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Orica

ASX CODE: ORI

SECURITY PRICE: $21.04
INDUSTRY: Mining services
FORECAST DISTRIBUTION: 95¢
per share, 40 per cent franked

DARREN KATZ

The outlook for explosives com-
pany Orica has fizzled as the
mining slump hits earnings.

The company recently disap-
pointed the market with abelow-
expectations interim  profit
result. But despite those chal-
lenges, a pretty solid dividend
yield is underpinningits shares.

Orica is transforming its op-
erations in an effort to become
more resilient. And it should
benefit from both a falling dollar
and a potential infrastructure-
spending surge in Europe. This
makes the stock asolid option for
patientincome investors.

Orica is the world’s largest
supplier of commercial explo-
sives to the mining and infra-
structure market. It operates in
over 50 countries and has a
28 per cent global market share.

The mining services segment
includes the manufacture and
supply of commercial explosives
and blasting systems to the min-
ing, quarrying, construction and
exploration industries.

The segment also includes
the provision of ground support
services in mining and tunnel-
ling. Orica recently offloaded its
chemicals business.

But like many other service
providers, the mining downturn
has hit hard. Orica’s CEO
recently described market con-
ditions as “unquestionably diffi-
cult”. Global markets are
volatile, so Orica isn’t providing
a 2015 profit guidance.

The tough conditions have
affected earnings. In May, Orica
announced a 3 per cent fall in
first-half net profit to $211 mil-
lion, revenue flat at $2.8 billion.

But it’'s not all gloom and
doom. Orica’s new challenge is
tobuild earnings resilience in the
downturn. Itis takingaction with
a “transformation program” that
includes cost-cutting and con-
tract renegotiations. This pro-
gram is starting to gain traction.

Orica should also benefit
from a fall in the dollar at some
point and we expect it to benefit
from infrastructure rollout in
Europe. The company’s balance
sheet is also in good shape, with
gearing falling from 36.5 per cent
t029.4 per cent in the first half.

Orica declared an interim
dividend of 40c per share, frank-
ed to 14c per share. It is forecast
to pay a total full-year dividend
of 95¢ per share, around 40 per
cent franked, which gives a
healthy 4.5 per cent yield.

At $21.04, Orica is trading
slightly above our forecast value
of $18.07 but remains an option
for income-focused investors.

Darren Katzis head of
distribution at Clime Asset
Management.

www.clime.com.au
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Picking a fund manager

The choice really
boils down to ‘active’
and ‘passive’

WILL HAMILTON

What's the ideal type of fund
manager? And how does a private
investor choose between the
many brands and styles available?
Indeed we might ask, is any one
styletheright style?

The Nobel Prize for Econom-
ics was shared in 2013 by two pro-
fessors with opposing views.

The first was Eugene Fama,
who gave us the modern efficient
markets theory that share prices
incorporate all available infor-
mation and there are no mis-
pricings to exploit.

The second, Robert Shiller,
believes efficient markets “make
little sense”. He draws on behav-
ioural science to show the human
errors involved in market pricing
as investors misperceive and
overreact to information.

Both these positions, contra-
dictory as they were, were seen by
the Nobel prize committee as “the
right approach”.

AP

The division of views on how Robert Shiller shared the Nobel Prize for Economics in 2013 with Eugene Fama, whose views directly contradicted his

you might approach markets is
alsoplainly seen in the current de-
bate over which approach to
adopt toward asset management.

In looking at active manage-
ment, it is important to differenti-
ate between “index like” — a
broad portfolio built around the
index and the sectors it makes up
— and “conviction” — a portfolio
of stocks where the fund manager
makes investment decisions
based on a company’s fundamen-
talsand price.

They don’t buy simply because
they believe the price is going up
or sell because they believe the
priceis going down.

Passive or index investing
adjusts a portfolio’s weightings
based on what has occurred in the
past, conviction investing is
forward looking towards a busi-
ness’s potential.

More sophisticated investors
want exposure to stock specific
risk and are looking towards
conviction based funds for risk
based assets, therefore introduc-

ing idiosyncratic risk into their
portfolios.

Once a decision has been
made to look at exposure to mar-
ket risk, the natural extension is to
look at idiosyncratic risk. That is
where funds with high active
share, high tracking error and
therefore idiosyncratic risk have
been more likely to outperform.

A conviction value manager
believes that the stock market is
not always efficient or rational
and that the underlying value of a
security is distinguishable from its
daily market price.

Their view is that inefficiencies
in markets can be caused by short
termism of many participants
and/or the tendency of many in-
vestors to hugindices.

The skill in assessing a high
conviction manager lies in identi-
fying their stock picking ability as
idiosyncratic risk becomes their
friend, conviction managers
therefore strive to be different
from the crowd, aligning with

Professor Shiller. In Magnus An-
genfelt’'s book The World’s 99
Greatest Investors, he looks at
how the efficient market hypoth-
esis assumes shares are always
traded at their correct value,
therefore by definition no shares
sold are undervalued and no
shares bought are overvalued. In
other words, Professor Fama’s
view that you can never deliver a
better return than the market.

Angenfelt argues thisis at odds
with the view of professional in-
vestors, the best of which have
beaten the market year after year
for an average of 25 years and
usually with less risk.

Angenfelt argues further that
the sums involved are too great to
be dismissed as a statistical
residual, as the market is not
efficient and investors need to
seek out those managers that are
“outliers”.

The big question therefore be-
comes how to select a conviction
manager. In selecting a manager

you are leveraging the stock-pick-
ing skill of that team.

While quantitative data is
available a strong qualitative as-
sessment is necessary.

The vital importance of know-
ing and being comfortable with a
management team — as well as
the mandate, and their previous
experience in navigating volatile
markets, while ensuring the pro-
cess and philosophy of the fund —
has not changed.

This is crucial, especially in
times of market underperform-
ance when investors want re-
assurance a manager has used
their mandate correctly.

It’s generally expected that
conviction funds should be able to
mitigate risks better than index
aware funds.

When assessing a manager
youmust ask:

e Does the team have ownership
inthe fund?

e Can the fund manager properly
ensure incentives are very much

aligned with the investor?

e Arethere size constraints on the
fund?

e Does the fund have the ability to
hold cash?

Fees often come up in the ac-
tive versus passive debate.

What is important to ensure as
an investor you are not paying ac-
tive fees for passive management?

Even the Nobel prize cannot
resolve the active versus passive
debate, and thereis arole for both.

On the active side of the argu-
ment too many so called active
managers are operating close to
the index and in assessing the risk
component of a fund idiosyn-
craticrisk combined with high ac-
tive share and high tracking error
canbeyour friend.

Will Hamilton is the Managing
Partner of Hamilton Wealth

Management a Melbourne based

independent Wealth Manager.
will hamilton@hamiltonwealth.c
om.au

Trust me, you need to get your death benefits in order

MONICA RULE

Putting plans in place on how to
distribute your superannuation
savings upon your death is equally
as important as planning how to
use your superannuation savings
while youare alive. Not many peo-
ple spend much thought on estate
planning because it is one of those
things we tend to put off until
“later”. But no one wants to leave a
big mess for our family to resolve

whenwe’re gone.

Take for example, a badly

worded self-managed superannu-
ation fund trust deed that provides
for the payment of death benefit,
payment of areversionary pension
and allows a binding death benefit
nomination to be made.

Our sample trust deed states
that a binding death benefit nomi-
nation (BDBN) must be made in
an approved form, yet there is no
approved form attached to the
schedule of the trust deed, which
means, regardless of what form the
members end up using, the nomi-
nation will not be binding.

Another mistake made in trust
deeds is where certain words are
not clearly defined. Examples are
the words “spouse” and “member”.
Does a spouse include a de facto
spouse or is it only a married
spouse? What will happen if the
surviving member is in a de facto
relationship with the deceased

member — is a death benefit pay-
able to the de facto spouse? What
about a person who is drawing a
pension from the SMSF? Is this
person included as “member” or is
it only the members in the ac-
cumulation phase that are consid-
ered to be members of the SMSF?
Does this mean, the member ac-
cessing a pension may not be able
to make a binding death benefit
nomination? These are all ques-
tions the trust deed must answer.

I recently attended the SMSF
Association’s National Confer-
ence in Melbourne, where lawyers
Scott Hay-Bartlem and Clinton
Jackson from Cooper Grace Ward
Lawyers role-played a scenario
where a husband and wife were
members of their SMSF. The hus-
band made a binding nomination
leaving his superannuation en-
titlements to three sons from his

previous marriage. The husband
was in receipt of a reversionary
pension at the time of his death.

Both Mr Hay-Bartlem and Mr
Jackson convincingly argued their
cases where one acted as the law-
yer for the surviving wife who
would receive the reversionary
pension from the SMSF, and the
other acted for the three sons who
would receive the death benefit of
their deceased father’s super en-
titlements. Both presented com-
pelling cases for their “clients”.

Which should take pre-
cedence? Is it the death benefit
payment to the sons or the con-
tinuation of the reversionary pen-
sion to the wife? It all depends on
the wording in the trust deed,
binding nomination and the prod-
uct disclosure statement of the
pension (if there is one).

In the role-play, it was decided

that as the reversionary pension
continued to be paid to the surviv-
ing spouse after the death of the
husband, there is no death benefit
payable. Therefore the deceased
sons were not entitled to their fa-
ther’s superannuation savings re-
gardless of the binding death
benefit nomination.

Make sure your documents are
drafted by someone who is a
superannuation specialist and has
experience in the superannuation
dispute matters. People who have
children from previous marriages
who have started new relation-
ships should be particularly care-
ful they have everythingin order.

Monica Rule is an SMSF Specialist
and the author of The Self
Managed Super Handbook.

www.monicarule.com.au
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Bond market uncertainty
a sign it’s time to fix rates

DON STAMMER
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Bond markets in Europe are
stressed. And it’s affecting the
US and Australia. Investors
should allow for further lively —
and likely disruptive — times in
bond markets, here and abroad,
in coming months.

Five weeks ago, yields on
government bonds in many
countries were at their lowest
levels ever. In Europe, US$3
trillion of government bonds
were priced with negative
nominal yields.

Investors, and not all of them
central banks, were prepared to
pay to lend money to the
German, Swiss and Austrian
governments.

But on May 7 there was a
dramatic sell-off in the German
bond market, traditionally
lauded for its stability. The yield
on 10-year bonds — German
government bonds — went from
their April low of 0.05 per cent to
a brief peak of 0.78 per cent.

Concerns spread to other
bond markets, including in the
US and Australia. In Australia,
10-year yields have risen by more
than half a percentage point
from their April lows. There is, of
course, an inverse relationship of
bond yields and bond prices —
and the longer-dated the bond
the greater the inverse move in
market prices.

There’s still no agreement on
what caused the sell-off in
European bonds.

In my thinking, it’s an early
sign of an emerging view that the
global economy, which has been
in the doldrums, is now close to
an important turning point that
delivers better growth.

Here’s a list of how analysts
and traders have explained the
jump in bond yields:

e Some blame “technical
issues”, associated with a
temporary shortage of buyers as
some big investment funds
switched from conventional
bonds to inflation-linked bonds.

e Others point to the recent
changes in bank regulation,
which have constrained the
activity of “market makers” in
bond markets.

e [nvestors are starting to
prepare for the level of bond
yields that’s likely from August
next year, after the European
Central Bank completes its
program of bond purchases of 60
billion euros a month.

o The business outlook in
Europe is not now as gloomy as
investors had earlier expected.
Though many problems have to
be faced, the consensus forecast
for economic growth in the

eurozone this year has been
raised to 1.5 per cent, pushing
bond yields higher.

e Also, bond investors may have
gone too far in their earlier
expectations for sustained
deflation in Europe.

Perhaps triggered by the
rebound in oil prices, bond
investors are again allowing for
(mild) inflation.

If, as I expect, further signs
emerge over coming months of
an early pick-up in global
growth, bond markets could turn
decidedly bearish.

Yields on medium-dated and
long-dated bonds will likely
increase relative to yields on
short-dated bonds, which are
anchored — other than in the
US — by the prospect of cash
rates remaining unchanged for
some time. Perhaps it’s time for
bond investors to consider
favouring shorter-dated bonds,
floating rate notes or cash,
relative to their holding longer-
dated bonds. And investors in

Borrowers might
consider locking in
some fixed-rate
debt while term
rates remain
relatively low

bond funds might favour
absolute return funds in
preference to funds that focus on
outperforming the average
returns the market is delivering
(which may well be negative).

Borrowers might consider
locking in some fixed-rate debt
while term rates remain
relatively low. To date, the mood
swing in bond markets has had
relatively little effect on share
markets. It’s prudent, | believe, to
allow that forthcoming increases
in bond yields will hurt investor
confidence — and initially
reduce share prices. However, if
bonds sell off because of an
upgrade in global growth, which
would raise expectations for
company earnings, share
markets might soon rebound.

There’s also the point Nick
Nelson, a European equity
strategist for UBS, makes that
“equities hate deflation so if
bond markets are moving away
from deflation that should be
constructive (for shares)”.

The fractured confidence in
the bond market is a reminder,
too that the US Fed will be
skating on thin ice when it begins
to “normalise” its US cash rate
without, it hopes, unsettling the
US bond market.

Don Stammer chairs QV Equities,
is a director of IPE, and is an
adviser to the Third Link Growth
Fund and Altius Asset
Management. The views
expressed are his alone.

don.stammer@gmail.com
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