Monday 22 February 2016

Mind the curve balls!
Crucial economic data is expected this week, which could support the markets and end this market sell
off. Today I look at the pluses and risks for the market – let’s hope the yanks don’t go all bear on us!
Also in today’s Switzer Super Report, Paul Rickard takes a look at the new hybrid offering from CBA
and assesses the benefits and pitfalls for investors. James Dunn continues his coverage on earnings
season and despite some good results so far, a number of companies (particularly resources) face big
challenges.
Sincerely,

Peter Switzer
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This is an important week for anyone who wants
the stocks sell off to end
by Peter Switzer
This week will be important for anyone who wants the
stocks sell off to be over and the week after could be
even more important, with expectations that an oil
deal between OPEC and the likes of Russia is
supposed to be finalized — either way! — by March 1.
In between and especially this week it will be a big
test to see if the stock markets that rebounded last
week can consolidate around these levels and resist
giving into gravity.
Remember, we briefly entered a bear market losing
over 20% since March of last year but in the US, Wall
Street has only had a correction, so we have to hope
that the Yanks don’t head into bear territory. That’s
when it will get really serious.
On the local front, the foundations for stock price
consolidation is looking good, with oil prices not
tumbling and iron ore prices spiking last week, up
11.2% — who saw that coming? This is timely, with
BHP reporting on Tuesday and there is a swag of
bellwether companies showing and telling over the
next five days, including Wesfarmers (WES),
Woolworths (WOW), Oil Search (OSH), Qantas
(QAN) and Brambles (BXB). Brambles reported today
and upped guidance, which saw its share price spike
by over 8%.
It comes with earnings season looking miles better
than the experts have been predicting. AMP’s Shane
Oliver, says 68% of companies have seen their profits
up on a year ago and 69% have raised their
dividends relative to a year ago, against a norm of
62%.
It also comes as our economy is looking much better
than the expert doomsday merchants were predicting.
If you don’t believe me, have a look at my story on
the economy and whether Malcolm is an economic
dud on www.switzer.com.au today.
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If you could rule out international developments, I
could be certain that stocks could consolidate from
here but we can’t, so I’m looking for the curve balls
that could stop our stock market hitting a homer in
coming weeks.
One regular emailer, who calls himself the ‘Dude’
and who I taught before he headed off overseas for a
life in investment banking and trading, says he
expects a “shocker” this week, so I’m looking for
possible triggers. These guys can get it wrong but
they do believe in their big calls and sometimes can
be on the money.
So what could rock stocks this week? And how likely
are these rock issues?
Any bad news on the oil deal could take the
oil price down and the S&P 500’s correlation
with this crucial commodity says it would be
bad for stocks;
There is a lot of US economic data out,
including the Markit PMI reading for
manufacturing on Monday and then for the
services sector on Wednesday. The testing of
the US economy can really hit stocks either
way, where really good news could make
smarties argue that it puts more interest rate
rises on the table, which could hurt stocks.
We have a Goldilocks dilemma in the US,
where good news means rate rises and that
can hit stocks, while bad news means less
rate rises and should be good for stocks. I
suspect OK news, which says rate rises will
be one or two rather than four, would be best
but it’s still crazy when good economic news
means stock prices down! That stupidity has
to change and that’s when stocks will boom;
and
Europe has Markit PMIs as well and this will

02

be watched ahead of the next European
Central Bank meeting in early March, where
markets are expecting Mario Draghi to come
up with more monetary stimulus.
Back home again, we see data on construction and
business investment, which hopefully will add to the
improving economic picture.

However, at this stage, I can’t see why the Dude will
be right this week.
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.

The only really scary news out there is the fact that
options positions on the S&P 500 indicates that there
is a 50% chance that the index will see 1600 by
year’s end. Where that index is now suggests about
another 20% stock price slide!
So huge negativity is a one in two chance by year’s
end but I guess so is huge positivity. You do have to
remember that most fund managers are long only
players but they will take out options on the index for
insurance in case the market moves against them, so
there is a bias to negativity with these option plays.
Mike Khouw, an options trader told CNBC:
“Downside tends to be overstated in general, but it’s
still fair to say that the options market is pricing in the
probability for fairly significant declines from here.”
Obviously, Chinese economic data will always be a
market mover but the oil deal is my main focus so we
can see some stability in oil prices.
I don’t want them to shoot through the roof but I
don’t want them collapsing and taking stocks with
them.
Bloomberg says progress is happening with a
well-placed Russian official at the meeting of OPEC,
Russia and others coming out with this positive
statement: “Those countries which have openly
supported this approach are producing around 75
percent out of global (oil) export volumes. My point is
that, in practice, this is enough to agree.”
That’s the case for consolidation of stocks this week
and also for the creation of a platform, which could
see stocks head higher.
That said, there are plenty of curve balls out there, so
my job is to be on watch.
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CBA’s hybrid priced to sell
by Paul Rickard
It has been a horrific start to the year for the hybrid
securities market, with a very thin secondary market
exaggerating the price falls. To keep pace with rising
dividend yields on bank ordinary shares, bank hybrid
securities have come down in price, while
subordinated notes from issuers, including Origin and
Crown, have also suffered heavy falls.
Last Tuesday, the Commonwealth Bank announced a
new issue of capital notes, PERLS VIII. Set to pay a
margin of 5.20% over the 90-day bank bill rate, the
issue was slammed by some commentators as being
“opportunistic”, and that there was better value to be
found in the secondary market.
The commentators pointed to some older bank hybrid
issues trading on the ASX, with call dates earlier than
the PERLS VIII date of 15 October 2021. Typically,
hybrid issues are priced on the assumption that they
will be called by the issuer (investors will be repaid
their $100) on the first available call date, although
there is no obligation for the issuer to do so.
The commentators were right for a day or so, but as
is often the case, supply creates its own demand and
hybrid prices rallied strongly last week – taking most
of the older hybrid securities back to around the 5.2%
trading margin (see table below).
They also missed a couple of other key points. Firstly,
the secondary hybrid securities market on the ASX
can be really thin, and buying volume without moving
the price higher can be very difficult. Next, there is no
obligation to call an issue, with a key factor for the
issuer being the cost of replacing any such capital. If
an issue is trading in the secondary market at $90, it
is very unlikely to make much sense for an issuer to
pay $100 to call. Hence, the lower the issue margin,
the less likely it is that an issue will be called. For
example, the PERLS VII issue, which was issued with
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at a margin of 2.8%, is less likely to be called (given
the new issue margin of 5.2%), and arguably, should
trade at a higher margin.
Finally, for the real pessimists, another factor to
consider is how far away the price of the ordinary
bank share is from the mandatory hybrid trigger price.
If the issuer doesn’t call the issue, hybrid securities
are exchanged for ordinary shares on the mandatory
exchange date (in the case of PERLS VIII, 15
October 2023). However, they must meet a condition
for the exchange to start – the current bank share
price must be no lower than 56% of the price of the
bank share when the hybrid security was first issued.
If it doesn’t, no exchange occurs and potentially, the
hybrid security continues indefinitely. In the table
below, the NAB hybrid (NABPD) would not be
exchanged in the NAB share price was to fall by
26.2%.
The table below shows 6 leading hybrid securities.
Except for the PERLS VII issue, all have call dates
before the new CBA PERLS VIII issue. Prices and
trading margins are as per the COB on Friday.

Click here to download a larger image
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PERLS VIII Capital Notes
PERLS VIII Capital Notes will pay a quarterly
distribution, which is set at a fixed margin of between
5.20% and 5.35% over the 90-day bank bill rate, and
then adjusted, for the company tax rate (to take into
account the franking credit benefits). The final margin
will be set in an institutional bookbuild tomorrow.
With the 90-day bank bill rate around 2.25%, this
implies a gross distribution rate of 7.45% pa for the
first three months (2.35% plus 5.20%). The actual
distribution in cash, which is fully franked, would then
be 5.22% (7.459% x 0.70 = 5.22%).

less than $100 of CBA ordinary shares, as there is a
cap on the maximum number of ordinary shares that
can be issued
Commonwealth Bank also has an option to redeem
the Notes in approximately 5.5 years’ time on 15
October 2021. It can call the Notes by paying holders
$100 per Note.
Details of the issue are as follows:

Distributions are discretionary and subject to
distribution payment conditions. If a distribution is not
paid, it doesn’t accrue and won’t subsequently be
paid. To protect holders from this discretion being
miss-applied, if a distribution is not paid, CBA is then
restricted from paying a dividend on its ordinary
shares.
Exchange into CBA shares or early repayment
PERLS VIII are perpetual and have no term.
However, CBA must (subject to a test) exchange the
Notes into ordinary shares on 15 October 2023 (in
about 7.5 years). If exchange occurs, holders are
issued CBA ordinary shares at a 1% discount to the
then weighted average market price.
The test for the exchange is the price of CBA ordinary
shares at the time – provided they are higher than
approximately $41.50, exchange occurs – otherwise,
it is retested on the next and subsequent distribution
date(s) until the test is met.
To qualify as Tier 1 capital, there are two further
mandatory exchange events – a ‘capital trigger
event’ and a ‘non-viability trigger event’. Under
these tests, the Australian Prudential Regulatory
Authority (APRA) can require CBA to immediately
exchange PERLS VIII into ordinary shares if CBA’s
common equity capital ratio falls below 5.125% (the
ratio was 10.25% as at 31/12/15), or if it believes
CBA needs an injection of capital to remain viable.
In these distressed circumstances, exchange would
most likely result in a holder receiving considerably
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Our view
As has been shown recently, there is nothing to
suggest that hybrid-trading margins have necessarily
peaked. This is still an attractive market for banks to
raise capital in, and if the CBA issue gets away, it is
likely that other major banks will follow suit.
The 5.2% margin is, however, a record for a major
bank to pay.
On a risk-adjusted basis, a running yield of 7.45% for
PERLS VIII doesn’t look too bad against the
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equivalent bank ordinary share yield, which in CBA’s
case, is a grossed up 8.15%.
And if you are investing via a broker or financial
planner, most are receiving a placement fee of 1%
and, in some cases, will be willing to share some or
all of this with potential investors.
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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Earnings season show-and-tell – what to expect
this week
by James Dunn
With the interim earnings season building to a
crescendo, the overall view appears to be one of
surprised relief, that it has been much better than
feared.
According to Citi, 47% of companies – representing
61% of market capitalisation – have posted results,
with 30% beating earnings forecasts, 44% matching
forecasts and 26% coming in below expectations.
Shane Oliver at AMP Capital reckons 53% of results
have bettered expectations (against a norm of 44%),
69% have increased profits compared to a year ago
and 68% have lifted their dividends relative to a year
ago (against a norm of 62%). Oliver says the
better-than-feared nature of the results to date has
been reflected in the fact that 64% of stocks have
seen their share price outperform the market on the
day their results were released.
There have been some standout performances, led
by the likes of Bellamy’s Australia (BAL), The Reject
Shop (TRS) (which saw its shares surge by 26%),
Pacific Brands (PBG) (the first dividend in two years),
Mineral Resources (MIN), Domino’s Pizza (DMP), A2
Milk Company (A2M), Orora (ORA), CSL (CSL),
Folkestone Education Trust (FLK), Boral (BLD),
Challenger (CGF), Cochlear (COH), JB Hi-Fi (JBH),
Newcrest (NCM), Pacific Brands (PBG), Sydney
Airport (SYD), Star Entertainment (SGR), Cochlear
(COH) Amcor (AMC) and AGL Energy (AGL).
Disappointments include Computershare (CPU),
Tabcorp (TAH), Henderson Group (HGG), Aurizon
(AZJ) and Ansell (ANN).
Major themes emerging to boost profitability are the
lower Australian dollar, growing in-bound tourism,
strong consumer spending, a surge in housing
construction and a boost to infrastructure
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commitments.
Chinese consumers are driving the health of an elite
group of stocks, including Bellamy’s Australia, A2
Milk Company, Star Entertainment, Sydney Airport
and hotel group Mantra. Sydney Airport said its
Chinese passenger numbers increased by 18% – the
largest market except for Australians: seven mainland
Chinese carriers now serve the airport, more than any
other long-haul outbound destination in the world.
Similarly, Mantra said spending from Chinese visitors
rose by 43%, to be the largest inbound market by
spending.
This week, attention turns to the results of, BHP
Billiton (BHP) (Tuesday), Qantas Airways (QAN)
(Tuesday), QBE’s full-year (QBE) (Tuesday).
Wesfarmers (WES) (Wednesday), Fortescue Metals
(FMG) (Wednesday), Scentre Group (SCG)
(Wednesday), Blackmores (BLK) (Thursday)
Westfield Corporation (WFD) (Friday) and
Woolworths (WOW) (Friday).
BHP Billiton will not impress: the market is
conditioned by the dire commodity-price environment
to expect net profit to be down at least 80% on last
year’s interim profit of almost $US5 billion – with
some analysts forecasting an interim loss.
The company is taking a $US7 billion write-down to
its US shale assets (about US$4.9 billion after tax)
and BHP is also likely to slash its dividend as it
moves away from its “progressive” dividend policy.
This policy – under which the dividend never falls –
has been in place since the BHP-Billiton merger in
2001.
BHP will follow Rio Tinto (RIO), which earlier this
month announced that it would scrap its progressive
dividend policy next year, after reporting a full-year
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loss of $US866 million ($A1.2 billion). But analysts
believe BHP will end the policy this week, by cutting
its interim dividend: UBS, for example, expects BHP
to halve its interim dividend, to 31 cents, saving the
company $US1.65 billion.

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.

Qantas, however, is expected to produce one of the
highlights of the reporting season, with a profit of
about $920 million, at the higher end of its guidance
range. That would be not far short of the $975 million
full-year profit in 2015, underscoring the extent of
Qantas’ profit recovery since its record $2.8 billion
loss in FY2014. Qantas is also expected to both lift its
interim dividend and possibly add a special dividend.
The company’s $2 billion “transformation” program
of operational efficiency is delivering handsomely, as
are lower fuel prices. Qantas shareholders would also
have been pleased to see Sydney Airport’s traffic
numbers, which provide a strong pointer to Qantas’
own results.
QBE will deliver one of the season’s full-year reports
and on analysts’ consensus the insurance
heavyweight is expected to lift 2016
earnings-per-share (EPS) by 12% to 62.5 US cents,
and pay 38.2 US cents in total dividend, up 3.2%.
On Wednesday, Wesfarmers is expected to deliver a
first-half profit in line with last year’s interim result,
which was just under $1.4 billion. The Coles and
Bunnings operations will be the main drivers of
earnings.
Despite troubled iron ore prices, Citi is forecasting an
interim profit for Fortescue Metals (FMG) of about
$US235 million, down from $US331 million a year
ago.
Rounding out a big week of earnings results will be
Westfield Corporation – another beneficiary of the
weaker $A, with 86% of its revenue coming from the
United States, with the remainder coming from the
UK and Europe – and the beleaguered Woolworths.
Woolworths gave first-half profit guidance in its first
quarter trading update in October, for an interim profit
in the range of $900 million–$1 billion, which would
represent a fall of 28 to 35% from the interim a year
ago.
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
In the good books
Amcor Limited (AMC) Upgrade to Buy from
Neutral by Citi and Upgrade to Outperform from
Neutral by Credit Suisse B/H/S: 4/3/1
Citi analysts had been reducing their estimates on the
belief foreign exchange headwinds and emerging
markets turmoil would impact negatively, but they
were proved wrong with Amcor releasing
better-than-expected financial numbers in its interim
report. The analysts have been forced to reverse their
earlier actions and have now upgraded the
stock. First half results also positively surprised Credit
Suisse. The broker upgrades the stock on the back of
a better fiscal 2016 results more favourable exchange
rates.
Domino’s Pizza (DMP) Upgrade to Add from Hold
by Morgans B/H/S: 2/4/0
First-half results were materially ahead of Morgans’
forecasts. The broker upgrades earnings estimates
by 7.2% and 8.0% for fiscal 2016 and fiscal 2017
respectively. The level of growth at Domino’s is
unrivalled in the broader retail sector, Morgans says
and this supports the stock’s premium.
Magellan Financial Group (MFG) Upgrade to
Outperform from Neutral by Macquarie B/H/S:
3/0/1
The broker says the numbers behind its interim
results speak for themselves: 41% increase in profit,
38% increase in dividend, exceptional net inflows and
a reduction in employee expense to income. The
broker has also significantly lifted earnings forecasts.
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Pacific Brands (PBG) Upgrade to Buy from Hold
by Deutsche Bank B/H/S: 2/3/0

relating to its QIV vaccine, a problem that could
resurface in fiscal 2017.

First-half profit was ahead of Deutsche Bank’s
estimates. The broker believes management has
been successful in turning the business around to
date. The structurally challenged wholesale business
appears to be reaching a stable position while the
push into retail highlights the potential of the
company’s flagship brands.

First half operating results were weaker than
Deutsche Bank expected, largely due to the inclusion
of the flu vaccination business, which reported a
larger operating loss and smaller gain on acquisition
compared with guidance.

Primary Health Care (PRY) Upgrade to Neutral
from Underperform by Credit Suisse and Upgrade
to Neutral from Underperform by Macquarie
B/H/S: 1/7/0
First-half earnings were in line with forecast. Credit
Suisse envisages several catalysts to improve the
company’s capital position, including a potential tax
refund and lower dividend payout. This is dependent
on a recovery in operating cash flow, the broker
acknowledges.
Primary’s result fell short for Macquarie. Pathology
showed improvement as did doctor recruitment and
retention but the company is still facing a number of
regulatory and operational challenges which will place
pressure on growth, the broker notes.
Improved cash flow and the dividend cut reduces the
risk for a capital raising and Macquarie believes the
current share price sufficiently captures regulatory
and operational risks.
In the not-so-good books
CSL Limited (CSL) Downgrade to Neutral from
Outperform by Credit Suisse and Downgrade to
Hold from Buy by Deutsche Bank B/H/S: 4/3/1
CSL’s first-half profit met the broker’s forecast,
outpacing it on some earnings metrics.
But the broker notes an underlying schizophrenia,
strong earnings on the base business being offset by
a higher than anticipated ex-Novartis operation loss
thanks to weaker sales in the northern hemisphere
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Profit guidance in the flu business has dropped to a
$100m loss from break even in a matter of months.
To the broker, this highlights the unpredictable nature
of flu vaccine sales and a high fixed cost structure.
Evolution Mining Limited (EVN) Downgrade to
Underperform from Neutral by Credit Suisse and
Downgrade to Neutral from Outperform by
Macquarie B/H/S: 1/4/1
First half losses were greater than Credit Suisse
expected, the miss being amortisation debt
establishment costs. Evolution’s underlying result
was in line but Macquarie was not expecting
write-downs, which took the bottom line to a net loss.
Cash flow was nevertheless strong and in line with
expectation and while the dividend was also as
forecast, an upgrade is likely ahead, the broker notes.
Henderson Group (HGG) Downgrade to Neutral
from Outperform by Credit Suisse B/H/S: 2/2/0
Henderson Group’s fiscal 2015 result beat the broker
by 3% thanks largely to a lower tax rate and
performance fees. But Credit Suisse downgrades
earnings 22% predicting a sharp fall in funds under
management following the recent share market spit,
lower performance fee margins, negative operational
leverage, a higher tax rate and minimal room to cut
costs.
Iluka Resources (ILU) Downgrade to Neutral from
Buy by UBS B/H/S: 2/4/1
Iluka will suspend mining and concentrate production
at Jacinth-Ambrosia. While there will be an increase
in charges for idling and rehabilitation the suspension
is expected to increase net cash flow.
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UBS suspects the market may interpret this as a
response to subdued or slowing demand but
believes, instead, the announcement reflects a desire
to manage and run down the heavy mineral
concentrate inventory. Rating is therefore
downgraded.
Sonic Healthcare (SHL) Downgrade to Neutral
from Outperform by Macquarie B/H/S: 4/2/2
Sonic’s revenue was in line with Macquarie but
earnings fell short. International pathology posted a
strong result but mostly due to a combination of
currency gains, the Swiss acquisition and the new
joint venture in the UK, the broker notes.
Domestic businesses delivered declines, with
collection centre costs again to blame.
Sonic has nevertheless retained full year guidance
and despite ongoing risks surrounding federal budget
changes, Macquarie believes the company can
weather domestic issues well. But following share
price gains the broker sees value as fair, and thus
downgrades the stock.

Woodside Petroleum (WPL) Downgrade to Neutral
from Buy by UBS B/H/S: 1/7/0
Woodside Petroleum’s full-year result beat
consensus despite recording a 53% dive in net profit
after tax as average realised prices slumped
36%. But the better-than-expected result was struck
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on the exclusion of $128 million lease provision from
underlying NPAT calculations. Woodside reported a
43c per share dividend, well up on UBS’s forecast
29c, maintaining its 80% payout ratio. However the
broker downgrades the stock to reflect the recent
share-price rally.
Earnings Forecasts

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.

Monday 22 February 2016

12

Super Stock Selectors – Magellan and Santos
by Christine St Anne
Magellan Financial Group (MFG) got an upgrade this
week in Buy, Sell, Hold – what the brokers say and
today CMC Markets’ Michael McCarthy also likes the
stock. The 23% increase in the fund manager’s
interim profit pleased McCarthy and he says the stock
is well positioned to grow from “long-run
demographic trends”.
McCarthy doesn’t like Santos (STO) given the
company’s 91% drop in profits, but McCarthy also
doesn’t like the energy company’s net debt
exceeding its market capitalization. He believes
investors can find other “bargains” in the energy
sector.

as the company continues to garner market share
from both the retail and wholesale markets. “Further
market share improvements are expected with growth
in international ticket purchases augmented by
growth in travel packages,” he says. Despite the
growth in the Domain business, Wong doesn’t like
Fairfax (FXJ). “Print and digital advertising continues
to be weaker than expected. Notwithstanding
significant growth in the Domain business, there is
better value elsewhere, such as outdoor advertising,”
Wong says.

Elio D’Amato from Lincoln Indicators likes the
consumer discretionary stock SeaLink Travel (SLK).
The business operates passenger ferries in New
South Wales, Northern Territory, South Australia and
Queensland. It reported a stunning 101% increase in
net profit to $9.5 million on the prior corresponding
period.
“We expect there will be an increasing number of
international tourists attracted by the lower Australian
dollar and the business will continue to benefit from
lower fuel prices and increased tour sales,” D’Amato
says. This week, however, D’Amato doesn’t like the
diversified mining and material business Arrium
Limited (ARI).
He noted that its reported revenue was down 14% on
the prior corresponding period and the business also
reported $142 million in impairments and $70 million
in restructuring costs.
“The outlook for the business looks negative with a
strategic review into options of divestment of
businesses or assets,” he says.
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Prime Value’s Shih Thin Wong likes Webjet (WBF),
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