IPO investing, where you are
investing typically at a 2% to 3% premium over the
NTA due to the IPO costs. Also, the LIC sector has
had many false starts and disappointed investors
over the years.
The PM Capital Asian Opportunities Fund is the best
of the recent LIC IPOs. Acorn has a good record, but
LICs with micro-cap exposure can trade at a discount
to NTA due to lower liquidity in the assets in which
they invest. And this is a tough market for micro-cap
investments.
The Blue Sky LIC has merit, given the role of
alternative investments to reduce portfolio
correlations – that is, having investments that do not
all move up or down at the same time. But it may take
more time for the market to assess the Blue Sky LIC,
get its head around listed private equity, and give a
premium valuation.
PM Capital, led by Paul Moore, one of Australia’s
doyens of international equities investing, has a
strong performance record.
The PM Capital Asian Fund has returned 21.6%
annually since inception in July 2008, while the MSCI
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Asia (ex-Japan) equity benchmark has only returned
3%. The PM Capital Asian Opportunities LIC will be
constructed along the same lines as PM’s top-ranked
unlisted Asian fund.

and should be worth a few extra cents. SMSFs could
do worse than have listed exposure to one of the
market’s top-rated investors in Asian equities, via an
LIC float, as the LIC sector is re-rated.

PM’s earlier IPO, the PM Capital Global
Opportunities Fund, already trades at a 5% premium
to NTA, which is unusual for a new LIC. Typically,
investors need to see a longer track record before
paying more for the LICs than its assets are worth,
because they are confident in the manager’s
performance prospects.

Tony Featherstone is a former managing editor of
BRW and Shares magazines. All prices and analysis
at 11 May 2014.

Raising $173 million – near the top of the range –
was another good sign. Clearly, there was good
demand for the PM Capital Global Opportunities Fund
among advisers and brokers, and I expect the same
for the PM Capital Asian Opportunities Fund when it
lists on May 22.

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.

International exposure
The other attraction is the asset class. Self-managed
funds have low international equities exposure – less
than 1% of their assets, according to the Australian
Taxation Office. That makes no sense for
diversification and it has been lost opportunity, given
the strong performance of US, Japanese and some
European equity markets in the past 12 months.
I favour the idea of long-term investors increasing
their exposure to Asian assets. Middle-class
consumers in Asia-Pacific (households that have
daily spending of US$10-US$100), are estimated to
grow from about half a billion in 2009 to 3.2 billion in
2030, according to research cited in the former
Federal Government’s Australia in the Asian Century
white paper.
Apart from the ageing population, it is hard to think of
a more powerful investment trend in the coming
decade. Plenty of unlisted managed funds offer
specialised exposure to Asia, but there are few listed
options (although the ASX mFunds may change that).
Among LICs, only the AMP China Capital Growth
Fund, which trades at a discount to NTA, and the
Asian Masters Fund provide Asia-centric exposure.
The LIC’s issue price is $1 and the IPO comes with a
free attaching option that expires in about two years,
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
Broker activity this week was partly driven by re-rating
of some sectors like retail – which prompted
downgrades by Credit Suisse of Crown Resorts and
Flight Centre. The tail end of the bank reporting
season was also a factor, with NAB being both
upgraded and downgraded.
In the good books
UBS upgraded Oroton Group (ORL) to Buy from
Neutral. Oroton has responded to the local invasion
of international brands and subsequent market share
loss by launching a global marketing assault and
investing in store refurbishments and openings in
Singapore and China. The broker believes ORL can
enter another longer-term growth phase and is
forecasting a 19.7% compound annual growth rate
out to FY17, which makes a forecast FY15 PE of
13.3x look pretty cheap.

expected. CIMB has reduced earnings forecasts by
1.5% and 0.5% for FY14 and FY15 respectively. UK
profitability is expected to improve further and
Australian business lending should benefit from
improving confidence. (see downgrade)
Citi upgraded Super Retail (SUL) to Buy from Neutral.
After the March quarter update, Citi is forecasting a
FY14 earnings decline of 1%, reflecting weaker sales
and gross margin compression in leisure and sports.
The stock is being upgraded to Buy from Neutral
because the broker thinks the current weakness is a
one off event.
Citi upgraded RIO (RIO) to Outperform from Neutral.
The broker downgraded its iron ore price forecast in
March. While remaining bearish, the broker is now
taking a more positive cyclical view on the miners and
notes stock prices have fallen significantly.
In the not-so-good books
Credit Suisse downgraded Crown Resorts (CWN) to
Underperform from Neutral. The broker thinks the
share price correlation with Melco Crown
(NASDAQ:MPEL) has de-coupled and Crown is
precariously positioned now that MPEL has fallen
over 20% in recent months. The rating is downgraded
to Underperform from Neutral and the target reduced
to $15.00 from $18.50 to reflect a short-term potential
trading opportunity. Credit Suisse sees no justification
for the expansion of the domestic casino multiple and
notes domestic sentiment is soft.

CIMB Securities upgraded NAB (NAB) to Add from
Hold. The first half result was marred by sliding
revenue at the Australian bank in CIMB’s opinion
and cash earnings were below forecasts. Still, bad
debts and life insurance revenue were better than
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Credit Suisse downgraded Flight Centre (FLT) to
Neutral from Outperform. Credit Suisse thinks the
Australian retailers are facing elevated income
uncertainty ahead of a potential tightening in fiscal
policy. As Flight Centre has low valuation sensitivity
to tighter discretionary spending, relative to other
discretionary retailers it is one of those stocks likely to
present an opportunity to buy on weakness.
Credit Suisse downgraded JB Hi-Fi (JBH) to Neutral
from Outperform following its re-rating of Australian
retails and, like Flight Centre, believes it is a stock
that will present an opportunity to buy on weakness.

FNArena 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.

Deutsche Bank downgraded NAB (NAB) to Hold from
Buy, in the wake of the interim result, which Deutsche
Bank thought was poor. The broker thinks the
Australian banking arm’s poor performance is likely
to continue, given low volume growth driven by
market share losses, tightening risk settings and
margin pressure from competition in business
banking.
Earnings Forecast
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Cheaper access to funds for SMSFs
by James Dunn
The new mFunds settlement service launched last
week by the Australian Securities Exchange (ASX) is
yet another development that fits perfectly into the
theme of the growing self-reliance of self-managed
super funds (SMSFs).
mFunds streamlines access to unlisted managed
funds through an ASX platform. The funds can be
bought and sold in the same way as shares, using
ASX’s CHESS (Clearing House Electronic
Sub-register System) settlement system.
The mFunds are not listed: they are not traded
between one investor and another with a price set in
the market place. The mFunds settlement service
follows the same process used by managers to
create and redeem units in managed funds as today.
The transaction moves from the investor, through an
ASX broker, through the exchange to the unit registry
of the fund.
The orders are placed as a dollar amount, the
manager prices the units and they are delivered to
the investor in their Chess HIN (Holder Identification
Number) – which is also used to identify the
investor’s shares, exchange-traded funds (ETFs),
real estate investment trusts (A-REITs) and
government bonds. It’s much easier on the memory.
All of the funds offered on mFunds are already open
for investment, either through the manager or a
platform. Generally, managed funds cost about 2% a
year, but the cost differs due to investment fees –
which range from 0.5%–1.8% a year, depending on
the asset class and the manager, plus an
administration fee (usually about 0.7%–1.5% a year,
depending on the adviser, size of placement and
platform used.)
Going through a platform, there will be a typical
wholesale fee of 1%, split between the platform and

the fund manager, and a wrap administrative fee, can
also be added to the wholesale fee.
Reduced cost
The mFunds will not be cheaper than the same funds
available directly from the participating managers, but
will be cheaper than going through a retail platform.
Through the mFunds service, a fund boutique
manager can offer its own funds with its own
short-form product disclosure statement (PDS) direct
to the retail investor without a platform or wrap fee,
reducing the cost compared to a platform.
For SMSFs, buying managed funds has been difficult
– SMSFs have needed to have an adviser or to go
through a platform. mFunds changes that.
At launch there were 45 funds managers, offering 65
funds, and 12 brokers registered on the mFunds
platform. The initial mFunds menu offers funds with
exposures to Australian shares, hybrids, global
shares, ASX-listed A-REITs, global and Asia-Pacific
REITs, Australian and global bonds, global resources
stocks, direct and indirect (listed) infrastructure and
asset classes Australian investors find difficult to gain
access to, but which are popular components of a
balanced portfolio in North American markets, for
example global credit and syndicated corporate
loans.
The mFunds also offer access to funds using
particular strategies such as:
the buy-write strategy (Evans & Partners
Australian Buy Write);
concentrated, high-conviction portfolios, such
as SGH 20 and SGH ICE, run by Melbourne
manager SG Hiscock & Company. SGH 20
invests in about 20 (15 to 25) companies that
are the manager’s best investment ideas,
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without worrying about index or sector
weights; SGH ICE hones in on industrial
companies that have built a sustainable
competitive advantage through critical
intangible assets (such as brands, licenses,
patents, logistical capability, or a ‘captive’
client base.)
Diversification
The mFunds will also allow SMSF investors to
diversify across types of management: they can
establish a portfolio of passive ETFs blended with
actively-managed mFunds. Again, they could do this
before, within ETFs or by adding LICs to the portfolio,
but the new service widens the choice of active
managers.
The mFunds service has been touted as a way of
weaning the SMSF sector from its love of three main
assets classes: Australian shares, cash and direct
property, which together account for a massive 75%
of all SMSF investments.
In property, too, the mFunds offer very sound
diversification opportunities into the Asia-Pacific listed
property space – for those SMSFs that want to use it.
But the biggest story of the mFunds introduction is
that the unlisted fund managers need the SMSFs
more than vice versa. Retail managed funds are
looking like yesterday’s product: holdings peaked at
$344 billion in September 2007, but are now (March
2014) at $277 billion. This reflects the massive
restructure that has been happening in retail wealth
management since SMSFs won the future. The
unlisted fund managers need the mFunds to deal
them in to the SMSF sector, but to SMSFs, they’re
just another service provider.
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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Shortlisted – Crown, Primary and Veda
by Penny Pryor
On our radar today is Crown Resorts. Charlie made a
big call last week and Paul Rickard agrees.

once it has listed, could be well positioned to take
advantage of the co-payment.

“I am with Charlie and think Crown (CWN) looks
good value at around $15.82,” he says.

“The stock [NIB Holdings] has always been quite fully
priced. I think the potential is where I would be
focusing on,” Wong said

“Expect the Packer ‘PR’ machine to start rolling
shortly – they will want to put last week’s indiscretion
well and truly behind them.”
That might be hard to do, but shouldn’t distract from
the fact that the company is a good investment
proposition at these prices.
The Budget is causing plenty of concern but when it
comes to stocks, it’s the health sector that is drawing
most of the attention following the Abbott
government’s proposals for a co-payment. This could
be good for some stocks like Primary Health (PRY)
although it has suffered in the lead up to tomorrow
night’s Budget.
Primary Health (PRY)

“I think the potential for earnings growth is quite
reasonable.”
“What could play out with potential budget changes
going forward is really further rationalisation in the
sector. I think that will play to larger players such as
Medibank and NIB.”
Also on Wong’s watch list is Veda, which listed last
year, and Qube. He likes Veda because of its strong
track record and massive market share, both which
present huge barriers to entry and make it quite
attractive, despite the fact that it is also quite
expensive.
“Revenue growth is going to be quite robust going
forward so I am quite wiling to pay for a company like
Veda,” he says.
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.

“While in the long term the co-payment may dampen
demand for GP and pathology services, in the short
term it could actually be a boost to revenue if they get
to collect and keep the co-payment,” Paul says.
Speaking on Switzer TV last week, Prime Value
portfolio manager ST Wong also said listed health
insurers, like NIB Holdings and potentially Medibank
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Some softening in property
by Staff Reporter
This week, the preliminary capital city auction
clearance rates (weighted average) came to 67.4%.
At the same time last year, the clearance rate was at
65.6%.

This week, the combined capital city median price for
houses came to a total of $556,023 after 4,637 were
sold. Looking to units, after 1,733 were sold, their
combined median price came in at $471,582.

Weekly clearance rate (combined capital cities)

Capital city private treaty median prices

There was also a boost in clearance rates compared
with last week’s 62.3%. This is largely due to
Sydney’s weekly performance; up from the previous
week’s 71.4% to 76.1%.
Melbourne saw clearance rates of 63.4%, which is up
from 61.9% last week – the lowest level Melbourne
had seen since the end of 2012.

Capital city home value changes came to a combined
-0.4%. Sydney saw a weekly change of -0.3%, while
Melbourne’s came in at -0.6%.
Capital city home value changes

The higher national clearance rate has reverted to
trend levels from the pre-Easter and Anzac Day
period.
However, the lower total market volumes at this time
of the year – 1514 across the country – are usually
attributed to the colder weather as we head into the
chilly winter season.
Capital city auction statistics (preliminary)

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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