Monday 20 July 2015

What’s the time?
After a fantastic week when everything seemed to go right, this week all eyes are going to be on the
US reporting season. I’m getting pretty confident that it all might continue to go right, and I put forward
my arguments why in my article today.
Also in the Switzer Super Report, Paul Rickard roadtests a listed investment company from Contango
Asset Management that promises 6.5% yield, and our Super Stock Selectors like Greencross,
Surfstich and bank hybrids, just to name a few.
In Buy, Sell, Hold – what the brokers say, Rudi Filapek-Vandyck says upgrades are outweighing
downgrades and Rio and Sigma Pharmaceuticals get upgraded. James Dunn highlights the materials
companies that could be up for some takeover action, and our auction report shows there’s still heat
in the market.
Sincerely,

Peter Switzer
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A 6.5% yield offer
by Paul Rickard
Key points
Contango has a policy to pay annual
dividends per share of at least 6.5% of
Contango Income Generator’s NTA.
The new LICs’ investment strategy is being
modelled on Contango Asset Management’s
Income Generator (Ex-30) Strategy Fund,
which since inception in December 2012, has
outperformed the ASX All Ordinaries
Accumulation Index by 2.5% per annum.
It is focused on stocks outside the major
household names – ie the top 30 companies
by market cap – and offers an interesting
diversification option for portfolios that are
over-weight the top market tier.
The newest listed investment company (LIC),
Contango Income Generator, is offering to pay
investors a dividend of at least 6.5% per annum!
To be managed by Contango Asset Management,
under the leadership of the highly respected George
Boubouras, Contango Income Generator Limited is
seeking to raise up to $120 million from investors via
an IPO process. It is due to list on the ASX under
stock code CIE on 14 August.
An ex-30 income LIC
Contango Income Generator’s (the Company)
objective is to provide shareholders with a
sustainable income stream of dividends with some
capital growth over time. To do this, it will invest in
high quality stocks that sit outside the ASX top 30 by
market capitalization, and that have low volatility,
sound balance sheets, consistent and franked
dividends and sustainable earnings growth.

stock selection to “top 30” names as they don’t feel
comfortable investing outside this area, so this LIC
potentially meets a need. Secondly, in more recent
times, returns from mid-cap stocks have been higher
than the broader market. For example, in the three
years to 30 June, the S&P/ASX 200 returned 15.06%
per annum, compared to 15.40% for the S&P/ASX
MidCap 50. Finally, for an active manager, they can
potentially add more value in this part of the market
as it is less well researched.
While Contango can’t promise to pay a dividend of
6.5%, it says that its policy is to do so – that is, to pay
annual dividends per share of at least 6.5% of the
company’s NTA (net tangible asset value) as
measured at the start of the year. It substantiates this
claim by saying:
Medium term returns from the mid-cap sector
of the market (the S&P/ASX MidCap 50) have
been 8.92% per annum over the last five
years;
The prospect of the Company achieving
capital growth on its investment portfolio,
which the Company may utilize to pay
dividends; and
A substantial proportion of the Company’s
investments being cash or liquid securities,
which will assist the Company in regard to
having the required liquidity.
The Company‘s investment strategy is being
modelled on an identical investment product that
Contango Asset Management currently runs, the
Income Generator (Ex-30) Strategy Fund. Contango
says that since inception in December 2012, this fund
has outperformed the ASX All Ordinaries
Accumulation Index by 2.5% per annum.

The argument for ex-30 is threefold. Firstly, many
retail investors, including SMSFs, tend to confine their
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While the Company can use derivatives to hedge the
portfolio, the investment manager says that it can’t
see any reason to do this in the short term and the
Income Generator (Ex-30) Strategy Fund has not
used them. The Company will not leverage the
investment portfolio.
Manager

Typically, the Company’s investment portfolio will
have around 30 to 50 stocks, and will invest within the
following asset weighting parameters:

Contango Asset Management is a specialist funds
manager. Founded in 1998, it is a wholly owned
subsidiary of the listed investment company,
Contango MicroCap Limited (ASX Code CTN). The
group has approximately $833 million in funds under
management, across nine different investment
products that cover micro-cap, small-cap, income
focussed and core Australian equities. George
Boubouras is the chief investment officer.
Contango Asset Management will be entitled to the
following investment management fees (to be paid by
the Company):

On a sector basis, the Company says that its
allocation will be similar to the following table. This
weighting is, of course, quite different to the S&P/ASX
200 – for example, it has a much higher weighting in
consumer discretionary and a much lower weighting
to materials.

0.95% per annum (before GST) on the first
$150 million; plus
0.90% per annum (before GST) on the
portfolio above $150 million and up to $500
million; plus
0.85% (before GST) on the portfolio market
value over $500 million
The Company will also incur other expenses, such as
ASX listing fees and directors’ fees. There are no
performance fees.
The offer
Up to $120 million is being raised via a
non-underwritten offer of 120 million $1.00 shares.
Contango MicroCap Ltd will subscribe for $30 million
of shares, leaving up to $90 million for other
investors.
As a sweetener to initial subscribers, they will also
receive loyalty options on the basis of one option for
every two shares subscribed. The loyalty options vest
if the original shares are held for at least six months,
otherwise they will lapse. Upon vesting, the holder will
be entitled to exercise the options at any time until 30
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March, 2018 by subscribing for new shares at a price
of $1.00.
Loyalty options will be quoted on the ASX shortly
after the vesting date (29 January 2016) under stock
code CIEO.
Due to establishment costs and broker placement
fees, the Net Asset Value (NAV) of the shares on
subscription will be $0.978 if $100 million is raised, or
$0.984 if the value of a deferred tax asset is included.
Other details are set out below:

Applications
Applications can be made with the brokers involved in
the deal (Evans & Partners, Taylor Collinson, Wilson
HTM, Morgans and Bell Direct), or directly here. If
applying through a broker, remember that they are
getting paid a selling fee of 1.5% and may in some
cases, elect to share some or all of this with you.
Our view
The Contango Income Generator will suit investors
looking for equity exposure to a higher,
tax-advantaged income stream. Because it is focused
on stocks outside the major household names, it
offers an interesting diversification option for
portfolios that are over-weight the top market tier.
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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Should we be optimistic about stocks?
by Peter Switzer
The chief economist of the broker Morgans, Michael
Knox, is regarded as a legend of the mining industry
because he has a great handle on commodity prices.
I mentioned on Saturday that he has the oil price at
$US100 a barrel over the next two years! This is not
only good news for oil company shareholders, who
have patience but those playing LNG, simply because
there is a price-relationship between the two
commodities.

Global demand will underpin rising commodity prices
with a number of expert presenters at the conference
arguing that it was around 4 o’clock on the mining
investment clock, also called the Lion Clock. The one
I have below was for 2013 and that’s when we were
in the “look” phase, but now we are getting into the
“buy” phase with mergers likely to be on the rise.

Quizzing Knox at the Noosa Mining Conference, I
asked how he gets that good price for oil in the
future? I pointed to the current average price, which is
in the low $US50s a barrel region, and wondered how
his price rise would happen? There is now a sea of
shale oil from the US and we will do so well with LNG
that we will surpass Qatar as the world’s biggest
supplier over the next few years? How does rising
supply help prices go up? It doesn’t.
He recognized all of these developments and
indicated that all of these obvious market issues were
accounted for but he still stuck with his call. Knox has
a good record of being right, so when I disagree, it is
done with respect.

But all of this is predicated on a global economy
getting better, stronger and faster growing. So, is this
believable?

What time is it?

The growth factors

Others in a panel at the conference, which I hosted,
pointed to rising world demand as countries such as
the US and Great Britain are on an economic
comeback. Japan is showing some promising signs,
and even despite Greece, so is Europe! Others
pointed to the too easily, but unwisely, ignored Indian
economy and don’t forget the Chinese authorities are
throwing everything but the kitchen sink to get China
growing, with recent numbers for GDP, retail, exports
and industrial production reminding us that the
world’s second biggest economy should not be
written off!

Well, both the US and Great Britain look close to
embarking on their first interest rate rise. The chief
economist of Goldman Sachs, Jan Hatzius, has the
US growing at 3%, despite some soft patches in
recent economic data, and a lot of this is related to a
rising greenback, which is spooking some analysts.
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Fed boss, Janet Yellen, is hinting at an upcoming rate
rise this year, even if the market does not agree. She
plans to raise rates slowly and in small lifts, and Knox
says the first rise will probably mean a month of
falling stocks followed by a year of rising share prices!
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Despite some better economic growth signs in the
Eurozone, the European Central Bank President
Mario Draghi is committed to low interest rates and
says his monthly 60 billion euro asset purchasing will
go on until September, 2016! This will power growth
and encourage investors to chase stocks with rates
bound to remain low.
Japan looks a bit hard to call but a CNBC story
recently revealed a Societe Generale view, which
said “Our overall assessment of the new growth
strategy is now ‘A-,’ improved from the previous
assessment of ‘B+’. Japan has entered a positive
economic cycle.”
According to the Bank of America Merrill Lynch global
fund manager survey for July, “Japan ranks second,
after Europe, for the market investors most want to be
overweight, the survey found, with a net 70% of
Japan equity specialists saying the economy is
improving.”
So, will all of this be good for our stock market? I
think the answer is yes with the mix of good dividends
and a falling dollar bound to attract foreign buyers of
our shares.
And the evidence
Need proof? Just look at the purchase of Toll by
Japan Post where they paid a huge premium, but
remember Toll’s dividend was close to 5% while
government bond rates in the Land of the Rising Sun
are close to 0.5%! And the Toll deal happened when
the dollar was higher than it is today, so a lower dollar
should attract more foreign buyers of our stocks.

high — and a crash would eventuate.
And don’t forget central banks from the US to the UK
to Europe to Japan, and even here, are underwriting
a stock market boom on the hope that the real
economy will respond. This is why I watch economies
closely and the general conclusion is that we are
seeing slow, but steady, improvement and that’s why
I remain optimistic on stocks.
Sure commodities could fall before they rise — I never
promised these were a short-term play — but as long
as the world economy responds to QE-worldwide,
then commodity prices must respond.
And don’t forget this — OPEC won’t always be
flooding oil markets. They could restrict supply more
when their customers are stronger and demanding a
whole lot more energy. That’s when oil might go to
$US100 a barrel.
By the way, I noticed that UBS thinks Origin Energy is
well placed with its LNG play in a falling dollar
environment. It sees earnings rising 25% over the
next three years, with a grossed up dividend over
5.5%. They must see things a lot like Michael Knox.
Remember the clock and hope that I am reading the
time properly.
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.

Some people are worried about the S&P 500 with a
forward PE of 16.5, compared to a historical level of
15. But you need to compare PEs to an interest rate
to see if stocks are more appealing to a safe return in
a bond or a term deposit. Rates are historically so low
that stock market PEs can run a lot higher before
smarties will start dumping stocks.
One thing in our favour is the scepticism towards
stocks right now and as one guy called it, we have a
lot of “reluctant bulls”, which suggests that stocks
can go on for longer. If they were full on, irrationally
exuberant bulls, they’d take stocks really high — too
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Super Stock Selectors – Greencross, Surfstich and
bank hybrids
by Penny Pryor
As disposable incomes rise, and pets become more
and more a part of our lives, they will continue to be
pampered and treated to lavish lifestyles. This trend
is one of the reasons why Ric Spooner of CMC
Markets likes veterinary and pet product group
Greencross this week. Even after a solid rally last
week, he says there is still value in the stock.
“The trend towards higher spending on pets and
plenty of capacity for new stores and further
acquisitions makes this a solid growth prospect,” he
says.
Surfstich is another interesting company in our likes
list this week. ST Wong from Prime Value says that
its been sold down during recent market weakness
but might be cheap at these prices.
“The company’s extensive inventory, together with
its ability to generate strong organic traffic and high
conversion rates is a key positive to gain market
share,” he says.
Our chartist, Gary Stone of Share Wealth Systems,
likes Cimic Group (the former Leighton Holdings).
The chart below shows that the share price has
battled to break through a resistance zone between
$22.25 to $23.25 since August 2011.
“This time the probabilities appear higher as a
sequence of higher lows have occurred since January
2014, forming a text book bullish ascending triangle,
as Cimic has launched this assault of the $22.25 –
$23.25 resistance zone.
“Friday’s close at $23.68 took CIM above the
resistance zone, which if it can hold, may see an
advance to around the next resistance level of $25.82,”
Gary says.
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And Paul Rickard reminds us of his call on bank
hybrids a month ago.
“There is still some value in bank hybrids – although
as usual, the papers have come to this story very
late,” he says today.
He says NAB Capital Notes (NABPC) are currently
better value, and are 2.5 years shorter in maturity,
than CBAPD (Perls VII).
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
With investors preparing for the local reporting
season, amendments to stockbroking analysts’
ratings and forecasts seem to have landed in positive
territory. For the week ending Friday, 17th July 2015,
FNArena registered eleven upgrades for individual
stocks and only three downgrades. Further adding to
the positive undercurrent is that nine of these
upgrades were to Buy (or equivalent) with beaten
down Whitehaven Coal receiving two upgrades post
its June quarter trading update.
In the good books
APN News & Media (APN) was upgraded to
Outperform from Neutral by Macquarie.
Buy/Hold/Sell: 3/4/0 Macquarie updated earnings
forecasts following changes to currency estimates,
with a weaker New Zealand dollar impacting on the
stock. 2015 and 2016 forecasts were downgraded
5.2% and 6.3% respectively, but the broker upgrades
to Outperform from Neutral, given the recent sell off.
Outside of FX adjustments the company has a solid
outlook given momentum in its radio and outdoor
assets, Macquarie maintains.

Eclipx Group (ECX) was upgraded to Buy from
Neutral by Citi. Buy/Hold/Sell: 3/0/0 Given recent
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share price weakness Citi is upgrading to Buy from
Neutral. Citi expects acquisitions can be made to
create further economies of scale and the company
can capitalise on funding, procurement and logistics.
Vehicle operating leases are at the core of the
business but the broker believes consumer and
equipment finance are growth opportunities.
Horizon Oil (HZN) was upgraded to Buy from
Neutral by UBS. Buy/Hold/Sell: 2/0/1 June quarter
production was up 13% and in line with the broker’s
expectations, thanks to progress on the Maari field.
UBS makes adjustments to sales and depreciation
estimates with the result FY15 earnings estimates fall
by 39.8%. Low liquidity means the focus is on survival
rather than growth. While the company has a strategy
in place to avoid raising equity, the broker suspects
asset sales may be needed to relieve the pressure on
the balance sheet. UBS upgrades, more confident
now that an equity raising can be avoided.
Rio Tinto (RIO) was upgraded to Buy from Neutral
by Citi. Buy/Hold/Sell: 4/4/0 Citi has updated
commodity prices forecasts, triggering further cuts to
profit forecasts. Following recent share price
weakness, the analysts have decided to upgrade to
Buy from Neutral. They add “significant risks”
remain.
Sigma Pharmaceuticals (SIP) was upgraded to
Outperform from Neutral by Credit Suisse.
Buy/Hold/Sell: 1/3/2 The rating has been lifted to
Outperform from Neutral following severe share price
weakness. The analysts do acknowledge margin
pressure for the sector as a whole is going to remain
a feature, nevertheless they believe the share price is
looking cheap. The analysts also note the contract
with Chemist Warehouse, up for renewal in October,
represents some 37% of revenues. Anticipating
stronger non-PBS revenues, the analysts have
slightly increased expectations.
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Whitehaven Coal (WHC) was upgraded to Buy
from Neutral by Citi and to Outperform from
Neutral by Credit Suisse. Buy/Hold/Sell: 3/4/1 June
quarter production was 4.0% ahead Citi’s estimates
driven by strong production at Narrabri. Citi notes a
lower Australian dollar has offset minor changes to
the ramp up of Maules Creek. This drives modest
upgrades to FY16 earnings estimates. Credit Suisse
notes investor interest remains absent. Following
weakness in the share price, the analysts have
decided to upgrade to Outperform from Neutral. CS
analysts acknowledge the debt burden, but they
maintain discounted cash flows remain supportive of
the share price valuation. They suggest Whitehaven
probably represents the best growth story in their
miners research coverage.

Earnings Forecasts

In the not-so-good books
Downer EDI (DOW) was downgraded to Neutral
from Outperform by Macquarie. Buy/Hold/Sell:
3/4/1 Downer is continuing to perform well in what is
a tough environment, but cannot fight a sector
downturn which sees the broker lowering earnings
forecasts head of the company’s FY15 result.
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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Materials – watch out for takeover action
by James Dunn
Key points
The building materials stocks are caught
between a housing boom in Australia, and a
slowdown in mining and infrastructure activity.
CSR has performed strongly – total return of
50.6% a year over three years – and analysts
see further gains possible, of close to 15%
from the current price.
Adelaide Brighton and Nufarm could be
potential takeover targets.
Combined as they are in a sector with the big mining
stocks, it is sometimes difficult to notice the building
and agricultural chemical material stocks, but with the
miners struggling in recent years, these stocks have
been holding up the materials index’s performance.
The non-mining materials sector in Australia is a
mixed bag, containing the big building materials
stocks such as Adelaide Brighton (ABC), Boral (BLD),
Brickworks (BKW), CSR (CSR), Fletcher Building
(FBU), James Hardie (JHX) and paint maker
DuluxGroup (DLX), as well as the nation’s last two
makers of steel products, Arrium (ARI) and
Bluescope Steel (BSL); and the two agricultural
chemicals businesses, Nufarm (NUF) and Incitec
Pivot (IPL).
The outlook
The building materials stocks are caught between a
housing boom in Australia, and a slowdown in mining
and infrastructure activity. According to the latest
Australian Bureau of Statistics (ABS) data, work
started on a record 203,760 new dwellings over the
year to March, up 15.6% on the previous year.
Dwelling starts rose by 8.6% in the March quarter to
53,901. The activity is being driven by apartments –
in the March quarter, for example, new private sector
house approvals rose by just 0.2%, while apartment
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starts surged by 19.7%. In its full-year result (to
March 2015), CSR said that apartments and unit
developments now represented 40% of all housing
activity.
Unfortunately, the strength in housing is being offset
by a decline in Australian engineering construction.
Research firm BIS Shrapnel expects activity to fall
40% from its 2012-13 peak of $130.3 billion to $79.6
billion by 2017-18, due to the end of the mining
investment boom and a lack of new state and federal
government infrastructure projects. BIS Shrapnel
says total work will fall by a steeper than expected
13% in 2014-15 and another 15% in 2015-16, with
further substantial declines in the subsequent two
years.
Analysts expect this decline to hurt the share prices
of Adelaide Brighton and James Hardie the most.
ABC has delivered total return of 18.1% a year over
the past three years, but according to FN Arena, the
analysts’ consensus target price, at $4.13, implies
11.2% downside. Likewise, James Hardie has done
even better – up 40% a year over three years – but its
analysts have a consensus target price of $17.26,
projecting an 8.1% slide.
Although CSR has performed even more strongly
than this pair – total return of 50.6% a year over three
years – analysts see further gains possible, of close
to 15% from the current price. CSR also offers an
unfranked FY16 prospective yield of 6.1%.
DuluxGroup, which has generated 27.6% a year over
three years, is considered fairly fully valued (0.9%
upside), while Boral, which has returned a handy
29.9% a year over three years, is seen as having
0.3% downside from its current price. Fletcher
Building, which has barely generated a profit to
shareholders over the last three years – up just 1.3%
a year – is viewed as having small (3.3%) room to
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move higher.
Brickworks is not a pure-play building materials
exposure, but that can give it diversification appeal.
Analysts consider BKW capable of moving 6% higher
from its current price.

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.

Analysts are much more positive on Incitec Pivot than
Nufarm: the former is seen as having 7.2% upside
from the current share price, while Nufarm is
positioned for a fall, with the analysts’ consensus
target price 9.8% below the current price.
Merger and acquisition potential
As in any sector, merger and acquisition (M&A)
activity could be the wild card in materials.
Adelaide Brighton could be involved in any such
activity. Boral made a failed $867 million takeover bid
for ABC ten years ago, but the rationale for such a
move has not gone away: the two companies would
make a natural fit as a larger construction materials
business. A potential hurdle could be the fact that the
privately owned concrete construction products
business Barro Group owns 32% of ABC – while that
is a potential blocking stake, it also means that a full
bid from Barro for Adelaide Brighton cannot be ruled
out.
In a similar vein, Nufarm is one of the best examples
on the ASX of a company with a large foreign
shareholder that could look to move to full control.
Sumitomo Chemicals Group of Japan owns 23% of
Nufarm, with which it has a major distribution deal in
the UK and Ireland. Announcement of that deal in
May lifted Nufarm’s shares to a five-year high: the
stock market likes the tie-up, and is keeping a close
eye on Sumitomo’s intentions for Nufarm.
Finally, either Incitec Pivot or Orica would make
sense as a pick-up for Wesfarmers, which is still flush
with cash from selling its insurance businesses last
year, and looking for new revenue streams. However,
Wesfarmers is probably more likely to be looking at
financial services acquisitions.
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No cold feet for property buyers
by Staff Reporter
Just when people were starting to say the property
market was losing steam, the preliminary clearance
rate across the combined capital cities rose to 77.0%
from 74.9% last week and 69.3% at the same time
last year.
Weekly clearance rate, combined capital cities

Source: Domain.com

Source: CoreLogic RP Data

Australian Property Monitors (APM) reported a
median sale price of $1.1 million across the 414
properties sold.

Sydney

Melbourne

The freezing weather that blitzed Sydney didn’t keep
buyers from bidding on their dream homes, with a
clearance rate of 82.6% on the weekend, up from last
week’s result of 78.8% and 75.2% the same time last
year.

Melbourne’s preliminary clearance rate of 74.9%, on
the other hand, was slightly down from last week’s
result of 77.4% but higher than last year’s result of
68.4%.

According to research house CoreLogic RP Data, the
Inner West, Blacktown and Ryde were the hottest
Sydney suburbs on the weekend, with clearance
rates of 92.7%, 90.9% and 90.9% respectively.
A seven-bedroom waterfront house in Cabarita was
the most luxurious property to go under the gavel at
the weekend, for $4.7 million dollars.
According to Domain.com, that same property was
purchased 11 months ago by its previous owners for
$3.8 million, illustrating the hot profits to be made in
this market.
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The strongest performing Melbourne-sub region was
the North East region with a clearance rate of 82.5%.
The median sale price was more than $300,000 less
than Sydney’s, with APM reporting median sale price
of $726,250 across 387 properties sold.
On the upper end of the price spectrum, a
five-bedroom and two-bathroom house in the
Melbourne suburb of Camberwell went for $3.35
million.
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Capital city auction statistics (preliminary)

Source: CoreLogic RP Data
Source: Domain.com
One of the more affordable properties to go in the
Melbourne area was a two-bedroom villa unit in West
Footscray for $358,000.

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: Domain.com
Some of Australia’s smaller property markets also
had increases in their auction clearance rate, with
Brisbane’s rising from 52.5% last week to 65.4% this
week. Adelaide’s results also increased this week to
69.4% from 66.1%.
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Did you know?
In the first of our Switzer Super Report Q&A’s, Julia Lee from Bell Direct talks about reporting season, the
market outlook and why she likes paper and packaging company Orora.
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