Issue 109, 13 August 2012

Strategy switch?
Charlie Aitken blew us all out of the water last week with his fearless call that the bear market is over.
If he's right, should we be switching out of dividend paying stocks and into those with growth potential?
I tell you my thoughts in today's note.
Also in the Switzer Super Report, George Boubouras reminds us not to forget about energy stocks,
and names some to own. Plus, we look at the outlook for Telstra and the latest stock broker ratings, as
well as how you can transfer stocks you own through an employee share scheme into super. Have a
great week!
Sincerely,

Peter Switzer
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Should we be dumping income stocks?
by Peter Switzer
Another rise on Wall Street on Friday, albeit a late,
little one, keeps alive Charlie Aitken’s claim that the
bear market is over. I’m not as confident as Charlie,
but we both agree that the future for stock players is
looking a lot rosier than this time last year.

safety – and focusing on those stocks with big
potential capital gain, such as BHP Billiton (BHP)
and Rio Tinto (RIO) or lesser names known for
bigger volatility, say Fortescue (FMG) or Beach
Energy (BPT).

Stocks on a roll

But what does the retiree or close-to-retirement
wealth-builder do? If they keep buying
Commonwealth Bank (CBA) for dividends, the
percentage return falls at higher share prices and
effectively they would be dollar cost averaging up.
CBA was at $43 last year, but it’s now closer to $56.

The Dow and S&P 500 have posted their fifth-straight
winning week. On Friday the Dow was up 0.32% to
13,207.95 and is now up 8.11% for the year to date.
The S&P 500 is up 11.97% for the year to date and
the Nasdaq is up 15.96%!
In case you’re wondering, we’re now up 5.4% on the
S&P/ASX 200 index for the year to date and it would
be a lot higher if Chinese growth was stronger and
our dollar was a lot weaker.
So, how do you play the current market with
Charlie’s big call on the one hand, and the fact that
the scariest months of all – September and October –
loom with a US election in November and the
so-called ‘fiscal cliff’ waiting in late December on the
other hand?
If Charlie is right and no big sell-offs happen, the
trend will be upward in general.
So, the big buying opportunity might not show up and
we could increasingly see smaller cap stocks or
cyclical stocks, not necessarily known for paying
great dividends, starting to make most of the running
on the market.
Strategies
The investor who is happy to change his or her
investment strategy might be switching from their
interest in dividend-paying stocks – which I have
been recommending for the past three years for

Well, if you had the steel to stick to your investment
strategy to buy great dividend paying stocks over the
past three years, you have made a lot of money out
of dividends and capital gain and if you don’t believe
me, think of Telstra (TLS) shareholders who went
long over the past three years.
Rising tide
If you stick to your strategy, you will be in for a leaner
time, but you will still get solid dividends in dollar
terms. As the old saying goes “a rising tide lifts all
boats.”
But dividend-payers won’t rise by as much. Why?
Well, you as a long-term investor will hold, but
short-term investors will be dumping your stocks to
chase cyclicals. But while prices may not be surging,
that could provide you with a buying opportunity
again!
Also let me throw in that experts argue that when a
bear market ends, you see massive spikes in stock
markets and this will drag along yield stocks as well.
I know a bloke who retired with about $5 million of
dividend paying stocks and no real estate. That’s
how he amassed so much in stocks – he rented all of
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his life.
He now averages about 7% in dividends in retirement
with no tax to pay and he and his wife live on about
$350,000 a year. He doesn’t worry about his capital
going up and down as he has great companies that
will stand the test of time. He also has a good number
of stocks in his portfolio so he is not terribly exposed.
By the way, during a bad time when his dividends
could drop to 5%, he still would have $250,000 to live
on! I guess when that happens he might spend 12
months in France instead of the usual six months
because it’s cheaper to live and the Aussie dollar
buys a lot.
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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There's value in these eight energy sector stocks
by George Boubouras
The energy sector, both globally and domestically, is
trading below long run valuations, however there is
value in the sector and it should be an important part
of any longer term portfolio or self-managed super
fund (SMSF).
Valuations discounted
The energy sector in general is trading below
traditional long-run valuations. The slower global
economic momentum, particularly from the energy
intensive emerging economies has resulted in lower
energy prices. Combine this with ongoing large
capital expenditure (CAPEX) requirements and the
aggressive chase for income/dividend paying stocks
over the past quarter, and it’s no surprise that there
is a discount in the sector.
While the energy sector has become a little out of
favour over the past year, it’s ultimately a key sector
for investors and there is plenty of value.
In our view, the key is to find companies that have the
appropriate discounted valuations because the
structural longer-term outlook remains positive. That
is, the emerging economies increasingly need to
increase per capita consumption of energy, in all its
forms. Therefore, despite the recent weakness in the
sector, long-term value still remains.
Chart 1 – Domestic energy sector 1-year forward
multiple vs. the long run

Chart 1 shows the one-year forward price to earnings
ratio (PE) for the domestic energy sector. There is a
clear discount when compared with the long run (and
recent) average PE ratios. Globally, the discount is
even larger.
Defensive utilities
Before we move into the true energy sector, investors
need to look at the broader investment universe
landscape. Utilities, the traditional defensive sector,
exhibit less sensitive earnings through the economic
cycle. Utilities need to supply both wholesale and
retail networks via a diversified portfolio of energy
sources. This sector has been well supported in
recent months. Utilities generally have higher gearing
given the defensive cash flows with some
increasingly moving into larger more capital
expenditure (CAPEX) intensive energy investment
that require joint ventures.
Stock suggestions
Table 1 shows eight stocks that reflect both utilities
and energy exposures. DUET Group (DUE), Spark
Infrastructure (SKI) and AGL Energy (AGK) are all
in the utilities sector and have featured in the UBS
Wealth Management Core Equity Dividend Portfolio.
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Moving into the more preferred energy exposures, I
would suggest Origin (ORG), Santos (STO),
Woodside (WPL) and Oil Search (OSH). They offer
investors quality diversification across energy
sources, geography and are underpinned by
long-term contracts.

Anyone should consider the appropriateness of the
information in regards to their circumstances.

Worley Parsons (WOR) is also a key part of the
sector even though they are ultimately a large-cap
energy/resource service provider. WOR earnings are
very much linked to energy prices over a cycle.
The energy sector is effectively a multi-cycle
exposure driven by the energy needs for the domestic
and emerging economies. The ongoing need for
these companies to invest significantly going forward
will always remain a challenge and impact valuations.
That the sector is underperforming other defensives
this year is evidence of that. They are also all trading
below consensus analyst forward price estimates.

The bottom line
The energy sector, both domestically and globally, is
trading at compelling valuations compared with both
long run and recent valuations. The sector offers
value and investors should look at the opportunities
given many defensive dividend paying sectors have
run so hard in recent months.
This note was written on 10 August 2012. George
Boubouras is the Head of Investment Strategy &
Consulting, UBS Wealth Management, Australia.
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.
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Watch Telstra like a kung fu master
by Lance Lai
Telstra has had a wonderful run in a technical sense
both up and down, and now up again. But can it go
higher?
The top we had three days ago at $4.09 is a blow off
and in my book, marks a top that will take some time
to better. The stock now needs to consolidate around
these levels and re-establish a base.
I thought the trade was over in June, but it wasn’t.
The 10%-plus profit in less than eight weeks was
wonderful, but it would have been a 20%-plus profit in
16 weeks when the stock topped out at $4.09, only
three days ago.
The technical analysis of Telstra on 15 May 2012
foretold this possibility and I’m encouraged that my
systems worked so nicely.
In real life trading however, one might have needed
the patience and calm of a Shaolin kung fu master to
reject a nice profit in eight weeks, under shaky global
economic conditions, to hold out for a 20%-plus prize.
In trading, a bird in the hand is always better than a
bird in the bush. There are no regrets in bagging
10%-plus in eight weeks.
Now is time again to exercise patience. Sit there in
quiet calm, like a Shaolin master, watch as the stock
bounces around and wait to re-enter again.
Chart of the Week: TLS $3.73, ‘Patience Before
Entering Again’

What I like about the chart
1) It has traded to the expected technical levels in
accordance with the report dated 15 May with major
resistance levels at $3.86 and $3.99. You can see on
the chart that on the way up there was a pause
around $3.86 and while $3.99 was broken, these two
levels would have been ideal to take profit.
2) In the last three days, both these resistance levels
have been swiftly rejected with a 9% fall from the high
of $4.09.
3) I expect the stock to bounce off a resistance level
of $3.73. A fall of 9% in three days is enough, and the
level of $3.73 simply needs to be respected. We
should have a pause around these levels. I don’t
think it is time to buy again.
4) The stock needs to consolidate now. Having
reached past targets of $3.31 along the way, and now
hit major resistance levels up to $3.99. The trade is
over for now.
5) A switch out of TLS represents a potential that the
‘risk on’ trades, like our beaten down miners, can
begin a recovery process.
What I don’t like about the chart
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1) Nothing. It has traded to script.
2) Unless one trades the stock, and can be very
quick, there is the potential that this will come off back
to $3.56 in the coming weeks, marked by the little
‘s’. It could possibly even dip to $3.46 as marked by
the big ‘S’, also coinciding with the 200-day moving
average.
Please note, that my views are not for the long term.
My 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 regards 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 consider the appropriateness of the
information in regards to their circumstances.
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The broker wrap: five buys vs. six sells
by Rudi Filapek-Vandyck
Changes to stockbroker ratings in the past week

targets for Fletcher Building (FBU). Allowing for the
changes the broker still sees solid upside potential
from current levels and so upgraded it to Buy.
ResMed (RMD) delivered good fourth quarter results
this week and BA-Merrill Lynch expects the positive
momentum evident in the period to continue into the
first half of 2013. Increases to earnings estimates and
price target have supported an upgrade to Buy.
Shares in SP Ausnet (SPN) have weakened of late
and UBS suggests the falls have likely been in
response to concerns with respect to potential claims
stemming from bushfires in Victoria in 2009. Given
insurance cover appears adequate, the share price
weakness is overdone according to UBS, so the
rating is upgraded to Buy.
Valuation is the drive of Deutsche Bank’s upgrade
of Westfield Group (WDC) to Buy following a review
of the A-REIT sector. Changes to forecasts have
driven an increase in price target for Westfield, which
improves the upside on offer in Deutsche’s view.

With the local profit-reporting season now well under
way, brokers have responded by making significantly
more downgrades to ratings than upgrades over the
past week. Only five stocks enjoyed upgrades
compared with 18 downgrades. Total Buy
recommendations now stand at 49.52%.
Upgrades
Among the upgrades was a Buy rating for Acrux
Limited (ACR) from RBS Australia. Recent share
price weakness has improved the value on offer,
which has been more than enough to offset cuts to
earnings forecasts and price target on revised market
share assumptions.
A review of expectations for building materials stocks
has seen JP Morgan adjust its earnings and price

Downgrades
Deutsche was also active in downgrading ratings for
A-REIT stocks, cutting recommendations on Dexus
(DXS), Charter Hall Group (CHC), Commonwealth
Property Office (CPA), GPT (GPT) and Investa
Office (IOF).
Deutsche has moved to a Sell rating in each case
with the exception of Charter Hall, which was
downgraded to Hold. Valuation has been a driver of
the downgrades as each stock now appears relatively
expensive following gains for the sector in general.
Among the other downgrades in ratings, Tabcorp
(TAH) experienced the most. BA-ML, UBS,
Macquarie and Credit Suisse all cut their ratings, the
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former to Sell and the others to Neutral. While
full-year earnings were as expected, there is
increased earnings risk for Tabcorp in coming years
and brokers see this as limiting any potential
outperformance.

on a daily basis. The eight experts are: BA-Merrill
Lynch, Citi, Credit Suisse, Deutsche Bank, JP
Morgan, Macquarie, RBS and UBS.
Changes to earnings forecasts (EF) in cents per
share

Telstra (TLS) was also downgraded by Credit Suisse
to Neutral following an in-line earnings result. The
broker suggests the market is now pricing in all
potential valuation upside. This is reflected in the
share price trading near Credit Suisse’s price target.
Stockland (SGP) met expectations with respect to
full-year earnings, but disappointed on guidance for
the coming year, enough for both UBS and Credit
Suisse to cut it to Neutral. The downgrades reflect the
view a tough year in 2013 will limit scope for share
price outperformance.
JP Morgan has adjusted earnings forecasts across
the building materials sector, the changes for Boral
(BLD) resulting in a cut in price target. The share
price of Boral has rebounded following a recent profit
warning and with less value on offer the broker
downgrades to Neutral.
Cochlear (COH) has also been downgraded by JP
Morgan to Sell after what the broker viewed as an
uninspiring full-year profit result that showed evidence
of slowing growth.
Credit Corp Group (CCP) saw its rating cut by JP
Morgan to Neutral following the release of full-year
earnings. The result met previous guidance, but was
below consensus and the broker sees limited scope
for outperformance with the stock now trading close
to its valuation.

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.

For UBS, a solid profit result from Challenger
Diversified (CDI) was not enough to prevent a
downgrade to Hold. The stock continues to offer an
attractive yield, but recent share price strength limits
the value on offer.
Some uncertainty stemming from ongoing regulatory
red tape has prompted RBS Australia to downgrade
Tissue Therapies (TIS) to Hold, as an expected
approval is now going to be pushed back.
Note: FNArena monitors eight leading stockbrokers
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How to move employee shares into super
by Tony Negline
Employee Share Ownership Plans (ESOPs) aren’t
as popular in Australia as they are in the US, but
many businesses listed on the ASX have at least one
ESOP and some have several, with the most
generous offered to senior executives.
Larger businesses typically use this remuneration tool
to bolster company performance by improving
employee morale, engagement and participation.
If you’ve bought or received shares from your
employer in the past, there’s a good chance you may
want to move them into your self-managed super
fund in order to access the tax benefits of super.
Let’s take a look at how to do this. But first, a little
background information.
Two ways to buy
It’s impossible to generalise about these types of
schemes, but there are two key features of most
ESOPs:

making the ESOP options awarded during this period
worthless.
Some ESOPs involve the use of stapled securities
and these might be a company share and unit trust
that will own assets used by the company.
It’s handy to know that ESOPs are taxed under
special provisions and some minor concessions are
offered, however, we won’t focus on these rules in
this article.
ESOPs and SMSFs
So what does all this have to do with superannuation
and SMSFs in particular?
Those fortunate to participate in an ESOP probably
want to find a way to access the super tax
concessions with their allocated company shares or
options.
At a basic level there are three issues to consider.

1. either the scheme will offer immediate access
to company shares, for free or at a significant
discount, if certain benchmarks have been
met each year; or
2. a scheme will give employees an option (or
opportunity) to purchase company shares at
some future date for a specific price called a
strike price.

Firstly, if your employer isn’t listed on the ASX or
other recognised overseas exchange, then you can’t
sell your employer shares – or any options in that
company – to your super fund because the law
doesn’t allow your fund to acquire such assets from
you or a related party, which includes your employer
in most cases.

With options, the strike price is often set at a discount
to the current share price and employees are given a
specified period of time to buy the shares.

Secondly, you must be able to make the contribution
to your super fund (for example, you must be aged
under 75.)

Prior to the Global Financial Crisis (GFC) many
companies had a strike price of about 70% to 80% of
their pre-GFC share price. When the GFC whacked
share prices, many executives found that their ESOP
strike price was above the listed share market,

Thirdly, the shares or options must be acquired at net
market value. If you transfer the shares for less than
the market value, then the difference is deemed to be
a contribution and must be reported to the ATO for
excess contributions tax assessment purposes.
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Next step
Let’s say you own shares through an ESOP, your
employer is listed on the ASX, and you meet the
conditions above.
If you’ll be contributing the shares to your super fund,
then check where you sit in relation to the
Concessional Contribution Cap or Non-Concessional
Contribution Cap. You will look to use the
Concessional Contribution Cap if you’re able to claim
the deemed contributions as a tax deduction.
Can your fund buy ESOP directly?
If your employer plans to offer you company shares, it
may be possible for your SMSF to buy them. You’ll
need to make sure the scheme permits this and the
shares will typically be considered personal
contributions to your fund.
Now suppose you don’t own the company shares,
but you’re offered share ‘options’ under your
employer’s ESOP and the plan allows you to
nominate a super fund. If your SMSF trust deed
allows it, then you can assign, transfer or surrender
the rights under the option to your SMSF trustee. In
this case, the contribution is the asset being acquired.
This type of contribution is what the ATO calls the
‘substantive asset’.
As you might have gathered, this is a reasonably
complex area. I suggest you seek good advice or Tax
Office SMSF Specific Advice before proceeding with
any ESOP transaction and your super fund.
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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The week ahead
Australia
Tuesday 14 August: NAB business survey (July)
Tuesday 14 August: New car sales (July)
Wednesday 15 August: Consumer sentiment (August)
Wednesday 15 August: Wage price index (June quarter)
Thursday 16 August: Average weekly earnings (May)
Overseas
Tuesday 14 August: US Retail sales (July)
Tuesday 14 August: US Producer price index (July)
Wednesday 15 August: US Consumer price index (July)
Wednesday 15 August: US Industrial production (July)
Thursday 16 August: US Housing starts (July)
Friday 17 August: US Leading index (July)

Full year results
Tuesday 14 August: Cardno (CDD)
Tuesday 14 August: Ansell (ANN)
Tuesday 14 August: GWA Group (GWA)
Tuesday 14 August: Carsales (CRZ)
Tuesday 14 August: Programmed Maitenance (PRG)
Tuesday 14 August: Goodman Fielder (GFF)
Tuesday 14 August: Oakton (OKN)
Tuesday 14 August: G.U.D. Holdings (GUD)
Wednesday 15 August: Commonwealth Bank (CBA)
Wednesday 15 August: SAI Global (SAI)
Wednesday 15 August: Echo Entertainment (EGP)
Wednesday 15 August: Primary Health Care (PRY)
Wednesday 15 August: Sky City Entertainment (SKC)
Thursday 16 August: ASX Limited (ASX)
Thursday 16 August: Brambles (BXB)
Thursday 16 August: Dexus Property (DXS)
Thursday 16 August: Wesfarmers (WES)
Thursday 16 August: Invocare (IVC)
Friday 17 August: Duet Group (DUE)
Friday 17 August: Treasury Wine Estates (TWE)
Friday 17 August: Nuplex (NPX)
Monday 20 August: Bendigo Bank (BEN)
Monday 20 August: Bluescope Steel
Monday 20 August: MacMahon Holdings (MAH)
Monday 20 August: Challneger Financial (CFG)
Monday 20 August: Fleetwood Corp (FWD)
Monday 20 August: Imdex (IMD)
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Did you know?
Rudi Filapek-Vandyck isn't as bullish as Charlie, but he's still got his eye on some stocks. Watch what he had to
say when he sat down with me on Super TV.
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