Issue 123, 2 October 2012

Do you believe?
The markets got an early Christmas present from the Reserve Bank of Australia today: a 25 basis
point interest rate cut! That brings the benchmark cash rate down to 3.25% and it should provide a
welcome boost to confidence heading into the holiday season. But can the markets sustain a rally into
Christmas? I give you my thoughts in today's note.
Also in the Switzer Super Report, Lance Lai believes a buying opportunity is about to emerge in US
stocks, and that's important for SMSFs to know given many don't have enough invested in offshore
markets, as Paul Rickard points out today. We also have our weekly broker wrap of buys, sells and
holds. Have a great week!
Sincerely,

Peter Switzer
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An investment doctrine for believers
by Peter Switzer
To work out how you are going to invest going
forward, I suggest (in Dirty Harry style, but with
a Yuletide twist) that you’ve got to ask yourself two
questions: Do I feel lucky? and do I believe in Santa
Claus?
What we have seen is a great quarter with local
stocks up over 6%, which makes you think that this
will be hard to be reproduced, but this is the last
quarter of the year and the Yanks are famous for their
Santa Claus rallies.

budget deficit reform that results in automatic
tax increases and spending cuts;
Something stupid happens between Iran and
Israel, forcing oil prices up and investor
confidence down!
Put all of these potential left-field events up against
the big run of stocks since June 5 – which heightens
the chances of profit-taking sell-offs – and you could
easily see the usual Christmas rally derailed this year.
Setting the stage

In fact, since 1980 the S&P 500 has been up in the
fourth quarter 81% of the time. So history is on the
bulls’ side.

Before looking at the alternative case, let’s recap on
the year so far.

Of course, even if stocks went up by 2%, it would
make a great half-year result and so let’s look at
what could be the Grinch that could steal Christmas
from stock players.

The Dow Jones is up by almost 10% for the year
while the S&P 500 is up 14.6% and the Nasdaq up
19.6%! Locally, our S&P/ASX200 index is up around
8.1%.

Potential Grinches

Right around the world, stock markets have had a big
September even though it’s the worst month for most
markets, historically speaking. In fact, October is our
worst month, so I hope this is not ominous for us.

Here they are:
European leadership, particularly in Spain
where austerity protests will pressure the
Government to avoid asking for bailout
assistance because it will bring fiscal
measures the populace won’t like;
Worse-than-expected economic growth in the
European Union, especially in better
economies such as Germany;
China fails to pick up its economic growth,
despite a leadership change and this hurts
commodity prices and investor confidence;
The US presidential election result worries
Wall Street and rocks investor attitudes to
stocks;
The so-called fiscal cliff takes the US into a
recession with a Congress impasse over

Of course, the nice rises this year have been helped
by recent central bank action, but note, this came in
the September quarter.
Let’s take the Dow, which was up 4.3% over the
most recent three months, but the index was up 10%
for the year, so 5.6% of the rise came from a general
belief that there are other positive drivers for stocks.
If these drivers are real and not linked to expectations
of events such as the QE3 stimulus measures, then
they have to exert themselves over the next three
months. They will have to show up in improving
economic data as well as better political outcomes in
Europe, the USA and even China, where a new
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leadership is expected to take control this month.
A Merry Christmas?
So what do we have to see to ensure Santa shows up
in December?
What we need to see is some genuine signs that the
US and Chinese economies are reacting positively to
the stimulus measures recently put in place. It would
be good if the EU kicks in as well, but its challenges
could take longer to overcome. For Europe, 2013
should deliver better economic data, provided all
goes well with what governments can produce.
Overnight, the ISM index, which measures US
manufacturing activity, rose after being down for three
months. It went from 49.6 – contraction territory – to
51.5, which means the sector is now expanding
again.
I’m looking for good economic signs, like the above,
which will give us back Christmas.
Last week we saw that US consumer spending rose
in August and consumer sentiment reached the
highest level in four months.
Lance Lai, our Switzer Super Report’s charts guy
sees a short-term pullback and that would not
surprise me, but if economic data continues to
improve it will be a buying opportunity – a yuletide
gift!
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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A buying opportunity is emerging
by Lance Lai
The S&P 500 index has been trading to plan, more or
less, for the past 12 months. Someone asked me last
week with pleasant surprise as to my accuracy of
forecasted levels, “Are you using some kind of black
magic to predict your levels?”
The answer clearly is no. Investment requires
keeping one’s finger on the pulse of sentiment and
charts enable this.
In investment analysis, there is no one method that is
better than another. But since I specialise in technical
analysis, let’s take a look at what the charts are
saying about US stocks.
The charts are indicating that the S&P 500 is in need
of a pullback in the order of 4% to 1,382, and perhaps
5% to 1,368.
The index has already gone up 16% from the low of
1,266 on 4 June to the peak of 1,474 on 14
September; a gain of 16% in this climate of economic
instability is more than one can ask for.
A market that goes up too hard, can’t sustain upward
momentum and sets itself up for heavy falls. We are
very far from this sort of bullish-type sentiment, which
is why a 4% fall to a 5% fall has been placed into the
‘Positives’ list in my assessment below. It will be
healthy to have such a retracement so even higher
levels may be sustainable.
For those who missed this run up, your opportunity to
enter the US index should present itself in the coming
weeks.
For those who want to add to their portfolio, the same
applies.
US S&P500 1,440 “A Retracement of 4% Lower
Would Be Healthy”

Positives
1) All the upside targets have been met. My target of
$1,448 was reached and breached on 14 September
2012 with a high of 1,474.
2) The index fell back below a week later. The peak
of 1,474 represents an increase in the index of 16%
in the index in three months. This is too much, and is
now due for a retracement.
3) A retracement of 4% to 1,382 is not unreasonable
and is welcome. This would take the index to be up
9.1% since 4 June. If it does this, it can build from
that nice base without needing a more substantial set
back.
4) The next level is 1,368 or 5% lower. If it goes to
this level and recovers, the market is still very much
on track.
5) The market has recovered very nicely as expected.
6) QE3 has been announced, and gold has ‘broken
out’ of a 12 month plus sideways consolidation. In
fact, it broke out two weeks before the actual
announcement.
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Negatives
1) I have cited the Shanghai Composite index as a
concern. This is due to the number it’s reading –
2,086 – however, I’m encouraged that we appear to
be approaching a bottom. The index has been
working very hard, trying to hang on.
2) Shanghai falling below 2,000 could be a cliff. On
26 September it traded at 1,999, only to close 2,004.
This is too close for comfort.
3) The positive points 3 and 4 above point to a market
fall as being a positive because the market in my
opinion needs a fall. The charts are indicating that
there is an outside chance the falls could take a life of
their own and go deeper than expected. This
presents a buying opportunity.
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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SMSFs missing out on overseas opportunities
by Paul Rickard
Self-managed super fund trustees only have 0.8% of
their assets invested directly offshore, according to
recent ATO data on SMSFs (see Trustees get a little
more defensive). This is a staggeringly low
proportion, even accounting for the fact that the
number likely understates the true amount due to
some classification issues.
The classic industry asset allocation models target
offshore weightings of around 22% for a ‘balanced’
investor through to as high as 45% for a ‘high
growth’ investor. There is a problem with these
models as well: they are constructed from a ‘pre tax’
perspective and don’t take into account the benefits
derived from fully franked dividends that are so
attractive to superannuation funds. That said, there is
a strong case for SMSFs to make a material
allocation to offshore assets.
Why invest offshore
The most obvious reason is that there are many more
investment opportunities offshore, and our options
locally are so narrowly focused. To demonstrate this
narrowness, compare the relative weightings of the
10 standard equities GICS sectors in Australia and
the USA.

The Australian equity market is massively overweight
financials and materials and massively underweight
IT stocks. We simply don’t have the Apples,
Googles, Microsofts or IBMs or for that matter,
industrials like GE, energy companies such as Exxon
Mobil or Chevron, or health care companies such as
Johnson & Johnson or Pfizer.
Two risks to manage
Unlike local investing where you only have to
consider the capital growth or income from the asset,
investing offshore can involve managing a foreign
currency risk. This risk can of course be mitigated by
hedging.
This probably sounds pretty obvious; however, it’s
surprising there is so little disclosure in the public
material presented by fund managers and others
about their hedging policies and for that matter, with
the industry’s approach to classifying offshore
assets.
Hedged or unhedged?
It’s almost impossible to find an economist or
financial commentator that doesn’t believe the
Aussie dollar at around US$1.04 isn’t overvalued,

06

and in the medium term, will revert back to its post
float mean of around 0.80 to 0.85 US cents. I’m in
that camp as well – and this worries me, as history
has an annoying habit of demonstrating that when
everyone agrees that it will go one way, it invariably
goes the other way!
I will stick with my view and back the conventional
orthodoxy – if investing offshore, do it on an
unhedged basis.
How to invest
If you know what you want to invest in, the direct
option is to buy the foreign shares through your
broker. Most of the major brokers offer this service,
with some providing online trading and night phone
desks.
Opening an offshore trading account takes a fair
degree of patience and perseverance and while
brokers such as CommSec have made the process
as simple as they can, you will end up doing
paperwork for the US Department of Inland Revenue
– the notorious W-8BEN form.
Another option is Exchange Traded Funds. There are
21 listed ETFs on the ASX specialising in
international shares, ranging from sector specific
ETFs such as the iShares S&P Global Healthcare
(ASX:IXJ), country/emerging markets ETFs, to the
broad-based funds such as the iShares US S&P 500
(ASX Code IVV).
These ETFs invest on an unhedged basis – that is,
they reflect the underlying currency that the index
they track is denominated in. On the ASX where you
buy or sell the units, they are priced and quoted in
Australian dollars and performance is also measured
in Australian dollars.
The major broad-based ETFs are listed below,
showing their management expense ratio (MER),
funds under management (FUM) and average
bid/offer spread as a percentage of their trading price.

On a performance basis, all the major ETFs closely
track the underlying index. For example, the table
below shows the performance of iShares IVV ETF
over one, three and five years as well as the total
return of the underlying index in Aussie dollars. The
differences are very small.

The ETF has done pretty well over the last 12
months, moderately well over three years, and poorly
over five years. Notwithstanding that the US market is
close to all time highs, the Aussie dollar has
appreciated over the last five years. Back in August
2007, the Aussie dollar was worth 0.8214 US dollars
– so investors in this ETF have seen the sharemarket
gains in the US more than eroded by the appreciation
of the Aussie dollar. That’s the risk with investing on
an unhedged basis.
Finally, there are a plethora of managed funds – both
actively and passively managed.
Taxation
Income earned or attributed from offshore
investments is taxable income in Australia. If
investing directly in US shares, ETFs and in some
managed funds, you may need to confront the
W-8BEN form. This will ensure that a withholding tax
of (only) 15% will be applied to distributed income.
For funds in accumulation phase, the withholding tax
shouldn’t be too much of a deal, as it is an allowable
tax offset (that is, the ATO will reduce your net tax
payable by any foreign tax paid). For funds in pension
phase, the news isn’t so good; as there is no tax to
pay on the fund’s assessable income, there can be
no tax offset. That said, as the average dividend yield
in the US is around 2.2%, it’s probably not a show
stopper.
Bottom line
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I think it’s time to think hard about investing offshore
on an unhedged basis. While I would love to uncover
the next Apple or for that matter, GE, I’m not sure I
have the patience to develop a diversified portfolio of
overseas shares. I’m going to stick to the ETFs – the
iShares IVV or Vanguard’s VTS is hard to go past.
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: RIO, OZL and ORI
by Rudi Filapek-Vandyck
Changes to broker ratings in the past week

won a new contract with Origin Energy’s (ORG)
Asia-Pacific LNG project (APLNG).
Sticking with the upgrades, Aquarius Platinum
(AQP) was upgraded to Buy by Citi, with the broker
noting additional upside to come from a lift in its
platinum group metals forecasts. Interestingly, the
stock was downgraded to Underperform by BA-Merrill
Lynch the week prior with the broker noting that with
Marikana and Everest now on care and maintenance,
the company is reliant upon only two operating
assets. Still, the stock remains positively regarded,
boasting three Buys, one Hold and one Sell in the
FNArena database.
G8 Education (GEM) was upgraded to Buy by
BA-Merrill Lynch last week, the broker upbeat about
the accretive upside from the purchase of another 16
childcare centres.

Upgrades and downgrades by the eight brokers in the
FNArena database were finely balanced in the past
week. Nine ratings went up and nine went down. The
net result was only a minor modification to Total Buy
ratings in the FNArena database, which now stand at
44.76% versus 44.79% last week.

Orica (ORI) was upgraded to Buy by JP Morgan on
news rival Incitec Pivot (IPL) had decided to defer
the feasibility study for Kooragang Island, basically
shelving its Australian East Coast ammonium nitrate
plant ambitions for at least two years. The news
reduces the risk of AN oversupply in the East Coast
market, which is good pricing and margin news for
Orica.

Upgrades
There were two stocks that boasted more than one
upgrade over the period. Both Premier Investments
(PMV) and WDS Limited (WDS) enjoyed two
upgrades apiece. Premier was upgraded to Buy by
both Citi and Deutsche Bank post its full-year result
last week, with both brokers positive about the cost
cutting work the company has achieved.
WDS is covered by only two brokers in the FNArena
database and both of them lifted their
recommendation to Buy on news the company has

PanAust (PNA) and Perseus Mining (PRU) were
both lifted to Neutral by BA-Merrill Lynch on the back
of revisions to commodity price forecasts. Both
remain positively regarded in the FNArena database.
Downgrades
Looking at the downgrade ledger in alphabetical order
starts us off with Ampella Mining (AMC), which was
downgraded on BA-ML’s view that in the current
environment, investors are likely to be increasingly
less interested in the type of long-dated
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developments the company is sitting on. The
downgrade leaves the stock with one Buy, one Hold
and one Sell in the FNArena database.
JP Morgan cut Bank of Queensland (BOQ) to Sell
after the share price ran a little too high for the
broker’s comfort and after forecasts and price targets
were adjusted across the banking sector. The stock
remains positively regarded in the FNArena
database, with five Buys, two Neutrals and the new
Sell call.

a 0.0 reading on the FNArena Sentiment Indicator.
Lastly, Citi downgraded its recommendation on Rio
Tinto (RIO) to Neutral last week on the broker’s
belief that the upside for iron ore prices now remains
“capped”. The new call is the company’s only
blemish in the FNArena database, as it balances
against seven Buy calls.
Changes to earnings forecasts (EF) in cents per
share

Drillsearch Energy (DLS) was downgraded to
Neutral by UBS on the back of strong share price
outperformance and on cuts to the broker’s FY13-15
EPS forecasts to account for the inclusion of the
share placement plan in its model. The stock now has
one Buy and one Neutral recorded in the FNArena
database.
BA-Merrill Lynch downgraded Gindalbie Metals
(GBG) to Sell from Buy after cutting the price target to
$0.40 from $0.68 on new commodity price
assumptions. Citi cut the stock to Neutral earlier in
the month on the same rationale. The stock maintains
a slightly positive rating in the FNArena database,
with three Buys, one Neutral and now two Sells
recorded.
GWA Group (GWA) saw Deutsche Bank lower its
recommendation to Sell on more subdued housing
start forecasts, while Newcrest (NCM) was cut to
Neutral by JP Morgan, who cited the mounting
number of production issues being experienced. The
latter stock is now almost Neutrally regarded by the
FNArena database, with two Buys, five Neutrals and
one sell recorded.
Nufarm (NUF) saw Macquarie downgrade its
recommendation to Sell, with the broker concerned
about a flat outlook for the group’s Australasian
business. The stock moves a little deeper into
negative territory in the FNArena database, with just
two Buys offset by four Sells and two Neutrals.

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

OZ Minerals (OZL) was another one of the victims of
BA-Merrill Lynch’s commodity price revisions, with
the stock cut to Sell from Neutral. The broker also
cited production risk in 2013-14 as a concern. Three
Buys, three Sells and two Neutrals keep the stock at
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The Week Ahead
Australia
Wednesday 3 October: International trade (August)
Wednesday 3 October: Performance of Services (Sep)
Thursday 4 October: Retail trade (August)
Thursday 4 October: Building approvals (August)
Overseas
Tuesday 2 October: US Auto sales (September)
Wednesday 3 October: US ISM services (September)
Wednesday 3 October: US ADP employment (September)
Thursday 4 October: US FOMC minutes (Sept 12-13 meeting)
Thursday 4 October: US Factory orders (August)
Friday 5 October: US Non-farm payrolls (September)

Did you know?
Have you got a plan in place for what will happen with your SMSF assets when you pass away? Learn the
basics about planning your estate in our Resource Centre

11
Powered by TCPDF (www.tcpdf.org)

