Issue 27, 20 October 2011

Giddy up!
Some of my favourite market experts are predicting the stock market to end 2011 on a strong note, and
I've taken a look at the factors that have convinced them of this in my column today. But before you
jump in and buy, take a look at some of the recommendations in today's Switzer Super Report.
We've analysed Woolworths' new hybrid securities issue, compared the three broad index-tracking
Aussie ETFs, and explored the outlook for iron ore stocks. Plus, Charlie Aitken brings you his three
weekly stock tips. We've also explained some key facts to know about income protection insurance in
your SMSF to help clear up some of the confusion out there. I hope you find today's report useful!
Sincerely,

Peter Switzer
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It's just like punting on horses
by Peter Switzer
Three of my favourite market experts are tentatively
positive, but they all admit that there is a capacity for
officialdom to really stuff up our investments.
However, if they’re right, we could be off to the races
on Cup Day!
Earlier this week, Professor Ron Bewley, the founder
of Woodhall Investment Research, appeared on my
SWITZER program on the Sky Business channel and
argued that the Reserve Bank really needs to cut
interest rates on the first Tuesday in November – that
is, Melbourne Cup Day (you can watch a replay on
Super TV).
He pointed to two factors that support a rate cut.
Firstly, he looked at the Australian Bureau of
Statistics’ longer-term trend for seasonally-adjusted
unemployment and showed how the spike in recent
months is less than, but still comparable to, the jumps
seen in the 1990 recession and the GFC!
He also looked at the earnings projections of
Australian companies and showed how the best three
sectors were materials, energy and mining services.
Most other sectors looked weak and in need of
stimulation and Bewley says a rate cut is the exact
tonic needed.
I asked him if the RBA would have experts
seeing the same thing, and he replied: “They
should, as I taught lots of the people at the
Reserve Bank!”

broker Charlie Aitken insists we will see a cut in
November and December, but Charlie’s ‘mail’ is more
intuitive than statistical. Even so, his gut feelings have
some reasonable history about them. He believes a
rate cut and some sound European decisions in the
coming weeks will set us up for a big market bounce
before Christmas.
Finally, my charts guy, Lance Lai from Accountancy
Invest, who is a professional trader, says his charts
point to the likelihood of a Christmas rally, but it will
be predicated on a European plan that meets market
approval. But it’s not all good news.
Lai says the charts right now have a similar feel to
around April 2008. In case you need reminding, this
was when the market bounced after the first leg of the
GFC crash, which started in October-November 2007.
The early 2008 bounce fooled lots of experts, many of
whom couldn’t believe a company like Lehman
Brothers could be allowed to fail.
Here’s one way to look at it: the EU rescue meetings
with Greece, which are at the centre of everyone’s
concerns right now, are possibly akin to Lehman
Brothers, but this time around we have to hope that
the governments in question don’t stuff up.
In late 2008, the failure of Lehman led to a credit
freeze where banks did not trust each others’ balance
sheets and that’s why what happens over the next two
weeks has to convince investors that the banks of
Europe will be protected from failure.

A rate cut should soften the dollar and help many of
the stocks labouring in the slow lane of the two-speed
economy. Recently some discretionary consumer
stocks have had a bit of a lift and this could be
pre-emptive gambles ahead of a badly needed rate
cut.

Lenders to Greece and probably other PIIGS
(Portugal, Italy, Ireland, Greece and Spain) could take
a haircut on their lending to these nations, but the
EU’s rescue plans must ensure that the banking
system retains credibility.

Bell Potter managing director and controversial

Lai’s charts have two possible paths ahead; let’s hope
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the Europeans have the wisdom to choose correctly!
On Cup Day, I will be putting my money on the
Europeans, but I’m aware I’m punting on horses. For
stocks, I wish I were investing confidently on
European officials because if they salute the judge
with a winning plan, we will be off to the races and
there will be a bloody great dividend.
Important information: 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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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Do Woolworths' hybrid notes offer good returns?
by Paul Rickard
Woolworths has announced the issue of a $500
million hybrid security – ‘Woolworths Notes II’ – to
be listed and traded on the Australian Stock
Exchange.
The issue has raised the eyebrows of many
self-managed super fund trustees because of its
income-generating properties. But is it a good buy?
Let’s look at the details to find out what this
investment has to offer.

term deposit.
How does the rate stack up?
The table below shows the comparable ‘income
return’ for an SMSF in both the accumulation and
pension phase investing in the Woolworths Notes, a
three-month term deposit, ANZ’s Convertible
Preference Share CPS (read, ANZ offers a good
alternative to term deposits) and Woolworths
ordinary shares.

The Notes are unsecured, subordinated, pay interest
quarterly at a rate referencing the wholesale 90-day
bank bill rate, and have a nominal maturity date of 24
November 2036. More likely, they will be redeemed
at face value on 24 November 2016. Details are as
follows:

The example above assumes that interest rates
remain around current levels and that Woolworths
continues to pay fully franked dividends, which are
forecast to be $1.29 per share for in fiscal 2011/12.
The Woolworths notes come out fairly well for a
strong, brand name credit – the question is whether a
margin of 3.25% to 3.5% is enough? Moreover, is an
investment in the ordinary shares preferable to an
investment in the Note?
On paper, these Notes offer a fairly attractive interest
rate. With the 90-day bank bill at 4.75%, noteholders
can expect an interest rate in the range of 8-8.25% for
the first quarter, depending on the final margin set in
the institutional book build on Tuesday. The interest
rate floats relative to the benchmark 90-day bank bill
rate, which means noteholders are protected from
movements in interest rates and over the life of the
investment, they should be able to look forward to a
rate well in excess of that offered by a three-month

My sense is that this offer is a little on the light side.
Unlike the recent ANZ CPS3 issue – which several
commentators ‘bagged’, attacking some of the
conversion nuances and missing the whole point
about ANZ being ‘too big to fail’ – I’m not sure
Woolworths is in that category. Basically, this is a
good deal for Woolworths as an issuer.
That said, this issue will be comfortably sold and is
more than likely to be increased. It will suit many
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SMSF trustees and other investors, and is a realistic
alternative to term deposits and some fixed interest
securities. Woolworths has reserved the right to
accept over-subscriptions and increase the issue, so
don’t be surprised if the issue ends up at around $750
million to $1.0 billion. Keep some powder dry – if this
is successful, other new issues will follow.
But, let’s go back to the question of whether it’s better
to buy the Woolworths Notes or the Woolworths
ordinary shares. The table below shows Woolworths’
track record in increasing dividends (cents per share)
each year since 2000:

Admittedly, the stock market presents a little more
risk involved in buying the ordinary shares. However,
as a blue chip corporate in a non-cyclical industry, the
risk is not that much more. Perhaps this provides
some clues as to why Woolworths is issuing these
Notes rather than ordinary shares.
Important information: 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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

Between 2001 and 2011, Woolworths increased its
dividend from 27 cents per share to 122 cents per
share – a factor of 4.5 times. Over the last five years,
dividends have doubled from 59 cents in 2006 to 122
cents last year. What might happen over the next five
years?
At a current share price of around $24.70 and a
forecast dividend yield of 5.2% for 2011/12, I think
you can make a pretty strong case to buy Woolworths
shares as an income investment – and back
Woolworths’ track record to at least maintain and
potentially increase the income return each year.
In the first year, the Notes will return approximately
6.8% and 8% after tax to SMSFs in accumulation and
pension phases, respectively, compared with 6.31%
and 7.43% for the ordinary shares. With the prospect
of capital gain and increasing income returns, the
ordinary shares start to stack up pretty well.
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How great is the upside for Australian iron ore
stocks?
by Charlie Aitken
The biggest disconnect in the Australian equity
market continues to be the performance of iron ore
producers versus the spot price of iron ore. While
many commentators continue to forecast an
imminent iron ore price collapse, as they have for
three years, the supply and demand facts simply don’t
support that theory, and neither does the resilience of
the spot iron ore price.
September was the month of total global market and
economic dislocation; rumours swept the brittle
equity markets that China had turned away iron ore
shipments, a couple of global brokers put out
‘scare-broking reports’, and most iron ore equities fell
30%-50%. Short sellers (who make money on an
asset’s value falling) had an absolute field day, most
likely dragging other less willing sellers in as share
prices tanked.
However, we have now had four pieces of factual
information about iron ore demand and supply in
September and that information tells a very different
story:
1. The Port Hedland Port Authority reported
record shipments in September (BHP, FMG
and AGO ship from Pt Hedland).
2. Rio Tinto reported a quarterly iron ore
production record of 60mt, saying they “can
sell everything they produce”.
3. BHP paid record leasing rates for large
capesized vessels on the Port Hedland-China
route.
4. Chinese customs data showed that iron ore
imports for September were up 2.5% from
the previous month and 15.5% from a year
earlier – not exactly a “collapse”. Further, the
September number of 60.57mt was the
highest raw China import number since
January.

There is simply no factual evidence of any
slowdown in demand for iron ore in China.
It’s that simple.
It’s exactly the same situation as the sell-off in Macau
casino stocks last month; they were pounded on fears
of a revenue slowdown only to experience a V-shape
recovery on factual data showing a 13% increase in
tourists to Macau in September. Ditto for luxury
goods vendors with perceived China leverage (like
Burberry).
To me, it seems all the China bears – most of whom
have never been to China – all just top-down short
Australian iron ore stocks, Macau casino and luxury
goods retailer stocks whenever they are jumping at
Chinese slowdown shadows. They are the classic
example of ‘short the rumour, short cover the fact’.
While Australian iron ore equities have recovered
somewhat from the grossly oversold and over-shorted
levels of early October, the table below shows you the
discount to our medium-term conservative valuations
for each current iron ore producer.

These iron ore producers remain ridiculously cheap,
heavily shorted and in the mid-cap space, and highly
vulnerable to China Inc based takeover offers. Even
big, safe, strong, cash rich BHP Billiton is trading on a
20% discount to our financial year 2012 net present
value (NPV). There’s nothing surer in my mind that
over the next few months as the world gets over
‘Euromess’ and works out where growth really is
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(East), that all these stocks above will start
aggressively closing the gaps between share prices
and NPVs.
Fortescue Metals Group (FMG) – Buy
Fortescue is undertaking a rapid expansion to
155Mtpa that we do not believe is being priced in by
the market. Progressively meeting the milestones for
increasing production should see the stock rerate.
Fortescue is relying on cash flow from operations to
fund its expansion, which increases the financing risk.
If prices stay at current levels, the financing plan
remains robust. Under a worst-case scenario, the
Solomon (60Mtpa) component of the expansion can
be delayed and funded when cash allows. If we
assume that the 5th berth is not approved, and the
ultimate production level does not exceed 140Mtpa,
our valuation for that level is $7.56 a share, which still
well above the current share price. We have
maintained our ‘buy’ rating, albeit with a slightly
lower target price of $9.11 a share, assuming that the
155Mtpa level can be achieved.

billion compensation; sustainable free cash flow in
the medium term environment (which will help it
maintain its 28 cents per share fully-franked
dividend); and greater strategic flexibility for
opportunities in a NBN world. We expect Telstra to
rerate if it passes the final hurdle – the ACCC
approval of the structural separation undertaking. We
also estimate that TLS can buy-back 4% of issued
shares per annum over the next eight to 10 years. We
reinforce our ‘buy’ rating with a share price target of
$3.55.
Important information: 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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

Super Retail Group (SUL) – Accumulate

We’ve downgraded Super Retail Group (SUL) to
‘accumulate’ after it announced this week that it is
acquiring Rebel Group from Archer Capital for total
consideration of $610 million (pre acquisition costs).
The growth dynamics of the recreational market
remain robust and the strategic fit with Super Retail’s
existing leisure business makes sense. However we
believe the price paid is not a bargain at this point in
the retail cycle. Structural changes in the retail sector
(online retailing) will also impact Rebel Sports
product offering. This increases the risk profile of the
group. We back management who have a solid track
record, however we’ve revised our target price to
$6.46 from $7.07, pending further clarification from
management.
Telstra Corporation (TLS) – Buy
Shareholders have voted in favour of the National
Broadband Network deal. We view this as a critical
step towards a major rerating event given the
regulatory certainty it provides. The four key benefits
from the deal are: a more stable regulatory ; $11
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Which Aussie index ETF is best?
by JP Goldman
The Australian exchange traded fund (ETF) market
has come along in leaps and bounds in recent years,
and investors now have a wide choice of cheap and
highly diversified listed investments from across the
world to select from.
But if you want to keep things simple, investors need
look no further than the ETFs providing broad
coverage of the Australian market. There are now, in
fact, three competing ETFs to choose from, and each
provides exposure to the top several hundred blue
chip companies in Australia by market capitalisation.
So how can we choose between them?

Note; each ETF’s investment benchmark is slightly
different – but for practical purposes, that doesn’t
matter much. Vanguard’s ETF covers the S&P/ASX
300 top companies, whereas State Street’s covers the
S&P/ASX 200 – so the former includes more of what
are called “small cap” stocks. Yet, as the top 200
stocks account for more than 95 per cent of market
capitalisation of the top 300 index, the two indices
tend to move in virtual lockstep.
Similarly, the MSCI 200 index, followed by the
iShares ETF, only includes listed companies that are
registered in Australia – so compared to the S&P/ASX
200 index, it excludes, most notably, News
Corporation. But again, the differences in relative
performance are tiny.

We also can’t really distinguish between these ETFs
on the basis of the size and experience of the ETF
issuer. All three companies – State Street, Vanguard,
and iShares – are major players in the global ETF
industry, with billions under management.
Each provider also aims to match its benchmark in
similar ways – by buying underlying securities, and
using derivatives (futures) only minimally to manage
cash flows. Neither group engages in securities
lending, nor offer dividend reinvestment programs.
That said, State Street has been operating in the local
ETF market the longest, with its SPDR S&P/ASX 200
– listed in August 2001 – being the oldest and largest
ETF in the Australian market place. On the other
hand, iShares only listed IOZ in December last year,
while Vanguard listed VAS in May 2009.
As a result, one key distinguishing characteristic is
that State Street’s ETF retains moderately better
liquidity. As seen in the table below, STW has by far
the greater funds under management and has average
bid-offer spreads marginally lower than VAS and IOZ.
STW has offers the greater market depth. Tracking
error – or the ability of the ETF to stick close to its
benchmark – has tended to be very close for STW and
VAS over time, though IOZ still appears to have had a
few teething problems in its first months of operation.

Over the past 10 financial years, for example, the
relative returns and volatility of each underlying
benchmark have been virtually identical. This is
reflected in the compound annual growth rates
(CAGR) in the table below.
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That said, due to their unique structure, provided
ETFs are carefully purchased, investors should be
able to buy at prices quite close to their net asset
value – though the above analysis suggests STW may
retain greater liquidity in times of market volatility.
Of course, State Street also makes investors pay for
the privilege of potentially better liquidity, with a
management expense ratio above those of its peers.
The difference between MERs could account for up to
1% on performance every ten years.
Income investors should also note that STW only pays
dividends semi-annually, whereas the other two are
quarterly.
All up, active investors might prefer the liquidity
benefits of STW, despite higher management fees,
though more passive longer-term investors might
tend toward Vanguard’s ETF. The iShares ETF is
relatively new, though the company’s strength is
mainly in the range of international ETFs it offers
Australian investors.
Important information: 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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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Should you have income protection insurance?
by Tony Negline
Many SMSF trustees get confused about what type of
income protection insurance they should buy, and
how that insurance works within their self-managed
super fund.
The confusion became evident recently when I was
asked about it on Peter Switzer’s Super Show on 2GB,
so today, I’m going to run over some of the key things
you should know about this type of insurance.
Income protection insurance, as the name suggests, is
a life insurance contract that pays you an ‘income’ if
you if you can’t work due to illness or injury.
Depending on your insurer, you might find this
product also referred to as salary continuance
insurance.
It pays a monthly benefit, which often represents a
fixed percentage of your normal income. Most
insurers allow you to select different payment periods
for illness or injury benefits. For example, you might
want an illness benefit to be paid for only two years,
but the injury benefit to be paid for five years.
There are a few reasons to purchase this insurance in
your SMSF other than to protect your personal cash
flow. For example, you might want to use your
compulsory super contributions to pay the insurance
premiums.
These premiums are tax deductible in an
SMSF as long as the life policy covers your
temporary inability to perform your normal
employment duties. This means that if you’re
not employed, then these insurance
premiums aren’t deductible.
Another limitation relates to beneficiaries. Most life
insurance policies allow you to nominate a policy
beneficiary, however, you can’t take advantage of this
option when you buy the insurance using your SMSF.

When income protection insurance is taken out inside
super, the super fund trustee is the policy owner and a
super fund member will be the life insured. For many
years it was thought that a super fund could only
purchase income insurance that provided two years of
illness and injury benefits, although thankfully this
restriction has long since gone.
In Australia, there are typically three different types
of definitions of ‘disability’ that a policyholder must
satisfy if they plan to make a claim: any occupation,
similar occupation and own occupation. Carefully
check how your insurance policy has defined your
occupation. For example, own occupation will pay out
a benefit if you are unable to do your own occupation
due to illness or injury, and so forth (read, New rules
means it’s time to check your insurance policy).
Another key issue you should check is that you’re
eligible to receive the insurance benefit if you make a
claim – sometimes the benefits can get locked up in
the super fund, meaning you can’t access them until
you retire.
So you need to make sure the insurance policy
matches when a benefit can be paid out under your
trust deed and under the super laws. Many older
SMSF trust deeds don’t allow an income protection
benefit to be paid, which means you would likely want
to have a new one drawn up.
When an insured person stops work because of a
non-permanent mental or physical illness, this is
referred to as ‘temporary incapacity’.
A super fund must pay temporary incapacity benefits
as an income stream, and the income paid can’t be
greater than the income before disablement. This
means that if you return to work on a part-time basis,
then the temporary incapacity income must be
reduced to ensure that your income doesn’t exceed
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your pre-disablement remuneration.
It’s also important to know that the benefit paid to a
member can’t include the member’s minimum benefit
(which in most cases, is the SMSF’s account balance).
Important information: 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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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Did you know?
Businesses with 20 employees or less are eligible to use the government's free superannuation service to pay
their employees' compulsory super contributions. The Small Business Superannuation Clearing House lets small
business owners pay contributions in one transaction. You can find out more at
www.medicareaustralia.gov.au/super.

Don't miss this!
Ten Network Holdings releases its full-year results tomorrow, followed by National Australia Bank, Australian
Pharmaceutical Industries, and Macquarie Group next week. The results will be up with the latest breaking news
on the Switzer Super Report homepage.
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