Issue 280, 22 April 2014

A leg up
My message for you today is not to be shaken, or stirred, by what's going on in the markets lately. I
stick firmly to my view that we will end the year higher, not lower, as the fundamentals are all still
strong. Earnings season in the US is currently underway and that will also provide some guidance.
Today, I explain why there is no need to stress.
Also in the Switzer Super Report today, Paul Rickard road tests a new ETF that is focussed on income
and based on a UBS research index. Speaking of income, we also have James Dunn's analysis of
which infrastructure stocks will provide you with the best yield.
Sincerely,

Peter Switzer
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Why I think this bull market has legs
by Peter Switzer
Back in January, the Wall Street Journal said this:
“The US stock market is more overvalued than it was
at the majority of the past century’s peaks.” And this
was based on six well-known valuation ratios.
But the WSJ did not say it was pull out time. Instead,
it reminded us that in other bull markets these
valuations were “even more overvalued.” I liked
reading that. Even more importantly, John Wasik
wisely added “no two market peaks behave the same
way.”
This time is different
And this current bull market is a unique one coming
out of near Great Depression experience, with central
banks nuking the economic challenge with a
monetary expansion that is unbelievably unique.

stocks, and the improving global economic picture,
keep me positive that this will be a longer than usual
bull market.
So far, US earnings have been OK, considering the
weather effects from the big freeze, which can’t be
underestimated.
“Typically in any weather-related disruption, 25 to
35% of the economic activity is lost, but the majority
of it is just deferred,” said Jeff Kleintop, chief market
strategist at LPL Financial, on CNBC. “The pent-up
demand should boost second-quarter results.”
And S&P Capital IQ says future earnings look very
positive for US companies. This is a reliable
forecasting unit I have followed since 2008.
Don’t fight the Fed

Ned Davis Research shows that there have been 35
bull markets (in the US) since 1900 and the average
loss to an ensuring bear market was 31%.
On a P/E basis, the S&P 500’s P/E is around 15 and
24 out of the past 35 bull markets before they
crashed were over 18, according to the Ned Davis
Research, so 15 gives me comfort that we can give
the US stock market a fair bit of benefit of the doubt.
By the way, if the current earnings season can
surprise to the high side, it can take the P/E down.
Share prices inevitably run ahead of earnings and
that pushes the P/E ratio up, while better than
expected earnings pushes it down.
To be honest, the WSJ article did show on other
market-testing ratios the S&P 500 could be near a top
but I think this is going to be a special bull market.
Averages are made up of all-time highs and lows and
I think the role of central banks, the low level of
interest rates, which is the biggest competitor for

Prominent economist, Ed Yardeni, formerly of
Deutsche Bank and now at Yardeni Research, sees
the S&P 500 topping 2000 this year – it is currently at
1872 – and so that’s a 6.8% gain. He thinks the
prophets of doom expecting a bear market have not
learned one of the biggest lessons of investment life –
and that it is madness to fight the Fed. I say that’s
especially so when the world’s heavyweight central
banks are bonding together to turn around a global
economy!
Another reason why I think this bull market has legs is
that we really have not seen the broader market get
sucked into the euphoria phase – the last section of a
bull market. Sure, the Internet stocks have run hard
and stupidly too high, but they have been brought
back closer to earth in recent weeks. Here in
Australia it has been dividend-paying stocks plus
BHP and Rio that have done most of the hard work,
taking our All Ords higher but I find it hard to believe
that cyclical industrial stocks will miss out on a surge
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in this bull market.
That should come when the greenback goes higher
on rising interest rates and a better economy in the
US, which takes our dollar down just as the global
economy looks stronger, thanks to the actions of
central banks. Macquarie’s research smarties have
tipped this will be a long, slow grind higher and they
are referring to both the economy and the stock
market and that suits me fine.
Of course, our job here is to continually look for signs
to confirm or deny these expectations and, right now,
I am definitely no bull market denier!
Watch the earnings
One final point needs to be made. This week, 159
companies in the S&P 500, or about a third of the
value of the index, report first-quarter earnings and
this will help pass judgment on US corporate
earnings, which are tipped to fall by 1.1%, which
would be the first fall since the third quarter of 2009.
Of course the weather will be blamed but this is
short-term stuff and most of us are long-term
investors, so what’s the best I can offer you?
Try this from Quincy Krosby, a market strategist at
Prudential Financial: “The data are suggesting that
we will gain economic momentum. There is a sense,
more and more, that the economy won’t run into
another soft patch this year.”
Also, the Conference Board’s index of leading
indicators was out overnight and it rose 0.8% in
March, after a 0.5% rise in February and a 0.2% gain
in January. The expectation was 0.7% and so the
stuff we are seeing now about the US’s economic
future is getting better. I like that.
And by the way, company reporting so far has been
better than expected and experts say when weather
affects GDP, the production and demand is not lost
but simply deferred, which augurs well for the
economy and earnings for the rest of 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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Infrastructure stocks that offer a good yield
by James Dunn
Infrastructure is in the news, with the Commonwealth
Government deciding to dust off the plans for a
second airport for Sydney, at Badgerys Creek, 56
kilometres west from the central business district, to
lessen what is seen as the pressure on Sydney’s
Kingsford Smith Airport at Mascot.
The news took 4.4% off the share price of Sydney
Airport (SYD), the owner and operator of Kingsford
Smith Airport, under lease until 2097. But while a
second Sydney airport would theoretically compete
with Kingsford Smith, the reality is that major
international carriers would still want to fly into
Kingsford Smith, which has scale and quick links to
the central business district; and SYD has first right of
refusal over the second airport.
That means that (a) any second airport would mainly
accommodate surplus demand that Sydney Airport
was unable to meet, and (b) SYD would be the most
likely entity to develop and own a second airport.
The discussion has brought investor attention back to
the infrastructure stocks, a sector of the Australian
Securities Exchange (ASX) that has – like the real
estate investment trusts (REITs) – cleaned up its act.
Just as the REITs got the financial engineering bug
pre-GFC, ramping up their gearing, expanding
overseas and developing non-rental sources of
income, many of the infrastructure stocks geared-up
well beyond what their cash flows could support.
But post GFC, the sector has largely settled down
into what infrastructure should represent to an
investor: a defensive asset class, offering the
potential for stable, inflation linked income, portfolio
diversification and capital growth.
In particular, the “regulated” infrastructure stocks,
such as electricity distributor Spark Infrastructure
(SKI), electricity and gas transmission and distribution

group SP AusNet (SPN), gas pipeline operators APA
Group (APA) and Envestra (ENV), and diversified
energy infrastructure investor DUET Group (DUE),
have become favourites of conservative,
yield-conscious investors, who want access to the
relatively predictable cash flows from strong
ownership positions in essential-service
infrastructure.
Come fly with me
Sydney Airport does not qualify as a regulated
infrastructure stock: its performance is economically
cyclical, and depends on passenger numbers through
the airport. It has developed highly lucrative cash
flows in the form of retail operations (22% of
revenue), car parking (12% of revenue) and
property/car rental (17% of revenue): all up, these
sources just shade aeronautical services (49% of
revenue) as the dominant contributor to revenue.
SYD has been a strong performer, with a 12-month
total return (dividends plus capital growth) of 31.8%,
and 33.4% a year over the last five years, but as is
common with performance of that kind, the stock
appears fully valued. The analysts’ consensus target
price (collated by FN Arena) has it trading, at $4.11,
just three cents short of target. On yield grounds,
investors are still expected to pick up 5.8% in FY14
and 6.3% in FY15, which does not look enough to
make up for minimal capital growth likelihood.
Sydney Airport is not the only airport stock listed on
the ASX: Auckland International Airport (AIA), its
counterpart in New Zealand’s largest city, also has a
dual listing in Australia. AIA has also been a very
good performer for Australian investors: a total return
of 53.5% in the last 12 months, up 35.3% a year over
the last three years and up 26.7% a year over the last
five years, but on yield grounds, AIA does not stack
up: having not paid an interim dividend this year –
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because of a one-for-ten share cancellation and a
payment of NZ$3.43 for each share cancelled – its
yield is expected to fall to 1.7% this year and 3.6% in
FY15.
Also a problem for Australian investors is that the
imputation credits from fully franked New Zealand
dividends are not available to Australian residents:
the New Zealand government refunds the imputation
amount to foreigners, minus 15% withholding tax.
This refund is paid as a supplementary dividend,
increasing total dividends received by foreigners by
about 18%. This makes New Zealand dividends not
as tax-effective for Australian investors as local
stocks paying fully franked dividends: this is a very
important consideration for SMSFs.
The better options
On the regulated infrastructure front, Australian
investors have a small but high-quality population of
stocks to choose from, comprising:
Regulated utility SP AusNet (SPN), which
operates Victoria’s primary electricity
transmission network, an electricity
distribution network in eastern Victoria and a
gas distribution network in western Victoria.
Spark Infrastructure (SKI), which owns 49%
stakes in three electricity distribution
networks: CitiPower and Powercor in Victoria;
and SA Power Networks in South Australia.
Gas pipeline operator Envestra (ENV), which
delivers natural gas to more than one million
Australians in South Australia, Victoria,
Queensland, NSW and the Northern Territory.
APA Group (APA), which operates gas
pipelines and storage facilities across
Australia. (APA owns 33% of Envestra, and
manages and operates its gas distribution
networks and pipelines under a long-term
agreement, and is trying to buy the rest in a
$2.1 billion deal.)
Diversified energy infrastructure investor
DUET Group (DUE), which owns majority
stakes in three Australian assets: the
Dampier-to-Bunbury Pipeline (DBP), United
Energy, and Multinet Gas, which distributes
electricity and gas to eastern Melbourne and
the Mornington Peninsula. Multinet and United

Energy are regulated utilities, while the DBP
operates under contracts: it will come under
regulation in 2016.
Transurban Group (TCL), a toll-road owner
and operator with interests in Australia and
the United States. It wholly owns the CityLink
tollway in Melbourne and the Hills M2 and the
Lane Cove Tunnel in Sydney, and owns
majority or half stakes in six other roads, three
in Sydney, one in Melbourne and three in
Virginia in the US).
What you should be looking for in an infrastructure
stock is a strong yield, from a payout that is well
funded from earnings. Mature infrastructure
companies are able to pay out more than 100% of
profit because their predictable earnings and strong
free cash flows cover it – but payout ratios of 200%
plus are grounds for concern. Only Transurban and
SP AusNet offer any franking.
Most stocks appear fully valued, with only Spark
Infrastructure offering any meaningful upside to target
price. The three stocks projected to pay nominal
yields of 6% plus in FY15 – DUET Group, Spark
Infrastructure and SP AusNet – look the best current
value at present, given reasonably favourable
outcomes from their next rounds of regulatory review.
And that is the major caveat when it comes to
regulated infrastructure plays.
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Tale of the tape

Source: FN Arena, company data
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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Product road test – a UBS dividend ETF
by Paul Rickard
If you are looking for a portfolio of shares biased to a
higher franked dividend yield, then the ‘UBS IQ
Research Preferred Australian Dividend Fund’ may
be an option worth considering. Unlike most ETFs
(exchange traded funds) that track passive market
capitalisation indices, this ETF tracks an index that
comprises UBS’s top research picks.
Launched earlier this year, the UBS IQ Preferred
Australian Dividend Fund (ASX Code: DIV) provides
exposure to a diversified portfolio of approximately 40
securities, selected by UBS, designed to provide
sustainable income via the distribution of dividends
and franking credits. It follows the success of another
exchange traded fund from UBS, the ‘UBS’s IQ
Research Preferred Australian Share Fund’ (ASX
Code ETF), which was launched in 2012.
The research process
UBS creates the index (the ‘UBS Research Preferred
Dividend Index’), which comprises approximately 40
securities. The process is:

modified free float market capitalisation model
calculated with reference to both size and liquidity.
According to UBS, this results in a portfolio where
weightings are more evenly allocated between larger
market cap and smaller market cap securities.
The index is rebalanced and reweighted on a
quarterly basis. A turnover cap of 15% is applied to
limit changes. Should UBS downgrade the rating of a
stock to a “sell” between quarterly rebalances, the
stock may be removed from the index.
The ETF
The ETF is designed to passively track the UBS
Preferred Dividend Index. It is listed on the ASX and
trades under the code DIV. The underlying stock
portfolio and sector weightings as at 31 March are
shown below. These highlight strong sector biases in
financials, consumer discretionary, industrials and
utilities – with underweight positions in
telecommunications, health care and materials.

Eligible securities are those rated “buy” or
“neutral” by UBS (a “buy” rating
corresponds to predicted market
outperformance, “neutral” to predicted
market performance);
Consensus forecasts are used to eliminate
securities that are predicted to not pay a
dividend in the next 12 months;
Quantitative filters, with a focus on financial
statement quality and forecast dividend yield,
are applied, the latter grossed up for franking
credits, and each security is ranked;
The highest-ranking securities are selected,
provided that at least one of the major banks
is represented.
The 40 or so securities are then weighted, using a

07

This is the hard question to answer, because the data
on the index/fund is only available since 14 January,
and there is no ready comparator to determine its
performance.
So investors are going to need to be mindful of this
when evaluating the performance of their investment.
Hopefully, they should enjoy a higher sustainable
income (more likely at the moment to be 5 to 6% per
annum rather than the market average of 4%), near
market performance with perhaps a little less
volatility.
The pluses
UBS is one of Australia’s top rated equity research
houses – if not currently number one, it is certainly in
the top two or three. So, being able to access this
expertise in the construction of the portfolio should be
a big bonus. Further, the fund’s objective
(‘sustainable income’) is going to suit many SMSF
trustees.

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.

Management fees of 0.70% per annum are high
compared to most ETFs, however low compared to
most managed funds that embrace an active
management style or aim to outperform through stock
selection. Buy/sell liquidity is good, with UBS quoting
an active market on the ASX and the spread at only
0.1%. Because it is an ETF, investors can potentially
invest from as little as $500.
Distributions are paid quarterly, and can be
automatically re-invested through a distribution
reinvestment plan.
And the minuses
While it is not a minus and may never be, there is no
(published) data yet to say whether UBS’s research
process is shooting the lights out or not. The ETF is
designed to passively follow the UBS Preferred
Dividend Index, and we can very confidently assume
that it will track this index to a tee.
The question is not about how closely the ETF tracks
the index – it is whether this is a well-constructed
index – or not. Is the index meeting its objective, and
delivering higher sustainable income, with perhaps
less market volatility?
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The little Aussie performer
by Gary Stone
I haven’t seen the term “little Aussie battler” used
for some time when referring to the Australian dollar,
so let’s give it another name, the “little Aussie
performer”, well at least for the time being.
Despite the majority of the nation, including the
Reserve Bank, doing their utmost to will the
Australian dollar down against the US dollar, it seems
to defy all and sundry and continue showing strength
just when we all think that it will deliver our collective
wishes and fall. Having risen from a low of just below
87c to a recent high of 94.61c, where might it head
from here?
Inverse head and shoulders at a strong support
zone
Another article and another technical analysis pattern,
this time the inverse head and shoulders pattern. This
pattern is highlighted in the daily chart below, which
spans a year, by the three ellipses. The green ellipse
is the ‘head’ and the magenta ellipses are the two
‘shoulders’. The ‘neckline’ between the two
‘shoulders’ is shown by the black descending trend
line. Note that the right ‘shoulder’ has a higher
trough than the ‘left’ shoulder.

The inverse head and shoulders is a high probability
reversal pattern that occurs at trend bottoms. It is the
inverse of the head and shoulders pattern, also a
reversal pattern, which occurs at trend tops. This
particular inverse head and shoulders occurred at a
strong support zone, which is shown by the bold blue
rectangle that ranges between just below 87c and just
above 88c. The support zone is determined by past
peaks and troughs that occurred in the AUD/USD
chart, which are not shown above but which I save on
my personal AUD/USD chart.
The reversal in trend is confirmed when the price
rises and closes above the neckline, which occurred
on 6 March 2014 when the AUD/USD closed at
90.88c. This was the signal to buy the Aussie dollar
against the US dollar, especially for those who hold
US dollar assets and need to hedge their US dollar
holdings.
On 6 March 2014 the AUD/USD also completed a
five-day swing high close, which is one of the criteria
that I use to determine when to hedge my US dollar
portfolio that I trade on the NASDAQ. I use this
technical analysis technique, in conjunction with a
momentum indicator called the SIROC, because not
every reversal and breakout occurs with a near
perfect inverse head and shoulders, as occurred on
this occasion. On Friday 7 March 2014, I published
on our customer Forum that I had bought the
AUD/USD to hedge a portfolio traded on the
NASDAQ in US dollar.
So where to from here for the AUD/USD?

Source: Beyond Charts

There is no doubt that the Australian dollar is in a
textbook upward trend against the US dollar. It
appears that the AUD/USD spot price is heading for
the resistance zone above the current price, which is
shown on the chart by the middle blue rectangle
between 95.25c and just below 98c.
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The current retracement should find support at the
bottom upward angled bold red trend line and then
continue rising towards the upper part of the rising
channel and towards the resistance zone.
Of course, the AUD/USD might fall directly from
current levels. If so, a trailing stop loss could be
placed at just below 92c. If the AUD/USD continues
to rise from here and makes a new high above the
recent high of 94.61c, then the stop should be raised
to just below 93c, which is where the currently
forming trough is. For myself, I will be watching the
SIROC momentum indicator that I use for a potential
exit. Until then, I will remain long the AUD against the
USD.
Gary Stone is the Founder and Managing Director of
Share Wealth Systems.
Gary Stone will be a guest speaker at this year’s
Annual Australian Technical Analysis Association
(ATAA) Conference in Melbourne from 9 – 11 May.
Click here to find out more about the conference.
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 Rudi Filapek-Vandyck
Broker activity in the shortened Easter week was
mainly driven by analysts’ earnings revisions and
share price falls, which improved valuations. Market
darling Carsales.com.au is back in at least one
broker’s good books and Woolworths also got an
upgrade on the back of expectations for better
grocery earnings.
As this is also the time when updates and
re-assessments are being released for commodities
prices, much of the overall activity is focused on local
mining stocks, at least when it comes to adjustments
in earnings estimates and valuations/price targets.
In the good books
Credit Suisse upgraded Carsales.com.au (CRZ) to
Outperform from Neutral. Credit Suisse observes the
share price is now below the level prior to its
announcement to buy South Korean automotive
trading business SK Encarsales and this provides a
fresh opportunity to buy into Carsales.com’s offshore
expansion story at a reasonable valuation. The broker
believes the acquisition was important as it bulks up
the international portfolio and growth options.

also thinks the outcome of the financial systems
inquiry is likely to be positive for regional banks.
Citi upgraded Western Areas (WSA) to Neutral from
Sell. Citi has rolled forward earnings-based multiples
and incorporated a bullish view on nickel, based on
the likelihood that Indonesia’s ore export bans will be
enforced. Profit forecasts for Western Areas are
raised to $54m in 2015 and $131m in 2016, based on
forecast annual production of 25,000t nickel in
concentrate for the next five years.
Macquarie upgraded SP AusNet (SPN) to Outperform
from Neutral. Ahead of SPN’s result next month, the
broker has increased its forecast FY15-16 earnings to
reflect higher income from electricity distribution. The
broker suggests the regulated utility sector is now
fully valued but SPN’s conservative balance sheet
protects it from any surprises. Macquarie expects
SPN to maintain its steady dividend growth path.
UBS upgraded Woolworths (WOW) to Buy from
Neutral on expectations for Woolworths to outperform
over the next 12 months due to stronger growth in
grocery earnings and easing concerns over the
Masters business. Based on better trends in Masters,
the broker thinks the implied valuation should
improve. UBS has upgraded FY15-17 forecasts by
2-5% based on higher food and liquor inflation and
cost cutting.
In the not so good books

BA-Merrill Lynch upgraded Bendigo and Adelaide
Bank (BEN) to Buy from Neutral. Merrills observes
the stock has traded sideways since February and
underperformed rival Bank of Queensland (BOQ) by
13%. The stock now looks better than BOQ in the
broker’s view and the rating is upgraded. The broker

CSL (CSL) was downgraded to Hold from Buy by
Deutsche Bank. Deutsche Bank observes CSL has
been a beneficiary of competitor supply disruption in
recent years, but this has also opened the door to
smaller players. A return to price volatility seems
unlikely to the broker but the competitive dynamics
have undoubtedly risen. With the threat from new
extended half-life haemophilia therapies, the broker
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sees fewer catalysts for above-market growth in the
next couple of years.

BA-Merrill Lynch downgraded Aristocrat Leisure
(ALL) to Underperform from Neutral. The market may
like the offshore earnings and scope for capital
returns but the broker remains concerned about cash
flow. Specifically, more widespread use of vendor
financing in Australia, and a capex drain from
participation units in the US, does not inspire the
broker. Merrills suspects this could undermine the
potential to return capital.
UBS downgraded Oz Minerals (OZL) to Sell from
Neutral, following its quarterly result. OZ Minerals has
reported March quarter production of 18,200 tonnes
at a US$1.22/lb cash cost. This is better than UBS
expected and ahead of guidance. Copper sales of
15,000 tonnes were below expectations. The broker
forecasts a significant reduction in cash at the end of
June, with a forecast outflow of $110 million in the
March quarter and $50 million estimated for the June
quarter, resulting in an interim cash position of around
$210 million.

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 – Dick Smith, Telstra
by Penny Pryor
It’s still a pretty choppy market but there are always
opportunities. Something on Peter’s watch list is Dick
Smith (DSH), after it reported a lift in sales for the
March quarter. Peter had dinner with chief executive
officer Nick Abboud a few weeks ago and was
impressed with his plans for the company.

Arena.

CIMB Securities also likes Dick Smith and thinks
there’s a buying opportunity to be found. It has a
price target of $2.70 on the $2.24 stock.
CIMB likes the number of initiatives the company has
rolled out for FY15 in order to grow sales. The broker
thinks there’s potential for the payout ratio to
increase to 70% from 60% or the company to assess
acquisitions. It has an Add rating on the stock and
Macquarie has an Outperform rating.
Paul Rickard has Toll Holdings (TOL) and Telstra
(TLS) on his buying list.

Yellow Brick Road’s Mark Bouris was on Switzer TV
last week and while he revealed The Apprentice
would be back on our screens this year, he also said
he wasn’t too worried about a housing bubble right
now as long as certain pockets, particularly in
Sydney, didn’t get too carried away.
His most sage piece of advice was this: “The yarn is
don’t pay too much money for something.”
But he also said we should expect a tough budget,
even if we don’t want one, and for interest rates to be
on hold.
“I don’t want another cut. I don’t think we need
another cut,” he said.
“I don’t expect we need a series of rate rises.”

“Telstra performed well last week and seems to have
found strong support around $5.00,” Paul says.
Toll Holdings is currently out of favour with the market
and Paul is not expecting any rapid recovery in price,
but he is not sorry he bought it at $5.17 at the
beginning of the month. It is currently trading around
$5.25 with a target price on FN Arena of $5.43.

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.

Brokers are neutral to underweight on Toll with five
neutral/hold ratings, one outperform and two
underweight/underperform ratings, according to FN
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Did you know?
Easter is one of the slowest weekends of the year for auction clearance rates so we have no update today.
According to APM, there were just 30 auctions in Sydney and only two reported in Melbourne - a far cry from
the thousands reported on the Super Saturday prior to Easter.
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