Issue 53, 30 January 2012

February outlook
The US and Australian stock markets made some decent gains in January, but what can we expect
them to do this month? I give you my opinion in my column today, and I also tell you what the Reserve
Bank is likely to do next week.
Also in the Switzer Super Report, we name some art investments that paid off in 2011 and which
Australian artists to look out for in 2012. We also have our weekly broker wrap. Plus, we highlight a
case study that shows the importance of legal advice on complex SMSF transactions, and whether
executive pay is a cause for concern in Australia. I hope you enjoy today's report.
Sincerely,

Peter Switzer
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February could be challenging for investors
by Peter Switzer
Wall Street ended down over the weekend with both
the S&P 500 index and the Dow off 0.16% and 0.58%
respectively, but the news was not all bad with the
tech-heavy Nasdaq up 0.4%.

Adding more credibility to optimism was the
University of Michigan consumer sentiment index
which hit an 11-month high this month, jumping
around five points over a month to a reading of 75.

And while January is often a good month for stocks,
February is often a time for some profit-taking –
you’ll hear words such as ‘consolidation’ used more
widely over the next month.

Meanwhile, the Greeks, it is reported, are close to a
deal with their private creditors. This could be really
big news this week that will help the market, but you
do always have to be careful about Greek news.

Looking back at January and the Dow is up 3.63%,
the S&P 500 is 4.67% higher and our own S&P/ASX
200 is up 5.7%. Given these rises you don’t have to be
George Soros or Warren Buffett to expect some
investors and fund managers will want to bank some
profit.

What we’re watching this week

But what will be the drivers for the rest of the year?
Investors’ nervousness will be critical because there
are mountains of cash around the world earning low
interest rates, and the owners of that cash will face
the dilemma of: “Do I keep playing it safe or do I dip
my toe back into the stock market?”
Fear is falling
Right now, the VIX – or fear index – says that in
January some Nervous Nellies did go back to stocks,
with the index down to 18.53 last Friday. Remember,
it was approaching 40 last year and was around 80
when the global financial crisis (GFC) was at its
scariest.
Helping this positive trend has been US economic
data, which mostly points to a better economy ahead,
though the last quarter gross domestic product (GDP)
figure came in at only 2.8% when 3% was tipped.
However, this was the best growth rate for 18 months
and came at a time when the experts were predicting
that the US would double dip into recession!

On the company earnings front, CNBC says according
to Thomson Reuters only 59% of companies that have
reported their earnings have beaten expectations and
that is below what generally happens. So, US
companies have been battling, but keep in mind that
these are figures coming from the third quarter,
which followed the worst of the stock market news in
August and September. This is when there was talk of
another GFC and a Lehman Brothers-style failure
focused in on the chronic debtor countries of the
eurozone.
Aside from the Greek debt swap deal this week, there
are other big market-rattling – or helping – stories
ahead.
Wall Street will be watching the S&P Case-Shiller
home price index, the Chicago PMI, consumer
confidence, the ADP private-sector employment
report, the ISM manufacturing index, chain-store
sales, ISM services index, and the biggie — the jobs
report on Friday.
On the local front, private credit figures, home prices
as well as sales and building approvals will be
monitored, but they will all be speculated upon based
on what they mean for the interest rate decision next
Tuesday.
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The smart money says the Reserve Bank of Australia
is set to cut in February and others think it will
happen again in March, but that is a much longer shot
than a rate reduction next week.
By the way, the more our interest rates fall, the more
attractive our stocks will look.
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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Art making solid returns
by Alistair Bailey
It is fair to say that 2011 was an ‘interesting’ year for
the art market, both domestically and in the
international arena. The major auction houses are yet
to publish their annual sales reports, but on the
surface, figures for Sotheby’s at least suggest an
increase in auction turnover of around 12% to
US$4.9billion.
The first half of the year had a runaway freight-train
quality about it (Sotheby’s recorded its best first half
in its illustrious history), with sales meeting
expectations and, in many cases, exceeding them. It
seemed as if 2011 would not only consolidate, but
surpass the remarkable recovery experienced in 2010.
However, from September to the gavel falling on the
last lot of season, the results became far more
sporadic – an issue that has plagued the Australian
auction scene for the past 24 months. Many analysts
have suggested this trend is directly correlated to the
continued concerns surrounding sovereign debt in the
eurozone. This has been a contributing factor, but is it
really the only reason? I’m not so sure about that.
Art vs equities
The Mei Moses All Art Index points to another very
solid year for 2011 with the index ‘closing’ up 11%
from 12 months ago. Some reports go on to reference
that the All Art Index has outperformed the S&P 500
Total Returns Index for the second consecutive year
and the sixth time over the last 10 years.
However, we shouldn’t make direct correlations
between the results of the All Art Index and that of
the S&P 500 TRI because both markets are governed
by their own nuances and fundamentals which often
don’t translate into each other’s markets.
One of the significant attractions in Fine Art
Investment is that it provides a level of true

diversification for the underlying reason that it is
largely uncorrelated to the more traditional asset
classes.
If we take the Mei Moses results in context, then the
comparative allows us to see the confidence levels in
the market as opposed to a direct comparison – after
all, there is no mechanism to trade the index returns
in Art as there are in equity markets. As an investor in
this space, it is paramount that you don’t find yourself
comparing apples with bowler hats.
Top sales for 2011
It is believed that the most expensive work ever sold
was transacted by private treaty in 2011, with reports
suggesting an undisclosed buyer paid US$250 million
for The Card Players by French artist Cezanne
(1839–1906). The identity of the buyer will eventually
surface, however we will never really know how much
they paid for the work such is the beauty of private
treaty and testament to how opaque the art market
can be when it wants to.
The highest price for a work sold at auction in 2011
was set in Beijing, China, in May, with Qi Biashi’s
Eagle Standing on Pine Tree selling for US$65.29
million through China Guardian Auctions. Despite
there being murmurings about the nature of the
reporting of results from auctions on the mainland,
the impact China as both a market and as a buyer on
the Global Art Market can no longer be
under-estimated nor ignored. While activity on the
mainland will inevitably subside, Hong Kong has fast
established itself as a major hub for the world art
market.
The top prices at Sotheby’s and Christie’s were for
American abstract expressionist and Pop Art. The
previously underrated Clyfford Still soared to a record
price of $61.9 million for 1949-A-No.1, while Roy
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Lichtenstein’s I Can See The Whole Room!… And
There’s Nobody In It, fetched $43.26 million in the
November sales in New York. The 1961 Lichenstein is
widely regarded as the very first Pop Art painting by
the artist and is most certainly the first of his works
inspired by cartoons.
This painting has also proven to be a fantastic
investment. The painting last went to the hammer in
1988 when it sold for US$2.09 million (a then record
for the artist’s work at auction) giving the vendor a
Compound Annual Growth Rate (CAGR) of 14.08%
when they sold in 2011. The buyer in 1988 returned a
staggering CAGR of 36.71% over a 27 year period for
the previous owner, who purchased the work in 1961
for a meagre US$450. So, it has generated a CAGR of
25.79% over the last 50 years!

The likes of Margaret Olley (who sadly passed away in
2011), Ray Crooke and Eric Thake saw significant
gains in prices, but it was the move in the
contemporary sector that was of most interest. Ben
Quilty’s Frog Torana smashed his previous record,
selling for $88,000 (inclusive of buyer’s premium),
while Del Kathryn Barton continued to move ever
higher. But it was the emergence of the likes of David
Noonan, Andrew Browne, Peter Powditch and Jon
Cattapan that marked the year.
Who to watch in 2012
I’m a firm believer that the best investments in the
Australian market are ensconced in the Mid-Career
area of the market. Results like Quilty’s Torana pay
homage to this thought. With that, below are 10
artists that I am keeping a keen eye on for the year:

The Australian market
1. Jeremy Kibel
2. Adam Nudelman
3. Rick Amor
4. Nicholas Harding
5. Wentja Napaltjarri
6. Rosemary Laing
7. Adam Chang
8. Maclean Edwards
9. Tim Storrier
10. Chen Ping
And a couple of blue-chip players:
1. Ron Mueck
2. John Olsen
The Australian auction market didn’t enjoy quite the
vigour in 2011 that the broader art market enjoyed,
however the auctions turned over $99.92 million.
Despite closing down 3% on 2010 in terms of
turnover, the Australian market was far less reliant on
the $1 million-plus works than the previous year, with
nine works that breached this level accounting for
14% of turnover.
Along the way, 29 new Australian artist records were
set, which included the $1.2 million for Arthur Boyd
and $1.02 million for Jeffrey Smart. From these high
prices we also started to see a shift in buying patterns
and behaviour.

Just remember though, when all is said and done,
don’t just buy art for a name – the investment lies in
the quality.
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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The broker wrap: Two buys and five sells
by Rudi Filapek-Vandyck
Change in stock broker recommendations in
the past week

Most brokers already had Mermaid Marine
(MRM) as a Buy, but a solid share price run
threatened to change that as the company went about
expanding its business of servicing offshore WA oil
and gas operations. BA-Merrill Lynch, nevertheless,
decided last week that Mermaid’s valuation still
offered upside given the strength of demand potential
and thus added it to the list of Buy raters.
UBS believes there are a number of different policy
moves Toll Holdings (TOL) could implement in
order to improve its earnings profile. With the
Express division leading the near-term drive, and Toll
trading at a 20% discount to peers, the analysts
decided there was sufficient scope for an upgrade to
Buy.
St Barbara (SBM) is an aspiring primary gold
miner, but it has always been hampered by
higher-than-average costs. This had been enough for
Macquarie to rate it a Sell, but with scope for costs to
now reduced, coupled with the broker’s bullish
outlook for the gold price, the analysts decided to
move it up to Hold.

Much of the research published last week was
dedicated to the building materials sector and to
mining service providers. Both sectors, stockbrokers
say, should be looking towards a good year ahead in
terms of new orders, margins and profit growth.
Upgrades
As far as recommendation upgrades, many an analyst
were forced to concede in 2011 that they’d been a bit
premature in pricing in the opportunities available for
New Zealand’s dominant building-material
manufacturer, Fletcher Building (FBU), post the
Christchurch earthquake. But JP Morgan now
believes Fletcher’s time has come, upgrading it to
Buy.

BA-Merrill made a similar move for Dulux (DLX).
The analysts noted margins have improved for the
company more than had been expected in a weak
building environment, which otherwise reduces the
demand for paint.
Downgrades
Only three brokers in the database cover mineral
processing equipment producer Ludowici (LDW)
and last week both RBS and UBS downgraded the
company to Hold. It seemed a no brainer – Ludowici
received a takeover offer from FLSmidth representing
a premium in excess of 100%.
Returning to prior suggestions of ‘toppiness’, four
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companies suffering downgrades last week were
merely victims of their own success rather than
anything untoward.
With trading prices now running ahead of valuations,
and despite ongoing potential for success, UBS
downgraded high-flying resource sector servicing
companies Ausenco (AAX) to Sell and
Monadelphous (MND) to Hold. UBS provided the
same reasoning for downgrading nickel miner
Western Areas (WSA) to Sell, and Citi threw in a
downgrade to Hold. Favourable growing conditions
for Graincorp have also seen investors over-excited,
and hence Citi took that stock down to Hold as well.

PanAust (PNA) saw Merrill drop its rating to Sell.
Macquaire took Whitehaven Coal (WHC) down to
Hold on weak production, but notes the stock is still
wrapped up in takeover speculation.
Finally, Citi noted that LNG darling Oil Search
(OSH) posted greater recoveries than expected in the
quarter but this was due to inventory run-down. With
inventories needing to be rebuilt, and the analysts
preferring PNG partner Santos (STO) anyway, Citi
downgraded to Hold.
Changes to earnings forecasts (EF)

While resource sector construction is booming along
in Australia, the same is not true for residential and
commercial construction. Analysts have been
anticipating a post-GFC rebound for some time now,
but over three years out there remains little sign.
Credit Suisse downgraded Boral (BLD) to Hold.
CSR’s (CSR) building products are in higher
demand in flood-ravaged Queensland, but a weak
outlook for aluminium saw Merrill take the stock
down to Sell. Merrill also saw mounting competition
for Adelaide Brighton’s (ABC) dominant cement
business, and it was downgraded to Hold.
If you’re not building houses then nor are you filling
them with household gadgets and cleaners and so
forth. GUD Holdings (GUD) has a strong balance
sheet and has increased its dividend but with little in
the way of near-term catalysts, Credit Suisse has
downgraded to Hold.
The world is swept up in the success of Australia’s
resource boom and the recent return to positive
commodity prices, but the latest round of production
reports emphasises the fact mining is based on
resource estimates and is impacted heavily by
everything from rising costs to bad weather. Citi had
suspected that Alacer Gold’s (AQG) production
targets were a bit ambitious and was proved correct
before downgrading it to Neutral. Mirabela Nickel
(MBN) suffered a similar fate from Deutsche Bank
(to Sell) when production guidance was cut and costs
were more than expected. Rail transport issues have
become a problem for Mt Gibson Iron (MGX),
prompting a downgrade to Hold from RBS, and
disappointing 2012 production guidance from

Note: FNArena monitors eight leading stockbrokers
on a daily basis: BA-Merrill Lynch, Citi, Credit Suisse,
Deutsche Bank, JP Morgan, Macquarie, RBS and
UBS.
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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Is executive pay a problem in Australia?
by Vas Kolesnikoff
We are all aware of the huge backlash globally against
large executive pay packages, so why is this? One
answer is because we have seen over the last few years
that investors in shares have lost their money, with
corporate failures or huge share price falls, but
executives and boards seem to get higher packages
without results.
One week ago, some of Wall Street’s leaders disclosed
their pay packages for 2011, which make the mind
boggle. Morgan Stanley’s boss, James Gorman, will
receive approximately US$10.5 million, including a
US$5.1 million stock bonus, when the company’s
stock price lost more than one-third of its value for
investors and its operating income also fell. The CEO
of JP Morgan Chase received around US$23 million.
Then, other than the most senior executives, the
pressure is also on to pay more to the next levels
down, and so on. For example, Bank of America
confirmed that it will issue US$1 billion in stock
bonuses. Noting that the US and global banking
system had to be propped up by the respective
government, it clearly seems like there is one rule for
executives whether they perform or not in achieving
long-term results for investors, and another rule for
average people who have to justify their jobs.
Then there is the helplessness of some shareholders
who watch these huge pay packets and bonuses being
handed out to senior executives and those further
down the chain in underperforming companies, as
they watch their capital diminish and distributions
struggle.
What about Australia?
The question for SMSF trustees is therefore, is this a
problem in Australia and what can you do about it?
In the last edition of our Australian Shareholder’s

Association magazine, we observed quite a number of
companies in Australia, which in 2011 rewarded
executives at various levels where there was no clear
link to performance of the company and results for
shareholders.
In addition to looking at the company’s historical and
forecast business fundamentals, share price
performance and returns, SMSF trustees must be
wary of investments where executive pay packets are
not appropriately aligned to these investor targets. If
you see executives being awarded large salary
increases and bonuses without appropriate return to
investors, then SMSF trustees must either vote
against such remuneration reports at AGMs or
question their continued investment in such
companies.
Performance mismatch
We should now point to some examples that appear
to indicate an inappropriate alignment between
executive and shareholder rewards:
Much has been said about Centro Properties
Group (CNP). From a share price as high as $10 in
2007, its last trade in 2011 was two cents. Executives
embarked on a huge debt-based acquisition play
which came unstuck. While REITs involve long-term
investments in property, executives received
substantial short-term rewards that were not aligned
with the nature of the risk taken by investors, who
ultimately lost almost everything.
The Kingsgate Consolidated (KCN)share price is
currently at 2009 levels. In 2011, returns to
shareholders fell by 75% while total executive
remuneration jumped by 42%.
Onesteel (OST) and Bluescope Steel (BSL) are
two companies which have suffered greatly from the
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increase in raw material costs and the appreciation of
the Australian dollar. Their products have become
uncompetitive in the export arena and both
companies recorded disappointing results. While
share prices have fallen from five-year highs of $7.20
to 63 cents in the case of Onesteel and $8.59 to 38
cents in the case of Bluescope, significant bonuses
were paid to executives. While it cannot be said that
the executives are directly responsible for the
significant Australian dollar and commodity price
increases, nevertheless, there is no alignment
whatsoever with the bonuses paid and shareholder
returns.
The share price of Paladin Energy (PDN) has fallen
from a high of $5.50 to a low of $1.11 in one year.
While shareholder returns are clearly negative, the
company chose to change its comparator group for
purposes of determining executive bonuses from its
previous comparison against the ASX 200 index to
that against international peers. Accordingly,
short-term and long-term bonus-based payments
were made to highly-paid executives.
Shares represent an ownership interest in a company.
Owners are represented by a board of directors who
oversee executives in managing the company with a
view to safeguarding the interests of investors and to
ensure the value of the residual is maximised through
capital appreciation and distribution of dividends.
Therefore, it is critical that executives and boards
have the interests of shareholders in mind first.
The Australian Shareholders Association is vigilant in
highlighting such anomalies or misalignments
between shareholder interests and those of
executives. It is important for SMSF trustees to
understand when managers in their companies still
receive their rewards even when investors do not.
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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Why SMSFs need sound legal advice
by Tony Negline
The 2005 NSW Supreme Court case Katz v Grossman
is famous in super circles for all the wrong reasons.
There are important lessons from this case that apply
to every self-managed super fund, but regrettably, I
think most people – including many in the super
industry – misunderstand the case.
The case involved the payment of a super benefit
following the death of Mr Ervin Katz in September
2003. As a result, many people assume it only shows
how to stop your heirs and successors fighting over
your super benefits by using binding death benefit
nominations.
In reality, this case also demonstrates that you need,
or at least need access to, people with an in-depth
knowledge of superannuation law, general trust law
and succession law to properly run your super fund
when making complex decisions. Obviously, the
various tax laws are also important in other aspects of
your SMSF.
Let’s start at the beginning
In March 1965, Mr Katz’s employer started a small
super fund to provide retirement benefits for its
employees and Mr Katz immediately became a
member of the fund. When Mr Katz died, he was the
only member of the fund to have assets of more than
$1 million. Sometime before his death he completed a
non-binding death benefit nomination that said to
pay his death benefit in equal shares to his children
Linda Grossman and Daniel Katz.
These nominations indicate what a member would
like to happen with their super death benefits.
However, under most trust deeds, the trustee only
needs to take the nomination into account – they
don’t actually have to follow it.
Since the super fund’s establishment, its trust deed

had been amended a number of times; the last being
in 1995, before Mr Katz’s death. It’s reasonably safe to
assume that this amendment was made to ensure the
fund complied with super laws that were then coming
into effect.
The judge in this case spent a considerable amount of
time discussing the differences and impacts of the
various deed amendments that have occurred over
the years. This clearly shows that great care has to be
taken when updating a super fund’s trust deed. Poor
quality work (which in some cases will be done for the
sake of administrative convenience or to save money)
may ultimately turn expensive because aggrieved
parties always find fault in prior documents and there
is no such thing as a bulletproof legal document.
The seeds of the problem
Mr Katz’s wife, who had been a member of the super
fund, died prior to Mr Katz in July 1998, with probate
being granted in March 2000. Mr Katz was the
executor and sole beneficiary of her estate. In May
1999, Mr Katz appointed his daughter Linda as an
additional trustee of the fund, and not long after, Mr
Katz received his wife’s death benefit of over
$550,000.
Why did Mr Katz appoint his daughter as a trustee?
The Katz super fund had an individual trustee
structure and, as Mr Katz was the only member, he
needed another person to act as trustee so that the
fund remained an SMSF – SMSFs can’t have a single
trustee!
The rules allowing a self-managed super fund to
remain an SMSF when a member dies say that the
deceased’s legal personal representative can act as the
trustee for the deceased between the date the member
passed away and the date when the death benefit is
payable.
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Mr Katz’s son believed that the appointment of his
sister wasn’t allowed under these super laws, but the
judge disagreed and used the NSW Trustee Act to
justify his view. That legislation says that a new
trustee can be appointed when one trustee passes
away.
The problem deepens

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.

One month before Mr Katz died, Linda applied to
become a member of the fund. Acting alone in her
role as trustee, she accepted herself as a fund
member. No evidence was presented to show that her
father had consented to this application and the judge
decided that Linda’s fund membership application
had been done incorrectly.
In December 2003, shortly after Mr Katz’s death,
Linda appointed her husband as a trustee of the fund.
The judge allowed this appointment because the
fund’s trust deed said that a new trustee needed to be
appointed within 90 days of a trustee vacancy arising.
Further, the judge believed that the NSW Trustee Act
allowed Linda to appoint her husband as trustee.
As a result of all these decisions, the fund effectively
had three trustees: Mr and Mrs Grossman and Mr
Katz’s executor. Clearly, a majority had been formed
by Mr and Mrs Grossman. In any event, Mr Katz’s
executor was not appointed until August 2004.
The judgment noted that Linda refused to confirm
that she would pay out her father’s death benefit in
accordance with his non-binding death benefit
nomination – an equal share between the siblings.
And it’s this refusal that may be the cause of the legal
action.
The costly damage
Who paid for this court action? The judge said that
the costs of both parties should be paid out of the
super fund. In other words, the value of the death
benefit was substantially reduced.
As you can see, a key matter in super fund death
benefits is who controls the super fund – don’t make
the mistake of assuming a non-binding death benefit
nomination will be carried out as you wish. I’ll be
looking at this issue of control in future articles.
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The week ahead
Australia
Tuesday 31 January: Private sector credit (December)
Tuesday 31 January: RP Data/Rismark Home prices (December)
Wednesday 1 February: New home sales (December)
Thursday 2 February: International trade figures (December)
Thursday 2 February: Building approvals (December)
Overseas
Monday 30 January: US Personal income (December)
Tuesday 31 January: US Consumer confidence (January)
Tuesday 31 January: US Case Shiller home prices (November)
Wednesday 1 February: US ADP employment (January)
Wednesday 1 February: US ISM manufacturing (January)
Friday 3 February: US ISM services (January)
Friday 3 February: US Non-farm payrolls (January)

Did you know?
Do you need help getting your SMSF's documents in order? You can compare a list of self-managed super fund
service and trust deed providers on our website by clicking here or on the Service Providers link at the top of our
website.
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