Issue 97, 2 July 2012

Good news!
We have been waiting for an EU decision on supporting European banks as well as some backing down
by 'frau nein' - Angela Merkel - and both have now happened. That's why the French CAC 40 index was
up 4.75%, and interestingly the German DAX was up 4.33% following the summit in Brussels. This was
an unambiguously positive step in our 'muddle through' process and now the doubters will try to pick
holes in the decisions. Also the Europeans themselves could ruin it all when the details come through,
but hot on the heels of the Greek election, the Spanish bank bailout and now this, it augurs well for
stocks. I am not yet saying the worst is behind us. However, when I can say this, the stock market could
be up 10%! I hope you enjoy today's report!
Sincerely,

Peter Switzer
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Our high income portfolio: fourth review
by Paul Rickard
Our high income stock portfolio continues to perform
well – outperforming the market, and perhaps more
importantly, on track to deliver its forecast income
returns. The outperformance is not that surprising
considering it is overweight financials,
telecommunications and healthcare, and relatively
underweight materials and energy.
On 19 December, we introduced our ‘income biased’
portfolio of stocks. The portfolio is forecast to
generate a dividend yield of 5.82% per annum, which
given it is 97% franked, translates to a forecast 6.87%
per annum after-tax income return in accumulation,
and for a fund in pension phase, 8.08% per annum.
Since December 15 (the date the portfolio was first
priced), the portfolio has risen 4.7%, well ahead of the
S&P/ASX200, which is down 1.1% in that time, as
well as the S&P/ASX200 Accumulation Index, which
is up 1.4%. And that’s without factoring in the
taxation benefits of holding fully franked stocks in
super, which we’ll break down for you in a moment.
Firstly, let’s look at the change in value and dividend
income. Our income biased portfolio (per $100,000
invested) and its performance from 15 December 2011
to 30 June 2012 is as follows:

* Income received includes dividends declared and
payable, as the Accumulation Indices assume that
this is re-invested on the date the stock goes
ex-dividend. Assume AGL 1:6 rights issue at $11.60
taken up – net amount shown in portfolio value.
Paying dividends
All stocks in the portfolio have declared interim
dividends. With the possible exception of David
Jones, all dividend payments were in line with
forecast and there were no surprises. When the
dividend income of $2,737 is added to the nominal
profit of $1,948, the portfolio is up $4,685, or 4.7%.
So, how is it doing on a relative basis? In a bull
market, we expect the portfolio to underperform the
index due to the underweight position in the ‘growth’
sectors and overweight position in ‘defensive’ sectors,
and in a bear market, moderately
outperform. However, it is income that we are after,
so we measure the performance against the
S&P/ASX200 Accumulation index.
Super benefits
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Further, as the accumulation index doesn’t take into
account the taxation benefits to an SMSF that come
from selecting fully franked stocks, we have included
the value of the portfolio ‘grossed up’ for this benefit.

The broader market
Notwithstanding some of the gloom and doom in the
media, it is worth noting that the market is actually
up over the first six months of 2012. While it is only
up by 0.94%, with dividends, this improves to 3.32%
(6.75% on an annualised basis – which is better than
term deposits!).
The health care sector is the star performer over the
first six months, with property trusts and
telecommunications (mainly Telstra) not far behind.
This is something to consider as you reflect on the
individual stocks in your portfolio.

About the portfolio
These are some of the key construction rules we
applied to the high income portfolio:
we started with a ‘top down approach’ to the
sectors, and introduced biases that favour
lower PE, higher yielding sectors;
in the major sectors (financials, materials,
consumer staples and energy), our sector
biases are not more than 33% away from
index;
to balance the “diversification need” and
“monitoring effort, we sought 15 to 20 stocks;
and
we confined our stock universe to the ASX
100, avoided chronically underperforming
industries and looked for companies that pay
franked dividends and have a strong record
of earnings consistency.
Read past updates of the portfolio here.
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.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Stock buys and how to pick them
by Geoff Wilson
Right now is the best environment to invest in, but
you can’t rely on the greater fool theory; you need to
be disciplined and extremely thorough with your
analysis. As an investor, these are my favourite
markets.

as potential investments. We are focused on investing
in ‘growth’ companies that are well managed and well
priced.

In a strong ‘bull’ market, anyone and everyone can
make money. You can buy a share, knowing virtually
nothing about it except its name with the hope that a
greater fool will buy it off you at a higher price, and
this usually occurs.

Before we rate a company we need to understand how
they make money and how they generate cash. We
need to understand what drives revenue (sales) with
respect to volume and price and we need to
understand all the costs of the business and what
impacts these costs. With that information, you have
a chance of forecasting the company’s profit and you
get an understanding of how the company funds its
growth, with either cash or debt. This process is the
foundation for our ‘research driven’ approach to
investing.

In a ‘bear’ market, when all the news is bad and the
market is extremely volatile or falling, you need to be
extremely thorough with your analysis and you can’t
leave anything to chance.
Investing is a very personal pursuit. It is a
combination of what you believe and what you’ve
learnt over years while you’ve been involved in the
stock market.
A few core beliefs which underline my investment
process are:
Company management is extremely
important;
It’s easier to make money investing in a
business that has a high return on its equity
and generates positive cash flow;
Movement in share prices have the greatest
correlation to changes in Earnings Per Share
(EPS); and
If you work hard and smart, you can deliver
extremely good returns investing in the stock
market.
With this information at Wilson Asset Management,
the investment managers of WAM Capital (WAM),
WAM Research (WAX) and WAM Active (WAA), built
a ratings template which we use to identify companies

Understand your investments

Each company we analyse as a potential
research-driven investment, we rate. The unique
ratings system is our black box. We rate management
and EPS growth over two years. We have a valuation
matrix, which is EPS growth to Price Earnings Ratio
(P/E), and then we rate the industry and the
company’s position in that industry. Our rating
system is based on the fact that a company’s share
price has a close correlation to EPS growth.
When to buy
Once the company rates a ‘buy’, we won’t buy it until
we can identify a catalyst or an event that we believe
will re-rate the company’s share price. A catalyst
could be an earnings surprise, a structural change in
the industry, a change in management, the selling of a
loss making division – anything that we believe will
change the valuation of a company.
Usually a company will rate if it is on a low P/E and
growing at 1.5-times its price to earnings ratio. For
example, a company on a P/E of 10-times, with EPS
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growth for the next two years of 15%-plus per annum
and is well managed and well positioned in its
industry will rate.

76 cents assuming the takeover bid goes through,
your annualised return is 11.5%. As part of the 78-cent
takeover consideration, it is expected you will receive
at least 6 cents fully franked.

Two stocks rated buy
Two companies that have rated well are Breville
Group Limited (BRG) and FlexiGroup Limited
(FXL).
We started buying Breville around $2.60. It rated a
buy and the catalyst was a positive earnings surprise
resulting from the stronger than expected growth of
its American business. Breville now, at $4.34, just
rates. Our current price target is $4.90.
More recently, we have been buying FlexiGroup. We
rate FlexiGroup’s management 8/10, the next two
years EPS growth we forecast to be 15% per annum, it
is trading on a P/E of 10.3-times and its industry and
positioning we rate 7/10. A recent catalyst has been
the acquisition of Lombard Finance, which they’ve
purchased for $10 million, and which we believe will
add significantly to earnings and help grow the
company’s earnings at an annualised rate of 14-16%
over the next three years.

Another market driven play is Spotless Group, which
assuming the takeover bid succeeds, will deliver an
annualised return of 29.5%.
I hope this gives you a flavour of how we invest. What
I’ve learnt over the years is flexibility is paramount
with regards to investing. You must learn from your
mistakes and remember – the best time to buy is
when everyone is selling.
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.
Anyone should, before acting, consider the
appropriateness of the information in regards to
their objectives, financial situation and needs and, if
necessary, seek professional advice.

Our research-driven process takes time and involves
over 800 company meetings each year. If we can’t
find a suitable investment, we will continue holding
cash.
Cash and term deposits
While holding cash, we also look for low-risk
shorter-term trading opportunities that can provide a
higher return than cash (its currently 5.2% per annum
for 90-day term deposits). This part of our investment
process is called our ‘market-driven’ process.
One type of market-driven trade that we utilise
regularly is trading takeover arbitrages. This process
involves heavily researching takeover documents after
a takeover is announced to minimise risk.
Two market-driven stocks
Two current market driven positions are Talent2
International Limited (TWO) and Spotless
Group Limited (SPT). If you buy Talent2 shares at
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Chart of the week: Kingsgate and gold
by Lance Lai
Update on Gold Position
In my gold update dated 14 June 2012, had a 20% buy
at $1,616 and an accumulation of another 30% at
$1,574 should it get there (with stop loss at $1,518).
On 21 June 2012, gold reached a low of $1,564, so our
next 30% would have been bought. Gold fell as low as
$1,547 on 28 June, and now sits at $1,598. Our stop
loss was never activated.
I would buy another 20% now, at $1,598, taking the
accumulated position size at 70% with an average
entry price of $1,592.85.
Gold is consolidating well and our target of $1,708,
which is 6.9% higher from here, remains. The stop
loss at $1,518 also remains.
I thought I’d add a gold stock to the mix since many
investors may not want to buy gold directly. (Read,
How to buy gold)
Kingsgate Consolidated Ltd (KCN)
Kingsgate is capitalised at $733 million and operates
a gold mine in central Thailand, with other interests
in South Australia. It is a profitable miner.
I have an upside target of $6.08 or 22.6% for
Kingsgate. The share price traded as high as $12.30 in
October of 2010, and reached a low of $4.54 last
Friday. It is trading at $4.96 as I write.
I had bought on Friday and at current levels, I would
put a stop in at a close below $4.74.

What I like about the chart?
1. Last Friday’s low of $4.54 is a Fibonacci
support. It held nicely.
2. There are divergences occurring on my
charts, indicating a bottom. This is occurring
on both daily and weekly time frames.
3. The bottom formation in the US dollar gold
price chart is supporting the above two
points.
4. The gold price chart 200-day moving average
is beginning to flatten out.
5. The 200-day moving average is a long way
away from price action. At the bottom it was
43% below the 200-day moving average. A
bounce should be coming.
6. Macro economic factors are indicating better
prospects for a higher gold price.
What I don’t like
1. The 200-day moving average (the yellow
line) is pointing down. The trend is against
going long.
2. The weekly chart does not exhibit a
convincing bottom.
Please note: my views are not for the long term. My
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method results in views expressed that relate to an
outlook that lasts weeks or at most months. For
example, my view on Shanghai’s Index has for now
been met and completed since 22 March 2012, 11 days
later. Currently in regards to Shanghai, I am in a
cautionary observant position. Your utilisation of this
information needs to take into account the time frame
I set. The stocks recommended as ‘Steady as She
Goes’ may be held for the longer term, which for me
means months.
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.
Anyone should, before acting, consider the
appropriateness of the information in regards to
their objectives, financial situation and needs and, if
necessary, seek professional advice.
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The broker wrap: 12 stocks rated buy
by Rudi Filapek-Vandyck
Changes to stockbroker ratings in the past
week

Aurora’s rating upgrade also reflects improved
valuation following recent share price falls.
Better than expected interim earnings guidance from
Caltex (CTX) helped prompt Credit Suisse to
upgrade it to a Buy. A decision to close the refineries
operations offers long-term upside in the view of
Credit Suisse and supports the upgrade in rating.
Credit Suisse went further on Energy Resources of
Australia (ERA) and upgraded it to a Buy. The
change follows a site visit and some positive signals
from traditional landowners, which leaves the broker
more positive the company can extract full value from
the Ranger 3 Deeps resource.

The number of changes to broker ratings has picked
up over the past week, with the eight brokers in the
FNArena database upgrading 12 recommendations
and downgrading seven. This leaves total Buy ratings
at 49.85%.
Upgrades
On the upgrade side is Ansell (ANN), where Citi has
moved to a Buy rating given improved value following
recent share price weakness. The broker also made
modest changes to earnings estimates and price target
to reflect updated forex assumptions.
Aurora Oil and Gas (AUT) similarly enjoyed an
upgrade to Buy courtesy of UBS. While an increased
stake in the Sugarloaf project is a positive for
earnings, the production growth profile remains a
major attraction for the broker. As with Ansell,

For Orica (ORI), RBS Australia is attracted to the
long-term dynamics of the explosives business to
upgrade it to a Buy. The company is a quality business
and in the broker’s view now is a good time for
longer-term investors to be looking at buying into the
stock.
Citi has revised its model for QBE Insurance
(QBE) to reflect a marking to market of investments
and changes to forex assumptions and the end result
is an upgrade to a Buy. The call is largely a valuation
one as Citi is now seeing some upside to its price
target.
Changed production expectations for Sandfire
(SFR) have prompted some adjustments to UBS’s
model, the result being a trimming of price target.
The broker has upgraded it to Buy to reflect both
recent share price falls and the attraction of
high-grade copper exposure.
Santos (STO) announced some increased capex for
its GLNG plant this week, but the news has not
deterred Credit Suisse from moving to a Buy rating as
the share price fall in reaction to the news was viewed
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as an overreaction.

to Hold.

Macquarie has moved to an Outperform rating on SP
Ausnet (SPN) as part of a reinstatement of
coverage. The attraction is a better yield and asset
base than peers and stronger expected investment
returns.

BA Merrill Lynch downgraded NIB Holdings
(NHF) after a strategy day as the broker now sees
organic growth for the company as becoming tougher
to achieve. At the same time a capital management
program appears to have largely run its course, which
reduces one investment attraction in the broker’s
view.

Post a tour of Toll’s (TOL) Asian assets, Credit
Suisse has upgraded it to a Buy, reflecting the view
the company is well placed for when the cycle
eventually turns more favourable.
UBS expects that operational improvements and cost
cutting measures implemented by Transpacific
Industries (TPI) will start to feed through to
earnings, while the sale of some non-core assets is
also a positive. This has TPI well placed for a re-rating
once the market better understands the outlook for
the company in UBS’s view and sees the broker
upgrade its rating to Buy.

RBS has downgraded QRXPharma (QRX) on news
the US FDA has not granted approval for MoxDuo IR
as had been expected. This implies delays and has
forced the broker to factor this into its model, which
also impacts on earnings estimates and price target.
Changes to earnings forecasts (EF) in cents
per share

UBS also upgraded Western Areas (WSA) to a Buy
following an increase in reserves at the Spotted Quoll
project. Adding weight to the upgrade is improved
valuation due to recent share price weakness.
Downgrades
The only stock to receive multiple rating changes was
Billabong (BBG), where both Citi and UBS
downgraded ratings. Citi cut its rating to Sell, while
UBS went further and downgraded it to Sell from Buy
previously.
Both changes were in response to the equity raising
announced by the company as it attempts to address
balance sheet issues. In both cases, the brokers
question whether there is value at current levels given
future strategy has not been fully outlined and
earnings issues are yet to be addressed.
A cut to earnings guidance due to bad weather and
project delays at Boral (BLD) prompted Macquarie
to downgrade it to a Sell.
Macquarie also downgraded Cochlear (COH) to
Hold, but for valuation reasons given recent share
price strength. For exactly the same reason of recent
share price strength, Citi cut its rating on CSL (CSL)
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Note: FNArena monitors eight leading stockbrokers
on a daily basis. The eight experts are: 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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Yes, you can sell an asset to your super fund for $1
by Tony Negline
You will have often heard about the need for super
funds to conduct all dealings with related parties at
‘arm’s length’.
Most people think this means your SMSF must deal
with EVERY other party at arm’s length, which
basically means you need to make sure all
transactions are done at market rates. Now, if you
apply the arm’s length rule to all your transactions,
you’ll never get into trouble. But by understanding
how the arm’s length rule works, you will realise that
you don’t need to apply it in every situation.

fund. But the super laws don’t stop you from selling a
business property to the fund for $1 because this
benefits the fund, not you, on a personal wealth level
anyway.
So who is considered a related party? They include:
All members of your fund;
All relatives of your fund’s members;
Any entity – for example, companies, trusts
or partnerships – that the members or their
relatives control or the law deems that they
control.

Cheap as chips
For example, suppose my self-managed super fund
(SMSF) decides to purchase an asset I personally
own, like a business property (it will need to be an
asset that you are allowed to sell to the fund). In this
case, most people assume that my super fund has to
acquire this asset for the same price that I would
obtain from someone I didn’t know – that is, at
market rates. But it doesn’t. Theoretically, I could sell
a business property to my fund for $1 if I wanted to. I
could also lend my fund money at 0.1% to buy a house
too, as long as that house isn’t owned by a related
party. Now doing so will be hard and not necessarily
in your best interest, but it’s not against the super
law. I’ll explain why.
The arm’s length rule says that a ‘super fund’ must
deal with every other party at an arm’s length basis.
However, a slightly different rule applies if the other
party is related to your super fund. This rule says that
if the other party is related to the super fund, then the
transaction can’t be more favourable to the other
party.
Put simply, your SMSF can’t sell a house to you for $1
because this is advantageous to you, not the super

How might transactions be more favourable to the
other party?
Let’s go back to my example of my super fund buying
an asset I personally own. If my super fund agrees to
buy that asset for 100% more than a genuine arm’s
length price, then clearly that might appear to be
good for me.
Clearly such a transaction wouldn’t comply with the
super law’s arm’s length rule.
The arm’s length rule for related parties does allow
the two parties to deal in such a way that the super
fund gets a great deal. For example, suppose my super
fund took possession of one of my assets, but didn’t
pay anything for it.
On the face of it, the super fund now has an asset for
nothing. This is okay from an arm’s length
perspective because the super fund has ‘won’.
The catch
However, Tax Ruling 2010/1 says that when a super
fund acquires an asset for less than market value,
then the difference between the market value and
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actual purchase price is deemed to be a super
contribution, which has to be reported and assessed
for excess contributions tax purposes.
So, if you sell a $500,000 apartment to your fund for
$1, then $499,000 of it will be considered a
contribution, and that’s clearly breaking the cap,
meaning you’ll get slugged with a tax penalty.
Moreover, the Capital Gains Tax rules operate in such
a way that I would need to pay CGT using an
assumption that I had sold the asset to the super fund
for an independently verifiable market price.
In most States and Territories, the respective Duties
Acts work in the similar way if duty is payable on the
transfer of an asset (for example, real estate). That is,
duty is worked out on the deemed market value of an
asset.

logic, I think you would find it difficult to argue that
charging a lower LRBA interest rate wasn’t designed
to increase the capital of your super fund or benefit
you and the other members of your super fund and
hence a contribution has been made.
So while theoretically you can lend money or sell an
asset to your fund at a favourable rate, there are
limitations on how far you can go due to the
contributions caps.
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 gearing
Now let’s apply this rule to Limited Recourse
Borrowing Arrangements (aka super gearing or
LRBA) – more detail about these arrangements can
be found here.
Suppose your super fund has borrowed money from
you (this is often referred to as ‘related party
borrowing’). Can you charge your super fund a
favourable interest rate? The Tax Office has dealt with
this issue in Interpretative Decision 2010/162. It says
that the arm’s length rules in the super laws allow
your fund to pay a lower rate than what might be
available from an arm’s length lender.
Further, this provision can apply for the life of the
loan.
However, this Interpretative Decision doesn’t look at
the favourable charging of interest from a super
contribution perspective. In TR 2010/1, the Tax Office
says “a contribution is anything of value that
increases the capital of a superannuation fund
provided by a person whose purpose is to benefit one
or more particular members of the fund or all of the
members in general.”
For example, the ATO says that if a lender forgives a
debt, then a contribution has been made. Using this
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The week ahead
Australia
Monday 2 July: Monthly inflation gauge (June)
Monday 2 July: RP Data/Rismark home prices (June)
Tuesday 3 July: Reserve Bank Board meeting
Tuesday 3 July: Building approvals (May)
Wednesday 4 July: Retail trade (May)
Thursday 5 July: International trade (May)
Overseas
Monday 2 July: US ISM manufacturing (June)
Tuesday 3 July: US Vehicle sales (June)
Tuesday 3 July: US Factory orders (May)
Wednesday 4 July: US Independence Day holiday
Thursday 5 July: US ADP employment (June)
Thursday 5 July: US ISM services (June)
Friday 6 July: US Non-farm payrolls (June)

Did you know?
Australia's total online spending rose 14% to $11.3 billion in the 12 months ending May 2012. This follows
growth rates of 15% and 19% year-on-year in April and March, respectively.
While growth remains strong, it has slowed considerably from a year ago, when it was growing at 41%
year-on-year in May 2011. The high Australian dollar has been linked to the increase in online spending. A year
ago, the Australian dollar was as high as US$1.09, compared with US$1.02 at present.
Online spending in Australia is now equivalent to 5.2% of traditional retail spending (excluding cafes,
restaurants and takeaway food).
While it remains a relatively small part of total retail spending, online sales growth remains considerably
stronger than traditional retail, which rose a weak 0.2% year-on-year in April (on a non-seasonally adjusted
basis). After seasonal adjustment, traditional spending grew at 1.6%, which is still a modest rate when compared
with recent history.
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