Issue 131, 29 October 2012

Super threat
We survived the Government's mini budget with a slight fee hike and some clarity about how pensions
will be treated when a member passes away, but super is not out of the woods just yet, as Tony
Negline talks about today. And don't forget to take a look at cartoonist Patrick Cook's take on the
situation.
Also in the Switzer Super Report, our high-income stock portfolio continues to perform well, returning
15.77% over the past 10 months. Paul Rickard updates you on its performance. Plus, I take a look at
how the US election will impact the market in the coming weeks. Enjoy!
Sincerely,

Peter Switzer
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Obama vs Romney and our stocks
by Peter Switzer
The next couple of weeks should be vital to what
happens to stocks in the short and medium-term. The
focal point is next Tuesday – Cup Day here and
election day in the United States.
While borrowers, investors and nervous savers will
sweat on the Reserve Bank of Australia’s interest
rate decision on Cup Day, both outcomes could have
a critical impact on what happens to share prices.
Right now markets, after a big surge between June
and September, are going sideways with a slight
slide, but there is no enthusiasm to sell-off or correct
the market gains of recent times.

Given this, I suspect even silly US politicians will
eventually avoid the ‘cliff’ of the automatically
triggered tax and spending cuts that will come in if
they fail to agree on a better solution, but it will spook
markets until that happens. It should happen before
year’s end and as China and the USA will have
better economic data and Spain should have asked
for its bailout, this sets us up for a Santa Claus rally.
However, if Romney surprises and wins and the
Republicans control the Congress, that rally could
come earlier as the fiscal cliff arguments would be
more resolvable and more market friendly.
Into next year

And that’s despite concerns over Spain and its delay
in asking for a bailout, China being in slowdown
mode, the US facing both an election as well as a
fiscal cliff, and US company earnings for the
September quarter coming in worse than expected.
That said, nothing flash was expected. For the record,
just over half of the companies in the S&P 500 index
have reported and Thomson Reuters says that 63%
came in with earnings better than expected, but only
37% had revenue numbers better than analysts were
tipping.
The next move
All of the above considerations – Europe or Spain,
China and the USA – have to be factored into a view
on what happens to stocks.
My short-term view is summed up as more of this ‘go
nowhere’ movement of stocks with a bias to falling,
which could create a buying opportunity. This is
based on the probability of an Obama victory and
then a nervous negotiation period with Congress to
avoid the fiscal cliff, which could push the US into
recession.

For the medium-term, I like the outlook for stocks in
2013 on the basis that the US economy will be getting
stronger. This week’s housing and jobs data will be
important to watch to assess this view.
I would argue China will be showing better growth
figures and Europe should be able to beat its current
recession, if Mario Draghi’s “whatever it takes”
actions via the European Central Bank’s
bond-buying program work. Last week, the UK
registered a 1% jump in economic growth for the third
quarter and it was not just Olympics-inspired.
There is still a lot of work for Europe to do to get its
economy growing strongly again, but with a lower
euro and less concerns over bond vigilantes making
government borrowing an impossibly expensive
experience, the seeds for economic improvement are
being sown.
The likes of Blackrock – the world’s biggest fund
manager – expects US stocks to be up 10% next year
and Goldman Sachs has a similar positive view,
which means they don’t expect the fiscal cliff to throw
the US into recession.
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If good sense prevails, then being in stocks in 2013
will be a wise play, just as it has been this year.
The bounce
Don’t forget history shows that following a sustained
period of market declines and pessimism, when the
opinion is that the really big threats have been
eliminated, then stocks can have really big rebounds.
I don’t know when this will happen, but I want to be
exposed to it when it does.
And the Aussie bounce will be a biggie as we are only
up 42% since the low of 6 March 2009. The Yanks
have done around a 100% to the upside sine the Dow
hit a low of 6,547.05 on 9 March 2009!
One last comment – imagine if you were an American
who listened to all of the debt experts who said the
US Government was kicking the can down the road;
you would have lost out twice: once when the market
fell and twice when it rebounded. In that time US
banks and car companies were rescued, they paid
back most of the taxpayer’s money and the stock
market has nearly recovered. Stock supporters are
now in the black when you consider dividends, but if
you were a Yank who went to cash, you would have
averaged about 2% a year if you were lucky!
Debt repayment will slow down the US economy over
the next few years or so, but this has been a lot better
than a Great Depression, which would have
happened if Governments had not spent up big.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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Our high-income portfolio continues to perform
by Paul Rickard
Since our last review at the beginning of September,
our ‘income biased’ portfolio of shares has
continued to perform, bringing home a return of a
return of 15.77%!
As expected, in a rising market, it has given back a
touch of its outperformance. In this period, we have
seen a rebound in ‘materials’ as commodity prices
recovered, continued enthusiasm for banks and
Telstra, and a reasonably lacklustre performance in
most other sectors.
It’s worth restating our expectation that this portfolio
should moderately underperform in a rising market,
and moderately outperform in a falling market. After
all, we have constructed it for tax-effective income
and are underweight the typical ‘growth’ sectors.
To recap, last December we introduced our ‘income
biased’ portfolio of stocks. The portfolio is forecast to
generate a dividend yield of 5.82% pa, which given it
is 97% franked, translates to a forecast of 6.87% a
year after your tax income return in accumulation,
and for a fund in pension phase, 8.08% per annum.
Some of the key construction rules we applied:
a ‘top down approach’ to the sectors, with
biases that favour lower price to earnings
ratios (PE) and higher yielding sectors;
in the major sectors, our sector biases are not
more than 33% away from index;
to balance the need for diversification with a
manageable number of stocks to be
monitored, we sought 15 to 20 stocks; and
we confined our stock universe to the
ASX100, avoided chronically underperforming
industries and looked for companies that pay
franked dividends and have a strong record of
earnings consistency.

The ‘sector bias rule’ in the major sectors is critical.
If we had just been seeking tax effective income, we
may have selected a higher bias (such as 50% or
67%). However, we were concerned about the risk of
an underperforming portfolio in a rising market and
selected a lower bias of 33%.
Keeping the portfolio within these parameters led us
to do some minor rebalancing on 31 August, where
we reduced our exposure to Consumer Staples and
increased our exposure to Materials. We also
marginally reduced our exposure to Health Care by
taking profits on Ramsay Health Care, and replaced
with the much cheaper Primary Health. The changes
were:
Our income biased portfolio (per $100,000 invested)
and its performance from 15 December 2011 to 26
October is shown in Table 1 at the end of this article.
Total return
When the dividend income of $4,559 received during
the 10 months is added to the nominal profit of
$11,212, the portfolio is up $15,771 – a return of
15.77%!
ANZ, NAB and WBC are yet to pay their final
dividends, which are due in mid December. As there
are unlikely to be any surprises here, our portfolio
should generate an income return of 5.74% for the
year, pretty close to its forecast of 5.82%. The only
disappointment has been with David Jones.
Performance
So, how has it done on a relative basis?
As income is such a critical component of
performance, we track the performance against the
S&P/ASX200 Accumulation index rather than the
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normal price index. Further, as the accumulation
index doesn’t take into account the taxation benefits
of fully franked stocks for SMSFs, we have included
the value of the portfolio ‘grossed up’ for this benefit
in Table 2.

Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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The threat to our super still looms
by Tony Negline
We can all breathe a temporary sigh of relief that the
Government’s Mid-Year Economic and Fiscal
Outlook – or MYEFO for the policy wonks
– didn’t slug super, and SMSFs in particular, too
heavily.

Some management people in large funds think
SMSFs have an unfair advantage from a regulatory
perspective – they want greater SMSF regulatory
oversight to create what they think would be a more
level playing field.

Prior to the mini budget’s publication, rumours of
many changes had come my way. For example:

Take control

Super fund earnings tax would be increased
from 15% to 20%;
Transition to retirement pensions would no
longer be allowed and other unspecified
changes to salary sacrifice contributions
would be made;
Capital Gains Tax (CGT) would apply when a
pension ceases and lump sum money is paid
back to the accumulation phase or paid as a
lump sum;
Regulation of SMSFs would move from the
ATO to ASIC, APRA or possibly both; and
Limited Recourse Borrowing Arrangements
(LRBAs) would be done away altogether or
severely curtailed.

The simple fact is that if you want to continue to run
your own fund with a reasonable amount of freedom,
then you have to make representation to your local
and national politicians – especially when the next
rumour about potential changes appears in the press.
They need to be under no doubt that unreasonably
attacking your SMSF will cause them a political
headache and may impact how you vote.
You also have to be prepared to continually run your
SMSF correctly so that operational failures can’t be
attacked as problems that need tight and restrictive
regulatory responses, which unfairly impact everyone.
To some extent, I expect to hear rumours about the
above list of possible nasties start again as we head
towards the 2013 Federal Budget.

The challenges
Recent changes
SMSFs are at a delicate stage from a political
perspective and I expect this to continue until we
have a change of Government. (Remember,
however, that the Howard Government was only a
slightly better friend to the SMSF sector than the
Labor/Green Government.)
When the current super system was being conceived,
SMSFs were seen as a niche for small businesses.
The boffins at the time failed to see that running your
own fund would become the vehicle of choice for
many middle-class people who straddle the political
divide.

As Paul pointed out last week, there were some
changes made in the MYEFO that will affect SMSFs.
A positive change was that the Government will
legislate to allow the payment of a death benefit from
super pensions, although nothing was said about
super annuities.
The change will apply from 1 July 2012 and the
payment of these death benefits will have to occur as
soon as practicable after the pensioner’s death.
At present, a super fund death benefit paid with
accumulation assets will receive death benefit tax
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concessions if it’s paid within the longer time period
of six months of death or three months of the granting
of probate or letters of administration of the deceased
estate.
Based on the wording of the Government’s
announcement, it’s reasonable to assume this same
time period will apply for the CGT concession for
lump sum pension death benefits. If the death
benefits are paid after this time-frame – which is
reasonably common, especially if a super fund has a
‘lumpy’ asset – then the pension interest will have
ceased and CGT will likely apply to super fund asset
disposals.
So how will the Government’s announcement affect
the Australian Tax Office’s (ATO) pension ruling?
Now that the Government has dealt with the CGT
death benefit issue, I expect that the ATO’s draft
pension ruling as it’s currently written to remain
largely unchanged. The two other main issues dealt
in the ATO Ruling probably now won’t change too
much. These are:
not making minimum income payments in a
particular year will mean your
fund hasn’t paid you a pension for that year;
and
the ability to take a lump sum out of the
pension depends on the specific written rules
that govern the pension.
The ATO’s draft ruling had a commencement date of
1 July 2007. Given the Government’s recent activity
in this area, I expect this will be moved to 1 July
2012.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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Super relief, with Patrick Cook
by Patrick Cook
.
.
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Concerns remain for Shanghai stability
by Lance Lai
I remain more concerned for the Shanghai stock
market than any other in the world at this stage.
I have been writing of my concern for the China
market, as represented by the Shanghai Index, since
March. This concern has continued. However, today,
despite a significant fall of 1.7% on Friday’s trading, I
remain more positive than I had been in past reports.

I remain vigilant, watching this index on the
expectation that this is how the globe will muddle
through the impacts of the global financial crisis.
(See chart on next page)
Positives
1) The 200-day moving average is still pointing down.

This is not to say I’m bullish, rather the market
seems to be stabilising and hence, this is good news.
We need to remember that what happens in China is
most likely to happen to us here in Australia and the
rest of the world. The only economy that can track
somewhat independent of China is the US.
Unfortunately, Australia is just a passenger on the
train of these super economic powers.
The chart below shows that China is at 2,066, down
23% from a year ago.

2) 2,049 as a minor level, is revised to 2,031. This
level is now key. The market is working hard to
stabilise and not fall below this level.
3) For now, the lows on 5 September (2,029) and 26
September (1,999 or 2,000) are constructive of a low
being near or around there despite making new lows.
4) The level of 2,031, or thereabouts, is foreseeable
as a positive turning point.
5) The following Positives still remain relevant:

In this report, I have been able to reset a key level of
2,031, only 1.7% lower, marked by the little ‘s’ just
below current levels. I’m hopeful that at around this
level, that market will oscillate or find a bottom. So
hopefully not much more to fall.
In my list of Positives and Negatives, for the first time,
I’m placing the Positives on top of the list, albeit that
there are eight positives and eight negatives.
Indicating the market is balanced and at least not
falling further.

The level of 2,100 is a round number support,
with significance that dates back to 9
December 2008. The fact I’m talking about
this turns it into a negative.
The index has fallen to the 2,100 level twice
now, and bounced off it. On 31 July and last
Friday on 17 August.
Patience is required. The full downside risk of
1,812 while there seems on balance unlikely.
Negatives

It remains important that new key levels identified –
namely 2,031, then 1,962 (5.3% lower) – are to hold
in the days and weeks to come.

1) The important 2,099 level has been broken,
explaining the 1.7% fall to 2,066 on Friday.

If these levels do not hold, then it is possible
(although remote) the feared level of 1,812 (14%
lower) comes into focus.

2) The 2,134 level remains important and the market
is now below this level. This level was rejected two
times on 7 September and 18 October. It remains that
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we need to get above this level to see markets
confirm stabilisation.
3) The next level lower is 1,962, or 5.3% lower if the
2,031/2,000 lows do not hold. This is a minor level
only and a meaningful level to bounce off is hard to
determine.
4) The ‘ugly’ scenario of 1,812 or 14% lower has
come on the radar as a possibility, albeit remote and
surprising at this stage.
5) I have called for a bounce that is taking longer than
expected.
6) The following negatives remain relevant.
It has broken the 2,172 level of 6 March 2009
when the US S&P 500 index was at an
all-time low.
The 2,100 resistance level was rejected on 9
December 2008 and then the Index fell back
to 1,814, or 13.6% lower. This was back in the
“bad old days” of the GFC volatility.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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The broker wrap: GFF upgraded
by Rudi Filapek-Vandyck
As more companies use annual general meetings to
confess on earnings guidance for the 2013 financial
year, changes to broker ratings have become
weighted to the downside, with the past week seeing
nine stocks upgraded compared with 27 downgrades.
Total Buy recommendations in the FNArena database
now stand at 42.77%.
Upgrades
Both Dexus Property (DXS) and IOOF Holdings
(IFL) received two upgrades during the week. For
Dexus, news the company intends to sell its
remaining US assets to reinvest in the Australian
market prompted Macquarie to move to a Neutral
rating and JP Morgan to go one better and lift its
rating to Buy. In both cases, the asset sale is seen as
a likely positive catalyst for the stock.

broadcasting licences is unlikely to be realised for
some time, Deutsche takes the view the sale of the
Eye Corp assets means a capital raising is now
unlikely to be needed.
RBS Australia has upgraded WorleyParsons (WOR)
to Buy following an investor day, largely on valuation
grounds, as both sector and peer multiples have
improved in recent weeks.
JP Morgan was in a minority in upgrading OZ
Minerals (OZL) to Hold post the company’s quarterly
production report. The lift in rating reflects the
broker’s view value is now less likely to be destroyed
via merger and acquisition activity, while there is also
seen to be a lack of negative catalysts for the share
price at present.
Downgrades

Both Citi and Credit Suisse upgraded IOOF to Buy
following the incorporation of the recent Plan B
acquisition into earnings models, which resulted in
increases to earnings estimates and price target.
Credit Suisse also sees value given the stock is
trading below historic average multiples.
Credit Suisse has also moved to a Buy rating on
Goodman Fielder (GFF), this on the back of
increases to earnings estimates given signs of
improvement in the company’s bread operations.
With Archer Daniels Midland confirming an indicative
proposal to acquire Graincorp (GNC), UBS has
upgraded it to a Buy to reflect the fact the stock is
now in play. Given a potential list of suitors for
Graincorp, the broker has lifted its price target above
the proposed offer price.
Ten Network (TEN) delivered a disappointing
full-year result, but Deutsche Bank has upgraded it to
a Hold. While the long-term value in Ten’s

Others didn’t agree, as Citi, BA Merrill Lynch and
Deutsche Bank all downgraded OZ Minerals during
the week, the former to Hold and the others to Sell.
Citi’s downgrade reflects a lack of upside near-term
given the stock is near valuation, while BA-ML takes
the view rising costs will at some point have a more
significant impact on earnings. Deutsche’s
downgrade is largely a valuation call.
A number of other stocks also received multiple
downgrades, one being Mirvac Group (MGR). Both
JP Morgan and Credit Suisse moved to Hold ratings
following the group’s quarterly update, both
highlighting valuation as the reason for the rating
change given recent gains in the share price.
National Australia Bank (NAB) saw both Macquarie
and BA-ML downgrade, the former to Hold and the
latter to Sell. Macquarie sees scope for the bank to
have to deal with additional impairment charges in
coming months given ongoing soft economic
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conditions, while BA-ML remains cautious on the
outlook for the bank’s UK assets as well.
Macquarie extended the weaker outlook to Westpac
(WBC) as well, trimming earnings estimates and
downgrading its rating to Underperform.

Credit Suisse also downgraded Goodman Group
(GMG) to Sell on valuation grounds following a review
of the REIT sector, while Deutsche downgraded
Charter Hall Retail (CQR) on the same basis given
the view the market is looking through Poland
execution risk, where assets need to be sold to fund
the group’s development pipeline.

Lower margin and revenue assumptions have seen
estimates for Programmed Maintenance Services
(PRG) lowered by Macquarie, while Credit Suisse has
also adjusted down its forecasts and price target for
the stock. In both cases the brokers have
downgraded ratings to Neutral given an increasing
risk profile.
On the resource side of the market BA-ML
downgraded Alacer Gold (AQG) to Sell to reflect risk
of further production disappointments following a
weaker than expected quarterly production report.
Credit Suisse also downgraded Gindalbie (GBG) to
Neutral following the incorporation of an equity raising
for the Karara project into its model for the company.
In the broker’s view any such raising is unlikely to be
well received by the market.
Citi has cut its rating on Oil Search (OSH) to Neutral
following the company’s quarterly results, largely on
a valuation basis as results for the period were
broadly in line with expectations.
Among the industrials, BA-ML downgraded Ansell
(ANN) to Sell on valuation grounds and RBS
Australia has downgraded Australian
Pharmaceutical Industries (API) to Hold on the
same basis following the group’s full-year profit
result.

Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.

RBS also downgraded both Biota (BTA) and
Bradken (BKN) to Hold, the former as part of ceasing
coverage on the stock given its imminent de-listing in
Australia and the latter to reflect a full valuation given
the expectation of a further softening in the group’s
markets.
Fletcher Building (FBU) saw a rating cut to Hold by
Credit Suisse following solid share price gains, the
broker noting the recent run in the stock has come
before evidence the cycle has actually turned for
building materials companies.
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The week ahead
Australia
Tuesday 30 October: New home sales (September)
Tuesday 30 October: Census data (2011)
Wednesday 31 October: Building approvals (September)
Wednesday 31 October: Private sector credit (September)
Thursday 1 November: RP Data-Rismark home prices (Oct)
Thursday 1 November: Import & export prices (Sept quarter)
Friday 2 November: Producer prices (September quarter)
Overseas
Monday 29 October: US Personal income (September)
Tuesday 30 October: US Case-Shiller home prices (Aug)
Tuesday 30 October: US Consumer confidence (October)
Wednesday 31 October: US ADP employment (October)
Thursday 1 November: US ISM manufacturing (October)
Thursday 1 November: US Auto sales (October)
Friday 2 November: US Non-farm payrolls (October)

Company full-year results
Wednesday 31 November Ã¢ï¿½ï¿½ National Australia Bank (NAB)
Thursday 1 November Ã¢ï¿½ï¿½ BT Investment Management (BTT)
Monday 5 November Ã¢ï¿½ï¿½ Westpac (WBC)

Don't miss this!
You can catch Lance Lai on SWITZER tonight on the Sky Business Channel talking about what the charts
predict for the stock markets, or check SuperTV tomorrow for a copy of the segment.
Also on SuperTV, Paul Rickard discusses the recent changes to superannuation and also names some income
stocks to buy. Watch it now on SuperTV.
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