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An old rugged cross
It’s been another volatile day on the markets but I’m not calling correction yet. Even when I do, I’m a
big believer in it being a buying opportunity. Let’s remember that this correction is all about the US
raising rates and the US is only going to raise rates when its economic recovery is looking pretty damn
good.
So yes, the market has fallen, as the Aussie dollar has dropped but things will get better before they
get worse. Most pundits I talk to on Switzer TV say we have at least 12 to 18 months left in this bull
run.
In the Switzer Super Report today, we have the second part of Tony Featherstone’s article on how to
spot a blue chip, regardless of market fluctuations and James Dunn examines four feisty biotech
companies that are well worth a look.
In Shortlisted, we look at our lower dollar forecasts and Amcor. In Buy, Sell, Hold – what the brokers
say, Regis and Cochlear get upgrades and our weekly property report shows buyers are still heading
to auctions in droves.
Sincerely,

Peter Switzer
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Is the death cross a sign you can’t ignore?
by Peter Switzer
I don’t want to worry you — it’s not something I
practice, though I will when I think it is time. It’s not
time yet but there is a death cross we have to be
aware of. Did I say I didn’t want to worry you?
Technical types tell us this death cross happens
when the 50-day moving average of the Russell 2000
index of small and mid-cap companies falls below its
200-day moving average – something which has just
occurred.
It means the latest average of index levels of 50 days
is lower than levels over 200 days (see chart below).
So in simple terms, markets are less pro-stocks when
it comes to smaller US companies. It can be a sign
that the uptrend could be about to change.

Significantly, markets are pondering if the US interest
rate rise from the Fed will also be sooner rather than
later. And as you might recall, I think a correction is
likely when the Fed says it will raise rates, or more
than likely when the markets say the economic data
is so strong that the central bank will have to move
soon.
The anticipation of a rate rise could trigger the
correction, so how do I explain the 167-point rise of
the Dow Jones index, following economic growth
going from 4.2% to 4.6% for the second quarter and
consumer sentiment hitting a 14-month high?
This good news could easily have created a sell-off
on the basis that it would bring the rate rise forward.
In reality, the market looks like it is concluding that
the Fed won’t be rushing to raise rates. More experts
think June is more likely that March 2015 and that’s
why good economic news can take US stock markets
higher.
But what about the death cross?
Well, first, it has happened three times since 2010
and only once did the market really spit the dummy.
That was in 2011 when debt problems in Europe
really spooked the global financial system. Also, the
US copped a debt downgrade at the time.

Source: Thomson Reuters Eikon, Business Insider
Australia
Sooner or later
I share this with you because the Yanks have not had
a 10% correction in over three years and you have to
think it has to come sooner or later.

And market hardheads think this death cross means
more to the media than it does to serious investors.
That said, it is a marker that, if added to a whole pile
of other negative markers, could easily tell you to be
careful.
On economic markers, the US economy is going
great but not gangbusters enough for the Fed to jump
the gun and raise rates too early. Janet Yellen is not
only looking after the interests of Americans but also
the global economy, with Europe and Japan going
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through soft patches.
The Financial Times’ investment editor, James
Mackintosh, recently looked at a number of reasons
to believe that we could be ignoring an upcoming
crash.

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.

He pointed to the six crashes in 50 years and how
easy it was, in hindsight, to see why it happened. He
underlined the following reasons for us to be worried
about a crash:
Leveraged loans to private equity groups are
worryingly high and it could mean banks have
lost their judgment.
Junk bond rates are very low, which is a
worrying sign of risk not being assessed
properly.
A boom in floats, with Alibaba being the
poster child for excessive exuberance.
Takeovers resemble 2000 and 2007.
Investors are rewarding corporate buybacks,
which shows a lot of companies are out of
ideas and simply chasing higher share prices.
Forward P/Es for Wall Street are very high
The Fed will soon start raising rates and that
will test out the confidence of the market.
All these issues will explain why this bull market will
end but, as always, it’s all about the timing.
The one thing Mackintosh didn’t do is test out his
own thesis. He simply looked for warning signs.
When crashes come, interest rates aren’t around
zero in places like the US and Europe.
There’s an old saying that goes “don’t fight the
Fed” but it and its sister central banks are behaving
differently, which makes other things different.
The only cross to get cross about
A correction will happen before the Fed raises
interest rates but that will be another buying
opportunity, as long as the US economy keeps
reacting to low interest rates. If this process falters, it
will be death for the bull markets and you will be
cross if I don’t see it in time to warn you.
That’s the death cross I care about and can’t ignore!
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How to find a great stock – part 2
by Tony Featherstone
How do you find a blue-chip company? It’s hard but
some basic metrics and information about the
company is a good place to start.
Last week we looked at the industry, sustainable
competitive advantage and business model. To that
today we add four more factors worth analysing when
trying to find good companies for your portfolio.
For the first three factors, click here.
4. If you use only one financial metric, choose…
… Return on Equity (ROE). By showing the return on
each dollar of shareholder funds, ROE is the most
insightful and useful financial metric. It will tell you if
the company has a clear sustainable advantage.
ROE is:
• Net profit after tax and before abnormals/
shareholders equity.
Unlike the Price Earnings (PE) multiple, ROE does
not have a market input (price) that can be right or
wrong, depending on market sentiment. And unlike
focusing on net profit alone, ROE evaluates the profit
in relation to the resources required to earn it.
Ideally, look for companies with ROE of at least 15%
and a history of rising ROE. High and rising ROE is
usually a precursor to a higher intrinsic or true
company value, and rising share price. REA Group is
a good example: ROE rose from 15% in FY06 to 36%
in FY14. That says REA is working each dollar of its
shareholder funds harder and harder. Consequently,
REA’s intrinsic value rises and the share price has to
follow it higher.

5. The balance sheet and capital structure
Some look at the balance sheet from a “margin of
safety perspective” to ensure the company is not
overloaded with debt. Fair enough. I look at the
balance sheet for clues on the strength of the
company’s sustainable competitive advantage and
business model.
High ROE gives the company surplus cash flow and
greater ability to fund growth without excessive debt
or share issuance that dilutes owners. I seek three
main things:
Rising cash flow generated from operations,
and a funding surplus.
A net debt-to-equity ratio (debt less cash, as a
percentage of total equity) below 40%. The
lower the better. No debt is usually a great
sign.
The capital structure, in particular share
issuance over the past decade, and options
and other securities to get a true sense of the
enterprise’s value. I like companies that are
mean with share issuance and don’t treat
equity like confetti to raise funds.
6. A global footprint
An attractive industry, sustainable advantage, strong
business model, high ROE and strong balance sheet
are great signs. But they only last so long in a small
market such as Australia, where blue-chip companies
can quickly exploit their advantage.
With the exception of the big-four banks, I like
companies with a global footprint and an ability to
leverage their skills to larger markets. The share
registry, Computershare, is a good example of an
Australian company with a valuable global footprint.
Ainsworth Game Technology is another, as is
Macquarie Group. If your blue-chip company depends
mostly on Australia for profits, it will have a more
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challenging time in the next two years.
7. Valuation
I could write about PE multiples, discounted cash flow
valuations, or valuing companies based on future
ROE and a required rate of return. Here’s the truth:
trying to value multi-billion dollar companies, such
BHP Billiton and Commonwealth Bank, from scratch
is impossible for most retail investors. In some ways,
it is dangerous to try.
Over the years, I’ve found the most effective strategy
is buying the highest-quality companies during market
corrections and share-price pullbacks. It’s not a
foolproof formula, but identifying great companies and
buying them during bouts of market weakness can
handsomely reward long-term, patient investors.
For years, I have suggested buying the big internet
advertising stocks (Seek, REA and Carsales) during
market corrections or pullbacks. There’s no valuation
science behind that strategy, simply a recognition that
the highest-quality companies usually need a market
shakeout to get back towards fair value or, rarely, well
below fair value.
And if a correction turns into something more serious,
I take comfort from holding great companies – not the
riff-raff that is dumped first and is last to recover.
- Tony Featherstone is a former managing editor of
BRW and Shares magazines. All prices and analysis
at September 24, 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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Why you should back a biotech
by James Dunn
The 100-plus life sciences companies listed on the
Australian Securities Exchange (ASX) do an amazing
variety of things. Australian medical research is
world-class and it can give rise to globally successful
drugs and diagnostics.

Bionomics (BNO)

But it is a lonely road trying to struggle along alone in
a southern hemisphere market: Australian biotechs
need to catch the eye of northern hemisphere
backers to make a real mark.
Source: Yahoo!7 Finance, 29 September 2014
It’s also important to note that they can be quite
speculative and don’t suit the risk profiles of all
investors.
But if you are looking for something different to add to
the edges of your portfolio, here are four of what I
believe are the most interesting biotechs. All of them
have received big votes of confidence from such
influential backers in the last 12 months. There are no
guarantees with any of these stocks, and their
share-price graphs resemble rides at Dreamworld:
but there is great potential in each of them.
Bionomics Limited (BNO, 58 cents, market
capitalisation $242 million)
In June, Adelaide-based Bionomics announced an
exclusive research collaboration and licensing
agreement with Merck – the world’s fifth-biggest drug
company– for its compound, BNC 375, and the
research program off the back of it. The compound
has shown quite promising results on Alzheimer’s
Disease and is considered to have the potential to
treat a wide range of cognitive dysfunction, ranging
from Alzheimer’s and Parkinson’s disease to
schizophrenia and ADHD.

Merck is funding all research and development,
including clinical development, of BNC375, and taking
on responsibility for worldwide commercialisation of
any products from the collaboration. Merck is paying
Bionomics $20 million in ‘milestone’ payments, and
if BNC375 gets to become an actual drug given to
human patients, Bionomics will receive up to $506
million.
The upfront payments from Merck actually allowed
Bionomics to report a maiden profit for the year
ended 30 June 2014, of $3.2 million.
The deal is considered a huge endorsement and
validation of Bionomics’ drug discovery capabilities.
As Australian broker Shaw Stockbroking put it, “not
only is it the largest deal done by an ASX-listed
biotech for a single product, it surpasses anything
seen for an Australian pre-clinical drug candidate by a
long way.”
This agreement followed the signing of an option and
licensing agreement with Merck in July 2013 for
Bionomics’ program to discover and develop
small-molecule candidates for the treatment of
chronic pain. This deal could be worth up to US$172
million to Bionomics in option fees and milestone
payments.
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Bionomics also has research programs developing
treatments for multiple sclerosis (MS) and other
auto-immune diseases, and cancer, with its BNC105
anti-cancer agent, its cancer stem cell candidate
BNC101 and its anti-cancer compound VEGRF3.
Viralytics Limited (VLA, 28.5 cents, market cap.
$52.4 million)
Sydney-based Viralytics works in the virotherapy
area, which involves re-programming viruses to
destroy cancer by infecting and killing the cancer
cells, while sparing normal tissue. Virotherapy is
considered one of the “hottest” areas of
biotechnology research at the moment. Viralytics’
lead product, CAVATAK, is a proprietary formulation
of the common cold virus, first developed at the
University of Newcastle, New South Wales, in 1999.
Viralytics holds the intellectual property rights to the
virus under a recently renewed contract with the
university.

The raising will fund its clinical trial program through
to the end of 2016, including its Phase II CALM
(CAVATAK in Late-stage Melanoma) trial in
advanced melanoma patients in the US, and the
Phase I/II STORM (systemic treatment of resistant
malignancies) trial in solid cancer patients and the
Phase II randomised trial in advanced melanoma
patients.
Mesoblast Limited (MSB, $4.35, market cap. $1.41
billion)
One of the largest biotechs on the ASX,
Melbourne-based regenerative stem cell
biotechnology company Mesoblast may have
announced a widening loss in the year to 30 June
2014 – and no dividend – but analysts say the
company could, by the end of 2014, be the first
company to get a stem-cell therapy product to market
in the developed world.
Mesoblast (MSB)

Viralytics (VLA)

Source: Yahoo!7 Finance, 29 September 2014
Source: Yahoo!7 Finance, 29 September 2014
CAVATAK can be potentially used against a range of
common cancer types, including prostate, lung,
melanoma and bladder cancer. CAVATAK has
“orphan drug” status from the US Food & Drug
Administration (FDA), denoting a drug that has been
developed specifically to treat a rare or major medical
condition – and which, because of that, will be
fast-tracked through marketing approval (and in the
European Union, as well).
Viralytics raised eyebrows on the ASX in January with
a capital raising of $27.1 million that almost doubled
its market capitalisation and brought a dozen
specialist biotech investors on to its share register.

The company’s lead product, MSC-100-IV, is the
world’s first approved allogeneic stem cell
therapeutic (where healthy stem cells from a donor –
usually genetically related – are used to replace the
person’s unhealthy ones), and the only allogeneic
stem cell therapeutic designated by the FDA as both
an “orphan drug” and a “fast-track” product. It is
being developed for the treatment of
steroid-refractory acute graft-versus-host disease
(GVHD).
Japan’s JCR Pharmaceuticals has exclusive rights in
Japan to use Mesoblast’s proprietary stem-cell
technology. JCR is expected to file for registration of
its JR-031 product (to treat GVHD in children and
adults who have had bone-marrow transplants),
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which is based on the Mesoblast technology, in
Japan in the second half of 2014.
The treatment of GVHD is one of three “Tier 1”
stem-cell products that Mesoblast says have
“mid-term revenue potential.” The others are aimed
at chronic degenerative lower-back disc repair, and
for repairing cardiac muscle damage from congestive
heart failure. There is also a pipeline of what
Mesoblast calls “Tier 2” products. The company
expects to have at least three products in phase III
trials next year and possibly to have two products in
the market in 2016.
Avita Medical (AVH, 9.6 cents, market cap. $31.2
million)
Perth-based Avita Medical is commercialising its
ReCell technology, which involves using a patient’s
own skin cells to create a skin graft that takes away
the risk of rejection or scarring, enabling better
treatment of burns, wounds, ulcers and skin
blemishes.
Avita Medical (AVH)

Source: Yahoo!7 Finance, 29 September 2014

AFIRM believes ReCell is potentially a
“transformational” technology in treating wounded
soldiers: the treatment also has huge implications in
the area of burns and scalds, particularly in children.
Given positive results from the Phase III clinical trial,
US firm Zacks Investment Research says ReCell has
a potential sales opportunity in the US alone of
US$100 million a year.
The trial has had difficulty recruiting appropriate
patients – and this has seen the share price slump –
but, this month, the FDA agreed to widen the
eligibility, which should get the trial back on track
soon.
The beauty of ReCell is that it is a “platform”
technology, with a wide range of applications, from
burns to chronic wounds, such as leg ulcers, all the
way up to aesthetics. Avita is targeting three very
different markets – burns, chronic wounds
(particularly diabetes-caused ulcers in the developing
world) and aesthetics/cosmetics.
Ultimately, Avita expects ulcers to be its most
profitable segment by volume, while conversely, the
most profitable segment by value will be
aesthetics/cosmetics in the developed world – a
market in which people are prepared to pay a lot of
money.
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.

ReCell was developed by plastic surgeon Professor
Fiona Wood, clinical professor with the School of
Paediatrics and Child Health Care at the University of
Western Australia in Perth, and consultant plastic
surgeon at Royal Perth Hospital, who is a
non-executive director of Avita.
A Phase III Food & Drug Administration (FDA) trial is
underway, involving 10 US burns centres, helped by
$2.6 million in grant funding from the US Department
of Defense, the US Army, and the US Armed Forces
Institute for Regenerative Medicine (AFIRM).
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
Stockbrokers are using the quiet post-August
reporting season time to revisit price forecasts for
bulk commodities and industrial metals and the
results are clearly on display, with upgrades far
outweighing downgrades.
There’s no reason to get too excited about a
resources come-back just yet, as most changes in
ratings represent a switch from negative to neutral,
but regardless, one would have to assume that, at the
very least, a platform is being put in place for the next
wave of buying interest; exact timing unknown.
In the good books
Alumina (AWC) was upgraded to Neutral from
Underperform by Credit Suisse. The broker
assumes higher aluminium and alumina prices in
2015 and that AWAC cash generation and earnings
will rise materially. Hence, the broker’s FY15 profit
forecasts are raised by 39%.

Cochlear (COH) upgraded to Outperform from
Underperform by Macquarie. Although Cochlear’s
sales growth has eased in recent years, the size of its
installed base has continued to grow strongly. Thus
the broker believes N6 upgrades from the installed
base, as aside to new sales, will provide an upside
earnings surprise for COH in FY15.
Independence Group (IGO) was upgraded to
Outperform from Neutral by Credit Suisse and to
Buy from Neutral by Citi. Independence Group is
lagging other nickel producers in the rally over the
last six months but has robust valuation metrics,
according to Credit Suisse. Citi says Independence
Group’s domestic focus is paying off but the broker
still retains a preference for Western Areas (WSA) in
nickel exposure.
Iluka Resources (ILU) was upgraded to Neutral
from Underperform by Macquarie. Near-term risk
has abated, with positive pricing momentum in key
markets. Longer term, Iluka is facing headwinds as a
number of emerging producers threaten market share
and Macquarie believes the company’s current
portfolio is poorly positioned in the face of changing
markets.
New Hope Coal (NHC) was upgraded to Hold
from Reduce by CIMB Securities. The company
has provided further clarity regarding the timing of the
approvals and construction of the New Acland
expansion, to commence a year later than CIMB had
expected. Rolling forward valuation has more than
offset the impact of the revised New Acland time line.
See also NHC downgrade.
Regis Resources (RRL) was upgraded to Neutral
from Underperform by Credit Suisse. FY15
guidance for 305-355,000 ozs at a $835-915/oz cash
cost is unchanged. The broker believes conservative
grade and throughput guidance offers upside for the
stock.
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In the not-so-good books
New Hope (NHC) was downgraded to Neutral
from Outperform by Credit Suisse. New Hope is
most negatively affected by Credit Suisse’s coal
price forecast revisions, with FY15 profit expected to
be down 39%. See also NHC upgrade.

Earnings Forecast

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.
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Shortlisted – Aussie dollar, Amcor
by Penny Pryor
Over the last week or two, the fall in the Australian
dollar that we’ve been forecasting for some time has
come to pass. After being stuck above 90 cents for
months, it’s now hovering at around 87 cents.

Commonwealth Bank of Australia (CBA)

But what’s interesting is that markets have followed it
south as well.
Peter had this to say about why on Saturday.
“Some of you might have been surprised that stocks
have fallen with the diving dollar but this is a
well-worn path. As US investors, worried about our
currency correction (which too has been overdue) exit
$A assets such as our once very attractive yield
stocks, the dollar and the stock market had to fall.”
And fund manager extraordinaire George Boubouras
also said on Switzer TV last week that it’s not
surprising for banks, utilities and REITs to sell off
aggressively when the Aussie dollar falls very quickly.
“But remember, depending on who you are,
depending on what kind of investor you are, if you are
a self managed super fund client, it doesn’t really
matter because you are holding those banks for the
next 10, 20 or 30 odd years and you need that
dividend income coming through and the franking,”
he said.
This morning, CBA – which Peter called one of the
best companies in the world on Saturday – was
trading at $75, off a high reached in July of $83.92,
and is likely to go lower. But if you’re primarily
interested in yield and are ok with capital volatility,
don’t discount these cheaper prices.

Source: Yahoo!7 Finance, 29 September 2014
If you’re in an SMSF, which is overweight cash,
George says “you should re-invest some of that into
healthy looking dividend players and the banks are
part of that solution, insurance companies are part of
that solution, utilities are part of that solution, telcos or
Telstra too.”
As the US dollar rises, companies that report in the
US dollar, or have a big chunk of their earnings
dependent on the US, will eventually do better and
one company Peter has liked for a long time is
packaging company Amcor.
On Thursday, Charlie has also promised to outline
some of the companies that investors should be
looking at in this market.
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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Property players snap up stock
by Staff Reporter
This week, the auction clearance rate was 72%
across the combined capital cities, compared to
70.8% last week and 73.5% this time last year.
Housing market specialist at RP Data, Robert
Larocca, said this is the fifth consecutive week where
national clearance rates have been above 70%.
Weekly clearance rate, combined capital cities

Australian Property Monitors (APM) said the inner
west produced the highest clearance rate of all
Sydney suburban regions at the weekend, followed
by the upper north shore, the city and the east.
Prestige auction sales were also on the boil, with a
reported 26 sales going under the hammer for over
$2 million. The most expensive property reported sold
at auction was a three-bedroom unit in Darlinghurst,
which went for $5.7 million.
Melbourne’s auction hot spot at the weekend was
the outer east. The most expensive property reported
sold at the weekend was a 10-bedroom home in Glen
Waverley, which went for $1.6 million.

Sydney’s clearance rate was 78.5%, just creeping
above last week’s rate of 78% and the second week
in a row when rates have been above the year to date
trend of 75.2%.

APM senior economist, Andrew Wilson, said that
underlying demand for housing in Melbourne has
continued to rise strongly as the population grows.
The Victorian population rose by 1.9% over the 12
months to March, the fastest growth of all the states,
bar Western Australia.

Melbourne’s clearance rate matched Sydney’s this
week at 78.5%, compared to 72.1% last week.
However, property volumes were also quite low (104
compared to Sydney’s 927), as grand-final weekend
served as a great distraction to potential Melbournian
sellers.

Last week, chief executive officer of McGraths Estate
Agents, John McGrath, said investors should keep
their eyes on the next Australian capital city to boom
– Brisbane.

Capital city auction statistics (preliminary)

His top suburban picks in Brisbane include
Indooroopilly, Carindale, and Hendra.
And chief executive officer at WBP Property Group,
Greville Pabst, made it clear that he’s not too worried
about where national property prices are headed.
“While growth is currently positive, it’s also stable
and not exorbitant to a point necessitating a
correction in a year’s time – a calming notion for the
more discerning buyer,” he said.
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Capital city private treaty median prices

The median price house price across the combined
capital cities was $537,792 after almost 7,000 sales
were made.
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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