Issue 313, 14 August 2014

Show and tell
Reporting season rolls on, with CBA reporting an $8.7 billion profit earlier this week, and Telstra today
saying it had increased full-year profit by 14.3% to $4.3 billion! The telco also announced a $1 billion
off market buyback (representing only 1.7% of its issued capital), but should you accept it? Stay tuned
for Paul Rickard's full wrap in Monday's Switzer Super Report.
In today's report, Geoff Wilson looks at the likely winners and losers this reporting season, which is
expected to be more subdued than America's recent company show and tell.
Also in the Switzer Super Report, Charlie Aitken is dialling up the contrarianism and reveals what he
calls a classic, high-conviction, contrarian buy - BC Iron. And what will happen if the government winds
back gearing of property investments for SMSFs? Barrie Dunstan says there needs to be better
access to infrastructure investments for trustees.
Sincerely,

Peter Switzer
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Dialling up the contrarianism: BC Iron in focus
by Charlie Aitken
Yesterday a client sent me an interview I did in The
Age newspaper back in March 2009. It was the peak
of the GFC and the ASX200 was 3600 points. Back
then, no private client wanted to buy an Australian
bank, let alone Domino’s Pizza Enterprises…
To this day it was the best summary of what I attempt
to do here each week with these notes. You can read
the full article here.
Today, I’m even more convinced that a few key
points I made in this interview are the way to
generate capital gains and relative outperformance in
domestic equities.
So what sort of investor is Aitken? “I do try to be
contrarian. I think the most money you can ever
make for readers is in contrarian ideas. But they
can be dangerous, too.
“I would say I’m a valuation-based investor. I
believe that the biggest mistake you can make is
to pencil yourself into any style of investing. I
think you have to be open to any concept that can
potentially make you money, be it growth-based,
value-based, technical analysis or
valuation-based analysis, be it price-to-book
ratios or whatever. A fruit salad approach.”
I think you’ve got to have conviction. You can’t
kiss all the girls, as we say. You don’t need a
thousand ideas, you just need a few good ideas
and back them with conviction and good
argument.”

Since that interview in 2009, there have been further
developments that support a contrarian,
high-conviction style. Technological advances in
real-time information to all investors, the rapid growth
of high frequency trading, the decline of investment
bank principal trading and the growth of index
funds/ETF’s, all lead to greater opportunities for
high-conviction contrarian investors. As I keep writing:
there is time arbitrage in equity markets. The present
(spot) is highly efficiently priced: the future is highly
inefficiently priced.
This is why I am really dialling up the contrarianism
and conviction in our Australian equity strategy. I
need to try to forecast what the headlines and spot
are of 6 to 12 months away, and position our strategy,
both long and short, to maximise leverage to those
forecasts. In my opinion, there is absolutely no value
in analysing the present and why you will see little
reference to the current FY14 reporting season in
these notes. I am focused on what gets reported in
FY15 and beyond, searching for the greatest potential
total returns, across all market capitalisations.
Below is a 2-year chart of a small cap iron ore stock,
BC Iron (BCI).

Contrarian, style impartial, conviction, which leads to
concentrated bets. You need the ability to participate
in any potential capital gain and you need the ability
to move quickly. That is why I always recommend
having some cash holding because of the optionality
cash gives you in terms of rapid, opportunist,
deployment.
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BCI shares have dropped from $5.40 to around $3.00
with the fall in the spot iron ore price. Up until
Monday, they were starting to recover with the
Australian iron ore sector. What happened on
Monday is they announced a predominately
scrip-based takeover offer for Iron Ore Holdings
(IOH), which was near-term EPS and potentially DPS
dilutive. That saw the stock smacked back to $3.00
and slightly below on what I would describe as a
‘capitulation event’.

Let’s see what the Board’s think…

While only a small cap, BCI is now a classic
high-conviction contrarian buy. It’s almost textbook.
Think about this scenario. The product they sell has
fallen sharply in price. Investors who bought the stock
for “yield” have been creamed. There are consensus
EPS and DPS downgrades. Most analysts and
commentators are sceptical of the IOH move. Yet, the
sector is recovering, Chinese GDP growth is
reaccelerating, Chinese rebar prices have bottomed
and the AUD price for spot iron ore has bottomed as
have grade discounts. China Inc. even made a play
for AQA.

Click here to enlarge image
And what does the combined entity look like??

While BCI’s move on IOH is without doubt EPS and
DPS dilutive in the short-term (9-13%), I am of the
view the best M&A deals always are. In this case, the
short-term EPS and DPS does see negative revision,
but because the IOH deal adds dramatically to overall
mine life, it is an NPV (Net Present Value) positive
deal. To me that is the key: THIS IS AN NPV
POSITIVE DEAL.
Let’s look at the strategic rationale.

Click here to enlarge image
My view is a combined enterprise value of around
$500m will very prove cheap for BCI/IOH. It’s also
worth noting that if you buy BCI today, you will be
entitled to a guided (but not yet Board approved) 15c
fully franked final dividend later this month.
That 15c fully franked final dividend alone is
attractive, but to me it’s a nice little bonus for new
investors who buy BCI today. You’re effectively
getting a dividend when you took no capital risk in the
year it was generated.

Click here to enlarge image

To my way of thinking BCI at $3.00 is a win/win. If
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the deal goes ahead you will own a bigger, better
company. If it doesn’t go ahead you have strong
standalone valuation support 7.8x earnings,
EV/EBITDA 2.7x, yield 5.8%FF) and it’s most likely
the stock price would recover to pre-deal levels of
$3.50.
If the deal goes ahead, and I assume it will, then
merged register construction is another supportive
development. Due to the 52.7% ownership of IOH by
Kerry Stokes, and his intention to accept the deal, in
the merged entity institutional investors will be left
underweight. It’s worth noting Stokes is accepting
BCI scrip and becoming the major shareholding in the
merged entity.

100% of Charlie Aitken’s fees for writing for the
Switzer Super Report are donated to The Sydney
Children’s Hospital Foundation.
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.

Source: Company Data, IRRESS and Bell Potter
Securities estimates
I believe BCI is an example of where FY15 potential
better total returns lie in Australian equities. At $3.00,
the stock will yield 10.6% fully franked (15c final FY14
+17c full year 5) for the next 13 months. On top of
that we forecast +27% capital growth. To investors
who can value franking credits that is a potential total
13 month return of +42% from the $3.00 level. If that
proves accurate, that will smash what the broader
market returns.
BCI is a high-conviction contrarian buy after
underperforming the market by -35% over the last
three months
Go Australia.
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Reporting season winners and losers
by Geoff Wilson
Reporting season
Now in its second official week, the annual reporting
season is heating up with a large number of
companies – including BHP Billiton Limited (ASX:
BHP), AMP Limited (ASX: AMP), and Treasury Wine
Estates Limited (ASX: TWE) – scheduled to
announce results next week. At this early stage in the
earnings season, here are some of our expectations
for the remaining weeks, including some likely
winners and losers and the early themes that have
emerged so far.
While the recent US reporting season was positive
with more than 70% of companies exceeding
analysts’ expectations, overall, we expect the local
reporting season to be more subdued. Australia’s
economy has slowed since the May Federal Budget,
unemployment has reached a 12-year high and
consumer sentiment only recovered from its post
Budget dip throughout June and July. In our meetings
with company executives over the coming weeks,
we’ll be taking a keen interest in their view of the
economy, current trading conditions and their outlook
statements.
Looking for revenue growth
One of the key measures we’ll be continuing to
follow closely is revenue growth. Corporate balance
sheets are currently in good shape as companies
have focused on cutting discretionary expenditure
over the last three to four years. However, revenue
growth has remained sluggish and will be a critical
factor for companies in achieving operational
leverage. Since mid-2012, the S&P/ASX All
Ordinaries Accumulation Index has risen a
remarkable 47.0%. As the current bull market has
charged ahead, price to earnings (P/E) ratios have
risen significantly. While the market historically trades
on an average P/E of approximately 14 to 15 times

since 1970, a number of stocks are trading well
above this. With P/E ratios expanding significantly
over the last two years, this reporting season we will
be looking for evidence of earnings growth to justify
these elevated P/E ratios.
Winners: Housing stocks
We’re expecting positive results announcements
from companies with exposure to Australia’s housing
sector. The housing market has experienced strong
growth over the last 12 months as a result of
historically low interest rates (the cash rate has
remained at 2.5% for 13 continuous months), which
have markedly improved the availability of debt for
consumers. The outlook for the sector remains quite
strong as interest rates are expected to stay at
current levels for a few more years to come and there
continues to be a housing undersupply coupled with a
steady increase in the population. Companies with
exposure to the housing sector that are yet to report
their results include Mirvac Group (ASX: MGR),
Stockland (ASX: SGP) and Aveo Group (ASX: AOG).
Losers: IT services stocks
In our view, IT services companies are likely to report
poor results as the sector continues to struggle due to
companies’ ongoing nervousness about investing in
their businesses. Many companies are now turning to
offshoring, in particular in the managed services
space, given the superior cost advantage. Results will
soon be announced by SMS Management &
Technology Limited (ASX: SMX), DWS Limited (ASX:
DWS) and UXC Limited (ASX: UXC), the latter of
which has already provided an update to the market
in late July.
No surprises
The market hates nasty surprises. Surprises can

05

arise when expectations of a company’s results are
particularly high and they then fail to deliver. At this
early stage of the current earnings season, a trend is
emerging where companies that investors have high
expectations of are suffering sharemarket falls that
are more pronounced if they do not meet the
expectations of the market. For example, while REA
Group (ASX: REA) reported a significant rise in its
profit, with high hopes for a stronger result, the
company’s share price fell 8% following its results
announcement.
Conversely, we expect that where the market has low
expectations of a company’s earnings ahead of their
profit announcement, their share price will outperform
if they meet their guidance. During the interim
reporting season earlier in February and March this
year, the market generally had a negative view of the
market and very low expectations. As a result, even
when a company failed to meet their guidance, their
share price rallied because their profit figure was not
as bad as investors had expected.
Because of the market’s aversion to surprises, we
forecast this overreaction trend to continue for the
remainder of the reporting season.
Macquarie data shows that to date, 72% of
companies that reported earnings figures in line with
market expectations, 21% have exceeded the
market’s expectations and 7% have not met
forecasts. Time will tell if this is reflected come
conclusion of the earnings season.
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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Look to infrastructure for property-like returns
by Barrie Dunstan
As very low world interest rates continue to stifle most
investment returns, many SMSF trustees may need
to pay more attention to their investment strategy,
especially their asset allocation. Not only may total
returns lag, but the demand for more distributable
income may require a re-think in some strategies.
These are more medium to longer-term concerns,
and they can easily be forgotten when trustees are
concentrating on managing a short-term, which is
dominated by uncertainties in world stock markets.
Such as: when will US interest rates rise – and how
will that affect our markets? Or: can Australia hold off
raising local interest rates that might cool the rush
into property – without sending the $A higher?
A long-term strategy
But the longer-term concerns have been highlighted
in a report by the Institute of Actuaries of Australia,
which was requested by David Murray’s Financial
Services Inquiry to give an idea of the likely changes
in capital flows over the next 30 years. It predicts $5
trillion (in real terms) of assets in super by 2040, a
rise in super from 108% to 160% of GDP and a slight
decline in market share of SMSFs as they see a
growing switch from accumulating to paying out
pensions.
The swing towards pensions will see a greater
preference for more security of capital in our market,
which lacks a viable retail bond and debenture
market. This, in turn, also limits the possibility of
establishing a market for annuities for risk-averse
retirees. At the same time, local shares might lose
some key attractions – for instance if scarcity of
shares push returns too low or if, perish the thought,
the government responds to ill-judged calls for
changes to dividend imputation.
There is, however, an obvious solution staring the

government in the face. It simply needs to find a more
sensible way to harness the demand for capital to
fund infrastructure projects to match the growing
capital in super funds looking for long-term, secure
income investments. By 2040, 44% of those $5 trillion
of super assets will be in pension-paying funds – and
those total assets will be a much greater part of the
economy.
Infrastructure options
It should not be beyond the wit of Canberra to find a
way to achieve this with the right vehicle and some
judicious but modest tax incentives. It would be a
win-win for everyone. Infrastructure projects with
demonstrated cost-benefits should be able to attract
capital and SMSFs and other funds should be able to
lock away long-term money in secure investments.
SMSFs aren’t just chasing speculative returns from
real estate by pushing into this asset class. It is, in
fact, a sensible response to the need for less volatile
long-term investments not as susceptible to volatile
stock market swings. It mirrors the worldwide,
increased flow of money from other super funds into
real assets.
The concern among policymakers about SMSFs and
property investment is twofold. More immediately,
gearing can wreak havoc on asset values in a
downturn (and no SMSF investor should believe the
property lobbyists cries that real estate doesn’t have
busts). And then there is the liquidity worry: with more
SMSFs becoming pension funds, too much invested
in an illiquid investment like property could impinge
on pension payments.
If David Murray’s inquiry is to recommend winding
back gearing of property investments, the
government will need to have an alternative asset
class in place to cater for those SMSF trustees who
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will still want a less volatile equity-type asset than
shares. Recent dillydallying on this policy front
doesn’t provide much confidence about timely action
from Canberra, but the major shifts in the next 30
years surely will cause a belated policy response.
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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Tech takeover targets: further consolidation of
online companies likely
by Tony Featherstone
Takeovers of David Jones and Goodman Fielder, and
the recent second bid for Treasury Wine Estates,
confirm an unfolding mergers and acquisitions boom
in Australia. But as the market focuses on large
deals, some of the more interesting action is among
smaller stocks.
REA Group’s acquisition of a 17.2% stake of
iProperty Group in late July, and Expedia’s takeover
of Wotif.com Holdings suggest further consolidation
of online companies is likely. Technology-related
stocks could be a winner for those who bet on
takeovers.
Annoyingly, your columnist excluded iProperty Group
from his list of takeover targets in mid-July,
committing the investment sin of not letting profits
run. iProperty had rallied 32% to $3.30 since its
inclusion in April, so I pounced on the quick gains and
ran.
REA’s $106 million investment in iProperty and
Carsales.com’s 19.9% stake in iCar Asia signal the
big advertising internet stocks are looking more
aggressively for growth through acquisitions. iCar is
down from $1.65 to $1.49 since it was dropped from
this portfolio in mid-July. It was initially included at
$1.10, and provided stellar, fast gains.
I add three technology stocks to the list this month:
OnTheHouse Holdings, Nearmap and the third listed
company in the Catcha Group stable, iBuy Group. As
micro-cap stocks, they clearly suit experienced
speculators who are comfortable with higher risk.
All three have been out of favour this year, and look a
useful bolt-on acquisition for a larger technology
company seeking to increase its scale. They also
have low or no debt, reasonably open share registers
and are not widely covered by broking firms – useful
takeover-target traits.

1. OnTheHouse Holdings
Market value: $48 million
52-week high: 86 cents
Current price: 58 cents
The residential property internet site has struggled
since listing in June 2011 at $1 a share in a $55
million Initial Public Offering. Fierce competition
between REA’s realestate.ecom.au and Fairfax
Media’s Domain has made it hard going for smaller
players, despite the property boom.
OnTheHouse looked to be almost on life support
when its shares slumped to 33 cents, and it was
among the worst-performing floats of 2011.
It provides online real-estate content, including
access to a database of property values, and uses
free property data to attract visitors. It also sells
property leads from potential buyers and sellers to
real-estate agents.
OnTheHouse believes the revenue model in online
property advertising will move from paying for
classified advertising to performance-based models
based on pay-per-lead services – a bit like
carsales.com, which provides data to car dealerships.
With REA on a forecast Price Earnings (PE) multiple
of 29 times FY15 earnings, according to consensus
broking forecasts, and Domain’s value arguably
affected by challenges in Fairfax’s traditional media
operations, OnTheHouse looks a reasonable
acquisition for a bigger player. It attracts more than 5
million unique visits to its site each month, and
provides more than 36 million free property reports
each month – a large database that a larger rival
could do plenty with.
Some recent advertising wins with the big banks
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suggest OnTheHouse’s model is finally getting more
traction – after the market’s patience had worn thin.
It looks undervalued.
2. Nearmap
Market value: $135 million
52-week high: 68 cents
Current price: 40 cents
The online aerial-mapping company captured
attention last year after soaring from about 5 cents to
a 52-week high of 68 cents in late 2013. Using its
online PhotoMap technology, Nearmap provides
geospatial maps for business and governments.
Popular with real-estate agents and local councils, its
big selling point is maps being updated more
frequently than other online services.
Nearmap has since fallen to 40 cents, despite making
significant operational progress with launches of
Nearmap insurance and other property intelligence
tools. Early investors, including Wilson Asset
Management, took some profits.
Nearmap had run too far, too fast. But its share-price
pullback creates a potential entry point for an acquirer
that appreciates the latent value in its technology and
Nearmap’s potential in the giant US market. In May,
Nearmap announced it had begun test flights of its
aerial-camera system in the US as part of an early
push into global markets.
My hunch is Nearmap would be worth a lot more in
the hands of a large technology or property company
that has greater scope to commercialise the
technology and provide add-on services. It will be
worth a lot more than it is today if it builds a foothold
in the US.
Further share-price weakness is possible, given the
strength of Nearmap’s 2013 rally. If the price-fall
continues, some bigger players could hover over one
of the market’s more promising micro-cap tech
companies.
3. iBuy Group
Market value: $147 million

52-week high: 70 cents
Current price: 34 cents
The third ASX sharemarket float from the Catcha
Group stable – iBuy Group – has had far less
attention than its larger sister companies, iProperty
and iCar. The Asia-focused e-commerce provider
raised $37 million in a float on ASX in late December
at 32 cents a share. After soaring to 66 cents in
March, it has tumbled to 34 cents.
iBuy was caught up in the tech bull run earlier this
year and dumped amid the global rout in internet and
lifescience stocks.
Acorn Capital, a good judge of micro-cap stocks,
lifted its stake in iBuy from 8% in May to 10.9% in
early July, and iBuy’s directors bought more shares
this year. Although it is far less developed than
iProperty and iCar, keen judges will have watched the
success of those companies and the willingness of
dominant online advertising groups to invest in
companies in the Catcha Group Stable.
If a significant investment is not forthcoming this year,
iBuy still looks a more substantial business than the
one that floated, having this year acquired
LivingSocial, an Asia e-commerce business. iBuy’s
position in Asia, and leverage to the coming boom in
Asian middle-class consumers, make it an interesting
investment or acquisition for a larger company.
Also, the Catcha Group has a good record of
establishing start-up companies to be bought out by
larger players. This week’s appointment of new
CEO, Krzysztof Marszalek, should give iBuy further
momentum.
Other stocks
Not much to report on the portfolio since the last
instalment in mid-July. The stocks (Reckon, NIB
Holdings, iiNet, Westoz Investment Company, Reva
Medical Inc, Tiger Resources, NRW Holdings,
OzForex Group and Ten Network Holdings) are down
about 2% on average. The S&P/ASX 200 was down
1.82% so far in August, as this column was finalised.
OzForex was the big disappointment, down 15%
since its inclusion. REVA Media rose 13% after sharp
falls earlier this year.
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Tony Featherstone is a former managing editor of
BRW and Shares magazines. This column does not
imply any stock recommendations or offer financial
advice. Readers should do further research of their
own or talk to their adviser before acting on themes in
this article. All prices and analysis at August 13,
2014.
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 Staff Reporter
We are well into the earnings seasons and brokers
have been reviewing their forecasts for the next year.
Overall, it appears that the outlook statement is
driving how the market is responding to each
company report. So far this week, four stocks have
been upgraded, and four downgraded.
In the good books
Echo Entertainment (EGP) was upgraded to
Neutral from Underweight by JP Morgan.The FY14
result beat the broker’s forecasts. The final dividend
was also stronger than expected. Following
significant upgrades to the earnings outlook, JP
Morgan has upgraded its rating to Neutral from
Underweight. Price target is raised to $3.02 from
$2.64. Earnings forecasts have been revised up by
25.1% for FY15 and by 11.0% for FY16, given
changes in win rate methodology.
UBS reaffirmed its Buy rating on Echo Entertainment.
Computershare (CPU) was upgraded to Neutral
from Underweight by JP Morgan. FY14 results
were in line with expectations. JP Morgan is
maintaining FY15 forecasts and believes the
downside risk of further deterioration in margin
income is less significant after the re-basing seen in
the second half. Rating is upgraded to Neutral from
Underweight as a new analyst takes up coverage,
and the target is lifted to $12.45 from $11.15.
REA Group (REA) was upgraded to Outperform
from Neutral by Credit Suisse, and to Buy from
Neutral by UBS. The FY14 results were above Credit
Suisse’s forecasts and FY15 earnings forecast has
been raised by 7%. The broker believes the recent
fall in the share price has created a near term buying
opportunity. Price target is raised to $49.00 from
$47.50.

For UBS, the FY14 results were in line with the
broker’s expectations. FY15-18 earnings estimates
are lifted by 4-8% to factor in market based pricing,
new product initiatives and the acquisition of a 17.2%
stake in iProperty ((IPP)). UBS is upgrading to Buy
from Neutral and lifting the target to $49.00 from
$47.00. The broker envisages upside coming from
delivering better value to both agents and vendors
and success with new product.
BA-Merrill Lynch also sees REA as a buy, while JP
Morgan, Macquarie and Deustche reaffirmed neutral
or hold ratings. CIMB rates REA as a sell.
Bradken (BDK) was upgraded to Add from Hold
by CIMB, and to Outperform from Neutral by
Macquarie. Earnings were in line with CIMB’s
forecasts and the May trading update. The broker
considers expectations around FY15 are reasonable
and Bradken looks to be able to withstand the
subdued environment better than most. The broker is
increasingly confident around the retention of cost
savings and upgrades to Add from Hold. The target is
raised to $5.30 from $3.90.
Macquarie notes cash flow is solid and the company
is having success with its manufacturing
restructuring. Pricing pressure remains and demand
is uncertain but the broker suspects a bottom has
been seen. Rating upgraded to Outperform from
Neutral and target is raised to $5.20 from $3.95.
Credit Suisse went the other way, downgrading
Bradken to Neutral from Outperform. While the result
was in line with forecasts and believes that Bradken
could be an improving story, the main drawback is
that most of this is taken into account already in the
price. Target price is raised to $5.00 from $4.25.
UBS rates Bradken as neutral, while JP Morgan rates
as overweight.

12

In the not so good books
GPT (GPT) was downgraded to Underperform
from Neutral by Credit Suisse. GPT has increased
the FY14 earnings target towards the market’s
expectation of 3.5% and cost of debt has been
revised down to 5.0% from 5.1%. Credit Suisse
believes the trajectory is uncertain and expects, as
the year draws to a close, that the market will
re-focus on growth into 2015. The rating is
downgraded to Underperform from Neutral. Target is
raised to $4.04 from $4.00.

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.

BA-Merrill, Citi, Deutsche, JP Morgan and UBS
reaffirmed neutral/hold ratings on GPT, while
Macquarie rates as Outperform.
JB Hi-Fi (JBH) was downgraded to Hold from Add
by CIMB. Softening underlying cash conversion is a
concern for the broker. Sales growth of 3% is forecast
for FY15. CIMB lowers FY15 profit forecasts by 7%
and reduces the rating to Hold from Add. The broker
notes a renewed focus on cost management that
aims to offset revenue pressures but suspects this
may not be enough. CIMB advises investors to wait
for like-for-like momentum to steady to reconsider
investing in the stock. Target reduces to $19.40 from
$22.90.
UBS, Macquarie, JP Morgan and BA-Merrill Lynch
reaffirmed buy/outperform/overweight ratings, Credit
Suisse and Deutsche neutral/hold, while Citi rates
JBH as a sell.
Panaust (PNA) was downgraded to Neutral from
Overweight by JP Morgan. The broker believes the
$2.30 target is fair and in line with GRAM’s bid, but
does not discount the possibility of a better offer from
GRAM or another party. Target price is $2.30
ROC Oil (ROC) was downgraded to Neutral from
Overweight by JP Morgan, because the stock is
trading at or near valuation following the 69c per
share takeover offer from Fosun. A 65c target is
retained.
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.
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Do you really understand insurance?
by Tony Negline
Anyone taking out insurance – and life insurance in
particular – needs to fully understand how their
insurance policies actually operate.
The insurance industry constantly uses the
“protection” theme as a way of encouraging us to
purchase their products.
I don’t think this is why we take out insurance. We
buy this product to make a claim and to cover for
potential economic loss in the event something has
gone wrong. And when we make a claim, we want it
to be assessed quickly and without any hassles.
What is insurance?
Well in simple terms, it’s a contract. And as such, the
wording of the contract document is vital.
Many of us purchase the cheapest insurance
available. On the face of it, this is fair enough as no
one likes paying more for something than is
necessary.
But the cheapest insurance product might not have
the wording that suits our circumstances. A good and
unfortunate example occurred during the Brisbane
River floods several years ago. Some homeowners,
who had purchased cheaper insurance, found their
property was not covered for certain types of flood
damage.
The same principle applies to life insurance. So,
when buying an insurance policy, we should read the
contract wording before deciding if a specific policy
suits our circumstances. A complex aspect of this is
the need to understand the legal terms used in
insurance contracts.

The insurance application process
When you first apply for any life insurance, the insurer
needs details about your health and any medical
problems. They need to know your occupation and
your lifestyle including alcohol intake, smoking status
and recreational pursuits. In some cases, they will
want financial records. Finally they need details of
any potentially hereditary illness for your relatives
(parents, siblings, etc).
The process that an insurer assesses all this
information is called underwriting. From the client
perspective, this process can be an absolute pain
especially when an insurer continually asks for
additional information.
Nevertheless, life insurers have to take this process
seriously because under Australian law, their policies
are guaranteed renewable. That is, once these
policies are in place, they can’t be cancelled by the
insurer unless you stop paying policy premiums or
you’re aged more than a contract’s maximum age.
Your duty of disclosure
The insurance contracts legislation says you have a
duty to disclose everything relevant to an insurer so
they can decide to accept or reject your business.
An insurer can deny your claim if you fail to answer all
their questions or provide incomplete answers to any
question. This denial of your claim because of
inaccurate or incomplete disclosure of information
runs for the first three years of the life of a new life
insurance contract.
Many financial advisers have told me that their clients
continually fail to take this duty seriously.
Swannson v Harrison
Earlier this year, the Victorian Supreme Court handed
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down a judgment involving Mr. Swannson, an
architect, and Mr Harrison his financial adviser.
Originally Swansson had a death and terminal illness
life insurance policy with AXA Australia that Harrison
had organised for him. Because AXA (now fully
owned by AMP) wanted to increase his premiums by
25%, he asked Harrison to see if there was a
comparable but cheaper product in the marketplace.
Harrison identified a policy with AIA, another life
insurance company. Harrison agreed to apply for this
policy.

credible witnesses and said it was difficult to decide
overall who was right and who was wrong and said
ultimately they were both equally to blame.
Swannson’s terminal illness and death insurance
was for $1.48 million, so the judge ordered Harrison
and his co-defendants to pay half of this amount –
that is, $740,000 – to Swansson.
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.

Just before completing the application form for this
policy, Mr Swansson had been to see his doctor
about a stomach problem. The doctor thought it
wasn’t anything serious so on AIA’s application
form, the stomach problem was disclosed but it was
“resolved”.
AIA’s application form says that you have to tell them
all relevant information and this requirement
continues until they insurer formally issues the policy.
Once AIA had the application, they went back to
Harrison’s office to clarify some points. After fixing
these up, it issued the policy. Whilst these issues
were being sorted out, Swannson had been referred
to a gastroenterologist for his stomach problem. The
specialist told him to give up alcohol for a month and
sent him for a scan. Harrison and AIA weren’t told
about this.
Next, AIA issued the policy. A few days later,
Swansson and Harrison cancelled the AXA policy
because it was no longer needed (as this policy was
more than three years old, the duty of disclosure rule
no longer applied).
Not long after, Swannson was diagnosed with
terminal cancer and claimed against the AIA policy.
His claim was rejected because he hadn’t told AIA
about seeing the specialist and scan. AXA also
rejected his claim because his cancer was diagnosed
after he had stopped that policy.
Swansson sued Harrison for negligence. Given that
the two men were central to this case, it was
mano-a-mano in Court. The judge found both of them
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Top stocks and corporate bonds in SMSFs
by Questions of the Week
Question: Now that it’s time to buy stocks due to a
dip in the market, what would be your top 10 picks
other than banks and Telstra as a long term buy and
hold strategy?
Secondly, what are your thoughts about Vanguard
Australian shares index vs. AFIC? I have invested in
Vanguard so far. With a long-term view, is one better
than the other, or should I just stick with Vanguard?
Answer (by Paul Rickard): Thanks for the question.
Dealing with the second part first, AFIC and
Vanguard are quite different – AFIC is an active
manager, Vanguard is passive (index).
Based on AFIC’s track record over all timeframes, I
would purchase AFIC ahead of Vanguard if the
purchase price on an AFIC share is at or around NTA
(Net Tangible Asset Value). If it was more than a per
cent or two above NTA, then I would probably go with
Vanguard. AFIC, like most LICs, publishes its NTA on
a monthly basis. On 31 July, AFIC’s shares were
trading at about a 3% premium to its NTA.
In regards to the first part of your question, my
approach is to invest in sectors first and then choose
the stocks. I don’t like eliminating almost half the
market (banks and Telstra), and while you have said
that you are in for the long term, I don’t really know
what you investment objectives are. With those
caveats, here are some names by sector that I would
consider:
Materials: BHP, Amcor, Orora
Healthcare: Ramsay, CSL, Resmed
Consumer Staples: Coca Cola
Consumer Discretionary: Crown, JB Hi-Fi
Industrials: Brambles, Transurban

SMSF and how safe are they? What rate of interest
do they pay? Where do you buy them?
Answer 2 (by Paul Rickard): Corporate bonds are
suitable for an SMSF – however they carry risk, and
hence you may want to think about establishing a
diversified portfolio of bonds.
The interest rate depends on the market benchmark
(the government bond rate for the term), and the risk
rating of the corporate issuing the bond. The higher
the risk of the corporate being able to repay the bond,
the higher the interest rate.
Credit ratings are one way to express this risk. The
higher the rating, the lower the risk of default, and
conversely, the lower rating, the higher the risk of
default.
Buying corporate bonds is not that easy for a small
investor – some bonds are only available in parcels
of $500,000. FIIG is a specialist bond dealer that
offers a service that has parcel sizes starting from
$10,000 (minimum portfolio of $50,000).
Another option is to invest in a corporate bond fund.
For example, see AMP Capital’s Corporate Bond
Fund.
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.

Question 2: Are corporate bonds suitable for an
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Did you know?
This week Paul Rickard and I discussed growth stocks and where you can find them. Catch up here.
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