Tuesday 6 October 2015

Say what?
It’s a very tricky market at the moment and I must admit even I’m a little bit confused. But, and take
note, that doesn’t mean I stay out or stop investing, it just means I return to fundamentals and buy
what I know to be good companies when they’re going cheap.
That’s one of the things that the professional money makers advise too, and James Dunn has four
others in his article today. We update the Switzer Super Report portfolios – yes, they’re down but
ahead of the market by a decent amount.
In Buy, Sell, Hold – what the brokers say, resource stocks feature heavily on the downside, but AusNet
Services was one of the lucky companies to get an upgrade. In our weekly survey of analysts and fund
managers, our Super Stock Selectors like CSL and ANZ.
Sincerely,

Peter Switzer
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5 ways to deal with volatility – the professional
way
by James Dunn
Share traders might be enjoying the recent
heightened stock market volatility, but for long-term
investors, the novelty of gyrating markets has well
and truly worn off.
Over the past 15 years, the S&P/ASX All Ordinaries
Index has moved on average by 0.7% each day –
whether up or down. The past month has seen the
market become markedly more volatile, with an
average daily move of 1.3%.
The heightened volatility is bemusing even seasoned
market watchers – both ways. Switzer Super Report
asked some of Australia’s top fund managers how
they handle extreme volatility. Here are their top five
tips.

because you’re looking to put money to work. But if
you’re really concerned when this happens, if you
really have butterflies jumping around, it’s really
telling me that either you don’t know your companies
well enough, or you don’t trust your adviser enough,
as to why you own the stocks you own,” he says.
There are two remedies for this: sell the stock, or do
more work on it. “If this period of volatility really
scares you, I think it’s a signal that you’ve either got
to sell the stock, buy some more, or do the work you
need to do to get comfortable with why you were
holding it in the first place. But you shouldn’t
necessarily sell into this volatility, because the stock
could just as easily be up tomorrow,” says Neal.
3. Isolate the business from the market

1. Buy more on the downturns
The stock market must be the only market in the
world in which things that people want to buy
suddenly go “on sale” – and this scares the buyers.
Geoff Wilson, the chairman and chief portfolio
manager of Wilson Asset Management, says this can
create opportunities to add to a shareholding in the
downturns. Over time, he says, Wilson has learned
that “when you are the least certain about what’s
happening in the market, that’s probably the best
time to buy. Wilson believes that the market
occasionally swings to the extremes of both greed
and fear: always have some cash handy for when
“the blood runs in the street” and you can buy more
of your favourite stocks, he says.
2. If you’re worried, it’s time to sell – but not now
Campbell Neal, executive director of K2 Asset
Management, says that if a stock you own is regularly
falling by 3% to 5% – or even more, as many are at
present – it should be a buying opportunity. “You
should be happy if you’re a net investor to see this,
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Always remember that “there is a real business
behind that stock code,” says Julian Beaumont,
investment director at Bennelong Australian Equity
Partners. “When the market is volatile, or falling,
always make sure that you can distinguish between a
general “market noise” effect, or a situation where
there might be an actual stock-specific situation that
is deteriorating – because those situations are very
different to general market downturns,” he says.
At the moment, grocery wholesaler Metcash is a good
example, says Beaumont: it is battling intense
competition from Woolworths, Coles and Aldi –
Metcash supplies the IGA grocery chain – and has
Aldi’s fellow German Lidl coming into the market as
well. Metcash plunged into loss in FY15, on massive
write-downs, and while it is expected to return to
profitability in FY16, it is not expected to pay a
dividend until FY17.
“Where something you own is falling apart – like
Metcash – then you’ve got to go back to the reasons
why you own it. If, for example in the case of
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Metcash, it’s because you like the yield, you might
do well to test how that yield is going to be
maintained. And if the business scenario deteriorates
further, what is the point of yield if you’re copping a
capital loss?” asks Beaumont.
4. Turn the market off
This is an option, insists Andrew King, chief
investment officer at Concise Asset Management.
“There is just so much noise in the market, and retail
investors can get overwhelmed by it. Most of the time,
nothing is changing for their stocks.”
If a company has solid cashflow, a strong balance
sheet, a large and leading position in its industry, a
sustainable business model and a consistent dividend
stream, it is ultimately not affected by short-term
market moves, he says. “For those sorts of
companies, not a lot changes for the actual business,
apart from market noise. What happens with the
Federal Reserve and interest rates and China and all
of that will create volatility for CBA shares, but CBA
will pay at least the same level of dividend as it paid
last year,” says King.

“There’s no liquidity constraints on institutional
investors so they can take a longer-term view. They’ll
take a relative view – they’ll say, for example, BHP is
disproportionately better value than Rio Tinto, so I’m
going to buy it; and if BHP drops, as long as it
doesn’t change that equation, they’re not going to
sell it. But at the individual investor level, they
generally take absolute views, and it’s binary, they’ll
decide to sell BHP, take that money and pay it off
their mortgage. At their best, institutional investors
are quite good at realising that sometimes doing
nothing, or even increasing exposure in a volatile
environment, is a better scenario,” says Padowitz.
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.

“Either you’re going to hold the stock, in which case
you don’t need to look at the share price, you can
just turn all the noise off. Don’t watch the 24-hour
stock market channels. Or with a lower share price,
you’re going to get a higher yield if you’re investing
today, and you can top up your holding,” he adds.
5. Do nothing
It sounds like the worst of all worlds – paralysed by
indecision – but probably the biggest difference
between institutional and retail investors, says Chad
Padowitz, chief investment officer at global manager
Wingate Asset Management, is that the latter do not
realise that “doing nothing” is sometimes an active
decision.
“One of the things that behavioural finance tells us is
that generally, the more volatile things are, the more
people feel that they have to do something to address
that,” says Padowitz. “But most institutional investors
realise that you don’t necessarily have to do anything
just because the market is experiencing heightened
volatility.”
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Confused about the stock market? This is what
I’m doing
by Peter Switzer
The Dow is up 719 points since the low that followed
the disappointing job figures last week in the US and
our market was up close to 100 points on Monday. So
what’s going on? And how do we play it?
There are now more experts arguing that the Fed
won’t raise interest rates this year. They say the US
economy is not as strong as was thought and while
unemployment at 5.1% says the labour market is
doing all right, inflation is still too low for interest rate
rises to proceed.
The market experts call it “risk on”, which effectively
means stocks are going up and those who feel very
positive argue that rates look to be lower for longer,
so it makes stocks look like good value.
For how long?
But our question is — for how long? That determines
how we play stocks. Do we buy ANZ and CBA now
on the basis there’s more upside until US stock
market influencers again start thinking that the Fed is
close to its first rate rise?
Then we have to endure more volatility driven by the
smart hedge fund managers, who would sell hard to
push prices down and then buy when BHP is at $21
and CBA is at $70.15, like it did on Glencore
Tuesday! Did you get in at that price?
Let me admit that I am a bit confused but it’s only a
short-term thing. Long-term, I strongly believe the Fed
will raise rates, the stock market will sell off, either
just before or just after the rise, and then there’ll be a
rally based on a US economy on the rise.
And lots of others, believe me. And that’s why the
analysts have a target price on BHP of $27.29 and
the sentiment indicator, according to FN Arena, is 0.5
(1 is the highest and -1 is the lowest). It’s why ANZ,
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which is now $27.39, has a consensus target price of
$32.75, again with a sentiment indicator of 0.5. Sure
I’d like it to be 1 but these are uncertain times and
there are a lot of analysts — paid professionals — who
are saying that, on balance, these good companies
are currently undervalued by a relatively spooked
market.
De-spooking delay
When de-spooking happens, many of these target
prices are likely to be hit, but it’s more likely to be
post-November or December. And if the Fed waits
until next year to raise rates, it could be even more
delayed, however, we are in a long, drawn out
economic cycle and therefore the stock market will be
long and drawn out, provided economic stimulus
packages lead to economic growth.
I don’t overreact to one month’s bad figures and
there can even be deceptive quarters. For two years
in a row, the US economy has been dragged down by
a big freeze, which then saw data pick up later in the
year. The Yanks got a 0.2% growth number for the
March quarter, which was revised to — 0.7% but then
they got a 3.9% outcome for the June quarter!
Economists are now calling it ‘frozenomics’ and it
underlines how tricky economics can be. You can
double that trickiness when it comes to understanding
stocks short term, in particular.
My plan
My position remains that I will buy on the dips. I like
the banks, BHP at $21-something and even ETFs,
such as the SPDR S&P/ASX 200 (STW) because
long term, I think the index will see 6000 or more but I
could be disappointed in how long it takes. Then
again, I could also get a pleasant surprise.
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This is a stock-pickers market. That’s why I feature
these sorts of people in this report and on my show,
but one day, when the economic outlook and the
profit future looks unambiguously good and interest
rates are starting to rise, then market indexes will
take off.
Eventually they will give in to a crash but that’s life
on the stock market.
For now, I’m just playing a waiting game and going in
for the kill, when I think I see great companies or
ETFs at good value.
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.

Wednesday 07 October 2015

05

Portfolios lower but still outperform market
by Paul Rickard
Key points
The S&P/ASX 200 Accumulation Index (which
adds back income from dividends) is down by
3.68% for the year-to-date.
Amongst a sea of red for most sectors, utilities
are up 13.5% and A-REITs (property trusts)
are ahead by 7.9% for the year to the end of
September.
Despite underperforming in September,
Healthcare also continues to be a standout
and is up 3.1% this year.
The Australian share market lost a further 3.0% in
September, as a ‘non decision’ by the US Fed and
fears about Chinese growth pressured world stock
markets. While our model portfolios continue to
outperform the market, both were impacted by the
selling that emerged in the most liquid stocks, and are
now in the red for the calendar year.
The income portfolio has outperformed the index by
1.09%, while the growth portfolio is 2.44% higher than
the benchmark return.
The purpose of the income and growth-oriented
portfolios is to demonstrate an approach to portfolio
construction.
Portfolio recap
In January, we made some adjustments to our
Australian share ‘Income portfolio’ and
‘Growth-oriented portfolio’ (see here and here).

To minimise the market tracking risk, adopting
a rule that says our sector biases in the major
sectors (financials and materials) 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
Looked for companies that pay franked
dividends and have a consistent earnings
record.
The growth-oriented portfolio takes a 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).
Performance
The income portfolio is down by 2.59% this calendar
year and the growth-oriented portfolio is down by
1.24% (see tables at the end). Compared to the
benchmark S&P/ASX 200 Accumulation Index (which
adds back income from dividends), the income
portfolio has outperformed the index by 1.09% and
the growth-oriented portfolio has outperformed by
2.44%.

To construct the income portfolio, the processes we
applied included:
Using a ‘top down approach’ and introducing
biases that favour lower PE, higher yielding
industry sectors;
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The red ink continues
Following a horrid August, most sectors finished in
the red again in September. The exceptions were the
smallest sector by ASX weighting, information
technology, which was largely due to a rebound in the
price of an oversold Computershare, and the
industrials sector, which added 2.1%.
The resources sectors were the most impacted, with
energy losing 12.2% to take the sector to a
year-to-date loss of 26.4%, while materials (which
includes stocks like BHP, Rio and Amcor) lost 4.9%.
The largest sector financials lost 3.3%, with the
impact of capital raisings continuing to pressure the
major banks.
Over the course of 2015, the defensive yield sectors
continue to lead the way. Utilities at 13.5% and
A-REITs (property trusts) at 7.9% are amongst the
best performing sectors. The other clear take is that
the sectors with companies that should benefit from a
lower Australian dollar, such as industrials and
arguably consumer discretionary, are doing relatively
better.
Despite underperforming in September, Healthcare
also continues to be a standout and is up 3.1% this
year.
The table below shows the returns for the 11 sectors,
plus their weighting (as at 30 September) of the
S&P/ASX 200.

overweight consumer staples, utilities and
telecommunications; underweight materials and
energy, and broadly index-weight the other sectors.
Reflecting an expectation that the banks will, over
time, have to raise more capital, we neutralized our
exposure to financials. Further, following a stellar
performance in 2014, our exposure to property trusts
(the A-REIT sector) is also neutral.
With these sector allocations, we would expect this
portfolio to moderately underperform relative to the
benchmark accumulation index in a strong bull
market, and moderately outperform in a bear market.
At the end of March, we made some changes to the
portfolio. We crystallized our profit on Toll Holdings,
following the announcement of its takeover by
Japanese Post; cut our exposure in consumer staples
to go back to index weight by selling (for a small loss)
50% of our position in Woolworths; and reinvested
those proceeds in Woodside, Telstra, Commonwealth
Bank and AMP.
Further changes to the portfolio occurred in May with
the demerger of South32 from BHP (which we
decided to keep), and a 2:25 rights issue to subscribe
for new NAB shares at $28.50 per share. As this
model portfolio does not have access to cash (unless
another share is sold), we assumed that the rights
were sold and used the closing price ($4.99) on their
last day of trading.
In September, the income portfolio underperformed
against the index, with capital raisings affecting
performance of the major banks, BHP under pressure
due to concerns about China, and Woodside being
punished for its proposed offer for Oil Search.
With sector weightings broadly in line, we don’t
propose to make any changes at this point in time.
The income portfolio is forecast to generate a yield of
5.14% in calendar 2015, franked to 88.7%. With most
companies now having declared their final dividend,
this target should be moderately exceeded. Currently,
the portfolio sits at 4.3%, franked to 86.2%.

Income portfolio
The income portfolio at the start of the year was
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Our income-biased portfolio per $100,000 invested
(using prices as at the close of business on 30
September 2015) is as follows:
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This leads to a portfolio with only small biases. We
are marginally overweight the sectors that will benefit
from increased consumer consumption, a lower
Australian dollar or lower oil prices – mainly the so
called “cyclicals” (consumer discretionary and
industrials); marginally underweight or index-weight
the yield sectors (financials, utilities,
telecommunications and consumer staples); and
underweight the commodity exposed sectors
(materials and energy).
Despite healthcare being the second best performing
sector last year, we maintained an overweight
position as the demographic factors are so strong.

* On 31 March, reduced original $6,000 holding in
Woolworths by 50%, and sold original $4,000 holding
in Toll. $1,901 reinvested in Woodside, $2,000 in
AMP, $3,000 in CBA and $2,000 in Telstra.
** South32 demerged from BHP on a 1:1 basis. NAB
2:25 rights issue – assume sold on last day of trading
at $4.99. CBA 1:23 rights issue at $71.50, assume
sold on last day of trading at $2.01.
Growth portfolio
With our growth-oriented portfolio, we based our
sector exposure on what we expected to be the
predominant investment themes in 2015, which are:
• Continued low interest rates (the yield sectors will
continue to perform);
• Lower Australian dollar – moving down towards
0.70 US cents;
• Positive lead from the US markets;
• No pick up in commodity prices;
• Growth running slightly below trend in Australia;
and
• Low oil prices will lead to a rise in consumer
spending in Australia.
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With stock selection, we biased the portfolio to
companies that should benefit from a falling
Australian dollar – either because they earn a major
share of their revenue offshore, and/or report their
earnings in US dollars, such as CSL, Resmed,
Brambles and Computershare. In the financials, we
pared back our exposure to the major banks, biased
NAB, and included for growth Macquarie and
Challenger. We added online employment and
education group Seek, and stuck with Crown and JB
Hi-Fi from the Consumer Discretionary sector.
At the end of March, the portfolio realized the profit on
its investment in Toll Holdings and, like the income
portfolio, cut its exposure in Woolworths. These
proceeds were reinvested in Santos and Westfield.
Further changes to the portfolio occurred in May, with
the demerger of South32 from BHP (which we
decided to keep), and a 2:25 rights issue to subscribe
for new NAB shares at $28.50 per share. We
assumed that the rights were sold and used the
closing price ($4.99) on their last day of trading.
At the end of August, we cut our exposure to Santos
(for a loss of $1,109) and re-invested the net
proceeds of $2,913 into National Australia Bank.
In September, the portfolio tracked the market lower,
but still retained its relative outperformance. Positive
performances from Westfield, Macquarie, Challenger
and a rebound in Computershare, helped to cushion
the share price falls with the major banks, BHP, Boral
and Crown.
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With sector weightings broadly in line, we don’t
propose to make any changes at this point in time.
Our growth-oriented portfolio per $100,000 invested
(using prices as at the close of business on 30
September) is as follows:

* On 31 March, reduced original $4,000 holding in
Woolworths by 50%, and sold original $4,000 holding
in Toll. $3,939 reinvested in Santos and $4,000 in
Westfield.
** South32 demerged from BHP on a 1:1 basis. NAB
2:25 rights issue – assume sold on last day of trading
at $4.99. CBA 1:23 rights issue at $71.50, assume
sold on last day of trading at $2.01.
*** Santos acquired on 31 March at $7.14 sold for
$5.13 on 31 August. Net amount of $2,830 reinvested
in NAB at $31.17.
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
Ongoing downward adjustments to global growth
projections, and thus to commodity prices estimates,
continue to dominate changes in stockbroker’s
forecasts and ratings. For yet another week,
FNArena’s report for the five days ending Friday, 2
October 2015, looks like a barren wasteland of
resources stocks, whose valuations and estimates
come tumbling down like a satellite falling from the
sky.

slightly.
ALACER GOLD CORP (AQG) was downgraded to
Equal-weight from Overweight by Morgan Stanley
Buy/Hold/Sell: 2/4/0 In a break from the usual
process, Morgan Stanley is reviewing commodity
price forecasts outside the end-of-year period.
Morgan Stanley downgrades given limited upside in
Alacer Gold and the fact the stock receives no benefit
from a weaker Australian dollar.

In the good books
AUSNET SERVICES (AST) was upgraded to
Overweight from Equal-weight by Morgan Stanley
Buy/Hold/Sell: 1/7/0 Morgan Stanley has
incorporated a new environmental, social and
governance (ESG) framework into its utility analysis.
The ESG risk is considered low for non-merchant
utilities and protections appear adequate as long as
investors go in with “eyes open”.

ALUMINA LIMITED (AWC) was downgraded to
Equal-weight from Overweight by Morgan Stanley
Buy/Hold/Sell: 4/2/1 Alcoa intends to separate its
downstream from its upstream business. The
company Alcoa is intent on achieving a strong
non-investment grade credit rating for its traditional
business and an investment grade for its value-added
downstream business. The AWAC joint venture will
fall within the traditional upstream business and may,
given a tighter focus, improve the existing
performance. Nevertheless, with major revisions to
commodity price forecasts, Morgan Stanley
downgrades.

In the not-so-good books
APN OUTDOOR GROUP LIMITED (APO) was
downgraded to Neutral from Buy by UBS
Buy/Hold/Sell: 2/1/0 UBS notes data for FY15
indicates outdoor advertising continues to capture
share from other media. APN Outdoor’s share price
has lifted 15% since the first half results and the stock
is now trading near the broker’s fundamental
valuation. As a result UBS downgrades to Neutral
from Buy on valuation grounds and raises the target
to $4.00 from $3.60. The broker remains positive on
the growth story and lifts long-term revenue forecasts
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ILUKA RESOURCES LIMITED (ILU) was
downgraded to Equal-weight from Overweight by
Morgan Stanley Buy/Hold/Sell: 4/2/1. Morgan
Stanley has reviewed commodity price forecasts with
major downward revisions for iron ore, alumina,
copper and thermal coal. Iluka is downgraded on a
relative preference basis and reduced long-term
prices.

Earnings Forecasts

PANORAMIC RESOURCES LIMITED (PAN) was
also downgraded to Underweight from
Equal-weight by Morgan Stanley (Buy/Hold/Sell:
0/2/1) following the commodity price forecast review.
TPG TELECOM LIMITED (TPM) was downgraded
to Underperform from Neutral by Credit Suisse
Buy/Hold/Sell: 2/2/2. The company may have
impressed to date with its growth but Credit Suisse
notes the iiNet transaction more than doubles its
exposure to the consumer internet service segment,
just as the NBN is about to drive significant industry
changes.The opportunity for further growth through
M&A is limited. A new analyst assumes coverage and
the rating is downgraded to Underperform from
Neutral.
WHITEHAVEN COAL LIMITED (WHC) was
downgraded to Hold from Buy by Deutsche Bank
Buy/Hold/Sell: 5/3/0. Weaker demand and a lack of
supply reductions are weighing on commodity prices.
The broker has reduced copper, aluminium, nickel
and coal price forecasts. Unfortunately, Deutsche
Bank finds no sign of an improvement in demand
from China and there are few reasons to re-rate the
mining sector and Whitehaven Coal is downgraded.
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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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Super Stock Selectors – CSL and ANZ
by Penny Pryor
This week Lincoln Indicators’ Elio D’Amato says
blood products and biopharmaceutical company CSL
is in strong financial health, after reporting a solid
FY15 result, with EPS rising 31.03% on improving
margins.

looking like a stock to avoid.”
Resource-based stocks feature heavily on our
‘dislike’ list with Santos, AWE and Origin Energy
amongst our selectors least favoured companies.

The company has provided guidance for the
underlying business on a constant currency basis for
sales growth of 7%, which translates to a net profit
after tax (NPAT) uplift of 5%.
“Recent acquisitions, further major internal
investments and ongoing share buy-backs [are]
expected to continue to underpin the growth profile off
a consistently larger base,” D’Amato says.
Julia Lee is feeling cheesy on the back of an
improving outlook for milk prices. She says this bodes
well for companies like Bega Cheese (BGA).
Michael McCarthy likes ANZ. Last week, ANZ
announced CEO Mike Smith would be stepping down
at the end of the year, to be replaced by chief
financial officer Shayne Elliott. But McCarthy likes the
bank for technical reasons.
“The ANZ chart is showing signs of a reversal in
trend. The ‘triple bottom’ may have technically
oriented investors looking for a move to $32.50,” he
says.
Julia Lee is not so optimistic about the property and
building market. She doesn’t like CSR because she
says the housing market is near a peak.
“It looks like it’s time to consider rotating out of
building product companies,” she says.
“CSR in particular has been under pressure due to
the pressures in aluminium, and combined with the
pressures looking to mount in housing, CSR is
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Our Super Stock Selectors is a survey of prominent
analysts, brokers and fund managers. Each week we
ask them to name a stock they like, and one they
don’t like. We purposely ask for ‘likes’ and
‘dislikes’ instead of recommendations, so it provides
an idea of what the market is looking at, rather than
firm buys or sells.
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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