Issue 352, 5 January, 2015

Happy New Year!
Happy New Year and welcome back to the Switzer Super Report for 2015!
This year we’re going to continue to provide you with everything you need to make good investment
choices. To start you off today, I’ve got my outlook for the year ahead and why you should buy the
dips. If you’d followed my advice last year, you’d be well ahead now.
Also in the Switzer Super Report today we’ve got our annual review of our portfolios. Both are up and
the income-oriented portfolio has outdone both the market and the accumulation index, adding 8.13%.
James Dunn examines five unloved resource stocks that might be due some attention – like BHP and
Origin – and Shortlisted looks at Woolworths and Rio.
Sincerely,

Peter Switzer
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Get ready, get set, get buying!
by Peter Switzer
Working off the old market cliché that as January
goes so goes the rest of the year, I’m expecting to
see a decent January ahead. The reliability of this
rule of thumb is often exaggerated by financial
journalists, but there’s about a 70% correlation of an
up month followed by an up year, so it makes sense
that I want to see a good start to the year.
(By the way, January was down about 3% on the
S&P 500 index last year but the index finished up
11.4%!)
On Saturday in the Switzer Super Report I argued we
had a good case for believing in Australia as an
investment proposition and that underpinned my
positivity for stocks this year, and at this stage for
2016.
Market rules
I would argue we’re in the third stage of Sir John
Templeton’s generalisation about a bull market.
He counselled that “Bull markets are born on
pessimism, grown on scepticism, mature on optimism
and die on euphoria.”
Even the US market is more in the optimism stage,
while we’re still fighting scepticism. Hopefully we will
make it to the optimism stage this year but it’s fair to
ask whether we could be derailed by the Yanks
getting into euphoria and taking us down with them
with a crash in 2015.
If we could operate in isolation, I’d say we have three
for four years to go before we see a crash but Wall
Street’s sneezes can give global markets a
lung-crushing cold, so analysing the US’s market
outlook for 2015 is relevant for us.
Before analysing the US for the year ahead, I think

low petrol prices that have raised average household
income by $30 a month, reduced business costs
(thanks to the fall in petrol prices), low and ‘on hold’
interest rates, nice house price rises, a dollar that has
fallen from 94 US cents to 80.8 US cents over 2014
and an Abbott Government that has to get economic
positivity happening, will all help our stock market this
year.
Our job over the year is to help you pick the best
investments, which I think we did pretty well last year.
For now, let’s rule out a US market crash that could
make our life market miserable.
The good news for America
Here are my reasons for being US confident:
The third year of a US presidential cycle has
been great for stocks.
The Fed won’t raise rates until, say,
mid-2015 and won’t rush to do it if Europe
and other global economic problems are
dogging markets.
The likes of David Tepper of hedge fund
Appaloosa Management LP who sees a 10%
rise in the S&P 500. This guy is not given to
hopeful guesses — there’s considered
analysis behind his calls.
The S&P 500 P/E is at 16, which is low given
where interest rates are. Even if it made it to
18 this year, that would still be no reason to
panic.
Central banks worldwide will be increasing
money supply and if it helps growth, the US
will benefit.
US small cap companies do well in a higher
dollar environment as import costs fall.
The price to sales ratio for the S&P 500 is
1.75 and it becomes harder to make money,
experts argue, when this ratio is over two, but

02

the last time this happened was 1999, which
was a great year for US stocks.
The oil price fall will bolster US economic
growth, which is already heading to be over
3%.
Even though the US market looks poised for
an OK year, many US market experts think
Europe will outperform, which will be good for
global growth optimism.
US company earnings are bound to keep
optimism on the rise from February onwards
with industrials, materials, technology and
consumer discretionary looking to be the best
bets.
Overall US economic data looks good, with
Bridgewater Associates’ Ray Dalio — one of
the world’s greatest investors — saying: “For
now, though, the economy is fine. We’re in
the mid part of a cycle. This is the easy part,
the good part of the cycle.”
David Darst, who is senior adviser for Morgan
Stanley on 5th Avenue, New York, (who I
interviewed a few weeks ago in the Big
Apple), has the S&P 500 up 11% for total
return, which includes a 2% dividend. This is a
good result. “You’ll see earnings rise about
7% this [coming] year and another 7% in
2016. And then you get a small expansion in
the P/E [price-to-earnings ratio] multiple from
16.4 to 16.9, times $134 [in earnings] gives
you 2,275 on the S&P 500,” he said.

And if you got in at 5070 in February and sat tight to
year’s end, you would’ve made about 6.7% without
dividends. Buying the dip with an S&P/ASX 200 ETF
remains a good strategy for 2015.
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.

Buy the dips
That’s enough on why I think the Yanks won’t hurt
our market this year. While a rising greenback and,
eventually, rising interest rates will possibly slow
down the improvement in the US economy, even the
most wary US commentators, apart from the eternal
pessimists, are tipping a 5-6% rise for the S&P 500.
But what I loved most is that the experts I follow are
running with my mantra that I harped on about all
through 2014 — “buy the dips!” Regular readers know
that worked last year and it will work this year too.
In fact, there were five big dips last year. If you’d put
new money to work on each one and only got half the
rises, because you were scared and bought in late,
you still would have pocketed 3.9%, 3.2%, 2.1%,
3.8% and 2.7%.
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Portfolios finish in the black – income portfolio
outperforms
by Paul Rickard
Key points

Income portfolio delivered 8.13% compared to
5.61% for accumulation index.
Over two years, both portfolios have
outperformed the market.
Yield sectors performed well in 2014. Property
trusts added 27.04%, Utilities 16.09% and
financials, 9.84%.

While both portfolios finished higher in 2014, the
income-oriented portfolio outperformed the market. It
returned 8.13% for the year, compared to an index
return (including dividends) of 5.61%.
Over two years, the income-oriented portfolio has
outperformed the market by 3.29% per annum and
the growth-oriented portfolio has outperformed by
2.14% per annum.
Although the total share market return was lower in
2014 (5.61% for the S&P/ASX 200 compared with
20.20% in 2013), yield based sectors again led the
market higher and portfolios with a bias to these
sectors performed strongly. For example, the largest
sector of financials, which includes the major banks,
returned 9.8% in 2014 following a 28.1% gain in
2013.

review by briefly recapping the key portfolio
construction processes applied.
The income portfolio is forecast to generate a yield of
5.01%, franked to 90.4%. The construction rules
applied include:
Using a ‘top down approach’ and introducing
biases that favour lower PE, higher yielding
industry sectors;
To minimise the market tracking risk, adopting
a rule that says that our sector biases in the
major sectors (financials, materials and
consumer staples) will not be more than 33%
away from index;
Identifying 15 to 20 stocks (less than 10 is
insufficient diversification, over 25 it is too
hard to monitor), with a stock universe
confined to the ASX 100; Within a sector,
weighting the stocks broadly to their
respective index weights, although there are
some biases; and
Of course, we look for companies that pay
franked dividends and have a consistent
earnings record.
The growth-oriented portfolio takes a very different
approach to the sectors in that it introduces biases
that favour the sectors that we judge to have the best
medium-term growth prospects. Critically, it also
confines the stock universe to the ASX 100 (there are
many great growth companies outside the top 100).

Portfolio recap
Performance
In January last year, we made some adjustments to
our Australian share ‘Income portfolio’ and
‘Growth-oriented portfolio’ (see here and here).
The purpose of these portfolios is to demonstrate an
approach to portfolio construction. As the rule sets
are of critical importance, we always commence a

The income-oriented portfolio finished up 8.13% for
the year and the growth-oriented portfolio by 3.39%
(see tables at the end). Compared to the benchmark
S&P/ASX 200 Accumulation Index (which adds back
income from dividends), the income portfolio
outperformed the index in 2014 by 2.52% and the
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growth-oriented portfolio underperformed that index
by 2.22%.

The table below shows the sector weights (as a
proportion of the S&P/ASX 200 at 31 Dec 14), and
performances (total return) for 2014.

On a two-year basis, both portfolios have
outperformed the S&P/ASX 200 accumulation index.
The income portfolio by 3.29% pa and the
growth-oriented portfolio by 2.16% pa.

Yield sectors shine

Income portfolio

Continuing a major investment theme of the last
couple of years, the yield sectors in the main shined
during 2014. Property trusts added 27.04%, Utilities
16.09% and the dominant financial sector, which
includes the four major banks and makes up a
massive 40.3% of the index, returned 9.84%.
Telecommunications, which is predominantly Telstra,
added 20.82%. The exception was consumer staples,
which fell 4.58%, dragged down by falls in the prices
of Woolworths and Coca Cola Amatil.

The income portfolio is overweight financials,
consumer staples, utilities and telecommunications;
underweight materials and consumer discretionary;
and broadly index-weight the other sectors. It also
includes an allocation to property trusts (formally
called the A-REIT sector), and somewhat more
exposure to the “cyclicals” through the selection of
stocks from the Industrial sector.

The other star sector in 2014 was healthcare, which
produced a total return of 24.38%.
The laggards include the commodity exposed sectors
(materials at -11.63% and energy at -11.97%), and
consumer discretionary at -0.94%. With no
discernible pick-up in consumer or business
confidence, and generally subdued retail sales, stock
prices for many of the companies in this sector
suffered in 2014.

The portfolio outperformed the index by 2.52% in
2014. While sector selection played a key role with
overweight positions in financials and
telecommunications, stock selection also assisted.
The inclusion of stocks such as Leighton, Orora and
Dexus compensated for the poor performance of
stocks such as AGL, Primary and more recently,
BHP. A slight bias to stocks that will benefit from a
weaker Aussie dollar, such as Brambles, also
assisted.
The income portfolio generated a yield in 2014 of
5.05% franked to 84.54%, slightly higher than
forecast at the time of selection of 5.01%.
Our income-biased portfolio per $100,000 invested
(using prices as at the close of business on 31
December) is as follows:
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At the end of May, we made some changes to the
portfolio. We reduced our exposure to the materials
sector by selling our holding in Rio for a loss of $391,
exited our holding in Primary Health Care for a loss of
$291 and replaced this with Resmed, and increased
our exposure to the consumer discretionary sector
through additional holdings in Crown and JB Hi-Fi.
Although producing a small positive return of 3.39%,
the portfolio underperformed the index by 2.22% in
2014. Our biases away from the yield sectors (for
example, no property trusts and under-weight position
in financials) hurt, and the performance of our stock
selections in the consumer discretionary sector
(Crown and JB Hi Fi) has been very disappointing.

Income includes dividends declared and payable.
*Wesfarmers includes $0.75 return of capital, $0.25
special dividend and 1:0.9827 share consolidation.
**AGL rights following 1:5 renounceable issue at
$11.00, assumed sold on last day of rights trading at
$2.62. ***Assumes 37.5% Leighton shares sold in
partial offer at $22.50, repurchased on 30/4 at
$19.08.

The stock selections that favoured a lower Aussie
dollar – CSL, Brambles, Resmed, Amcor and
Computershare – have performed strongly, and the
relative underperformance of the portfolio has
narrowed over the last few months.
Our growth-oriented portfolio per $100,000 invested
(using prices as at the close of business on 31
December 2014) is as follows:

Growth portfolio
Similar to our approach to the income portfolio, we
applied a ‘top down’ approach to the industry
sectors and introduced biases that favour the sectors
that we feel have the best medium-term growth
prospects. The growth-oriented portfolio is overweight
healthcare, consumer discretionary and industrials;
underweight financials and property trusts; and
largely index weight the other sectors including
materials.
Critically, we biased the stock selection to companies
that should benefit from a falling Australian dollar –
either because they earn a major share of their
revenue offshore, or report their earnings in US
dollars – such as CSL, Amcor, Brambles and
Computershare. Other biases include Woolworths
over Wesfarmers (which suffered over the last couple
of months), CBA and Westpac over ANZ and to a
lesser extent NAB; and the selection of Crown and JB
Hi-Fi.
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Income includes dividends declared and payable.
*Prices of Crown (new), JB Hi-Fi (new) and Resmed
(new) as at 30 May. ** Wesfarmers includes $0.75
return of capital, $0.25 special dividend and 1:0.9827
share consolidation. *** AGL rights following 1:5
renounceable issue at $11.00, assumed sold on last
day of rights trading at $2.62.
2015 updates
Next Monday, we will publish our updated income
portfolio for 2015, and the following Monday, January
19, our updated growth-oriented portfolio.
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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Five resource stocks for 2015
by James Dunn
Key points

BHP and Rio have been able to reduce their
cost of production and push higher-cost rivals
out of the business.
BHP and Rio will not only survive the iron ore
shakeout, they will eventually be able to
prosper from the expanded volumes. Uranium
hopeful Toro Energy (TOE), could do well on
expectations of an improved uranium price.

BHP (BHP)

Source: Yahoo!7 Finance, 5 January 2015
Rio Tinto (RIO)

In trying to lock-in some spice for your portfolio in
2015, it might be worth starting with some of the
resources stocks that had a horror year in 2014.
The big guns
Two obvious candidates are the big iron ore miners,
BHP and Rio Tinto, which were hammered by the
halving of the iron ore price in 2014. BHP lost 22% in
Australian trading last year, while Rio Tinto lost 16%.
Iron ore is the largest contributor to revenue for both
companies – a preponderance more marked at Rio
Tinto – and the commodity is well and truly in surplus,
as the producers, led by BHP and Rio Tinto, have
spent $US120 billion on new mines since 2011,
expanding production enough to push the market into
surplus in mid-2014, and heading toward a 300
million-tonne over-supply by 2017, according to
Goldman Sachs, as demand from China cools.

Source: Yahoo!7 Finance, 5 January 2015
Along with Brazilian producer Vale, BHP and Rio
Tinto are trying to use their low cost of production to
push higher-cost rivals out of business. UBS
estimates that iron ore companies outside these big
three need a price of $US90–$US100 a tonne to
come into the market, and once built, these projects
require about $US60–$US90 per tonne to break
even.
BHP and Rio, however, are the world’s lowest-cost
iron ore producers, and can make healthy margins
even at the current iron ore prices in the low US$70 a
tonne level.
Rio Tinto has cash costs of about US$20 a tonne and
an all-in (counting all costs) break-even point
estimated at about US$55 a tonne. BHP’s cash costs
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are below US$30 a tonne and falling, and its iron ore
business is estimated to break even at US$40 a
tonne.
Analysts expect BHP’s earnings to fall by 30% in
FY15, although it is predicted to boost its dividend by
4%. Rio Tinto is projected to show a 13% fall in
earnings per share when it reports for 2014 (it uses
the calendar year as its financial year), and by 10% in
2015: but it too is expected to lift its payout, by 12%
for 2014 and by 9% this year.

(December year-end) and in 2015, but grow its
dividends. But Gladstone LNG and the company’s
domestic gas contracts decrease Santos’ exposure
to oil price volatility, and the stock looks to be hugely
over-sold – particularly given its 4.4% projected fully
franked yield. The analysts’ consensus target price
for Santos, at $12.17, equates to projected 48%
upside from current levels.
Santos (STO)

If all goes to plan, BHP and Rio Tinto will not only
survive the iron ore shakeout, they will prosper from
the expanded volumes, given their low cost of
production. There are certainly some gloomy
prognostications in the market concerning Chinese
economic growth forecasts – and thus the iron ore
price – but it appears that the worst is over in terms of
price downside.
Source: Yahoo!7 Finance, 5 January 2015
The pair can also lean on their diversified commodity
portfolios – unlike their major Australian rival,
Fortescue Metals. Apart from iron ore, BHP’s global
production portfolio includes petroleum (22% of
revenue), copper, gold, coking coal, energy coal,
aluminium and nickel. The less-diversified Rio Tinto’s
portfolio of assets also includes aluminium, coal,
copper, diamonds, gold, industrial minerals and
uranium. BHP, for example, is shifting the focus of
investments in new projects to copper from iron ore to
meet demand from China: it expects to increase
copper sales to China more than iron ore and is
investing in mines in Chile, Peru, North America and
Australia (Olympic Dam, in South Australia.)
The upshot of this exposure is that the analysts who
follow the companies see both BHP and Rio Tinto
bouncing back in 2015. The analysts’ consensus
target price on BHP is at $36.98, which is 25% above
the current share price. Similarly, the analysts see
Rio Tinto moving back to $71.81, which implies 23%
upside on the current share price.
Oil stocks to consider
Petroleum producer Santos (STO) is another stock
slammed by falling commodity prices, to the extent
that it halved in value over the past year. Santos is
expected to go backwards in earnings in 2014

Similarly, the market has hammered Origin Energy
(ORG), which fell from above $16 in September to
current levels around $11.70. Origin is an integrated
energy company with oil and gas production as well
as retail power and gas distribution business: Origin
is also a joint venture partner in the Australia Pacific
LNG project (APLNG) at Gladstone, which is due to
begin production and export to Asia in mid-2015, and
start contributing to revenue.
Origin Energy (ORG)

Source: Yahoo!7 Finance, 5 January 2015
Origin is projected by analysts’ consensus to boost
EPS by 29% in FY15, to 62 cents, and lift its DPS
from 50 cents to 50.3 cents. But analysts expect a
dividend boost to 57.6 cents in FY16, on the back of a
35% boost in EPS to 84 cents. The analysts’
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consensus target price for Origin, at $13.99, implies
20% upside from current levels.
Satellite choices
At the more speculative end of the commodities
space, it might be worth looking at uranium hopeful
Toro Energy (TOE), on expectations of an improved
uranium price. Toro has state and commonwealth
approval for its Wiluna uranium project in Western
Australia, and last month received a $17.5 million
investment from private equity resources fund
Sentient to help fund the project. Toro is targeting first
production from Wiluna in 2017.

BREE forecasts a uranium spot price average of
US$39.50 in 2015, which is 23% higher than in 2014.
Further out, BREE expects uranium prices to
increase in response to tighter market supply
conditions, to about US$62 a pound in 2019 (that is in
2014 dollars). Toro Energy should benefit from this
trend.
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.

Toro Energy (TOE)

Source: Yahoo!7 Finance, 5 January 2015
Sentient joins Oz Minerals and Mega Uranium on the
share register of Toro, which has entered 2015 with
an estimated $24 million in cash. The stock is highly
leveraged to the uranium price, which fell from US$70
a pound just before the Fukushima disaster in March
2011, after which Japan shut down its fleet of nuclear
power plants, to US$28 a pound in May 2014, but has
recovered slightly, to end 2014 at US$35.25.
What’s happening in uranium is that in November
two of Japan’s nuclear reactors were approved to
reopen. Longer-term, both China and India have big
plans for nuclear power: both countries will require a
steady and reliable supply source in the decades to
come. China expects to generate 132 gigawatts of
nuclear power by 2030, while India forecasts 25% of
its energy mix will come from nuclear power by 2040.
According to the Bureau of Resources and Energy
Economics (BREE), the uranium price should
rebound in 2015 in response to expected higher
consumption – not only in Japan but also in China.
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Shortlisted - Woolworths and Rio
by Penny Pryor
This year should shape up to be a good year for
markets as the US economic recovery gathers pace.
There will be winners and losers in Australia, but it’s
important to look at the overall picture.

and a great way to start your 2015 investing strategy.
Remember that without energy you have no
economy,” Bond says.

Switzer Super Report expert Paul Rickard still likes
Woolworths (WOW).

And for an overall view of markets, CommSec chief
economist Craig James is forecasting total returns in
the share market of around 15% and the market to
end 2015 around 5900 to 6200.

Although it fell by 13.6% in November and went
sideways in December, and dragged down the
consumer staples sector, at current prices – just
under $31 – he says it still offers value.

“As a result, 10-year and 15-year average returns on
shares will be around 10%,” he says.

Woolworths (WOW)

“The share market will be supported by favourable
valuations, strong corporate balance sheets, solid US
economic growth, a switch of investor affections from
property to shares and on-going maturation of the
Chinese economy.”
That, of course, is what Peter thinks too – read his
report today for more – and his pick is an
exchange-traded fund over the ASX/S&P 200 –
SPDR ASX/S&P 200 or code STW.

Source: Yahoo!7 Finance, 5 January 2015
Morgans Australia analyst Simon Bond expects that
this year we might see some Rockefeller action in the
resources sector.

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.

John Rockefeller ran the Standard Oil Company in
the early 1990s and was renowned for buying
competitors and then shutting them down.
“One of the plays I expect will happen this year will
be a Bid / Merger proposal for RIO Tinto from
Glencore,” he says.
Rio also still offers a fully franked dividend income.
“A good bet in a tough and challenging environment
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Did you know?
There might have been plenty of talk about house prices coming off last year but the reality is they rose by
7.9%, according to the CoreLogic RP Data Home Value Index. Sydney had the biggest increase in 2014 at
12.4%, followed by Melbourne at 7.6% and Brisbane at 4.8%.
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