Issue 137, 19 November 2012

The market challenge
Markets have fallen from October highs on concerns about Europe and also the fiscal cliff in the US.
The challenge now is, when do we buy stocks? I look at the market drivers in today's note.
Also in the Switzer Super Report, Paul Rickard reviews NAB's new share trading platform. If you want
to borrow to buy shares, ensure you read Tony Negline's article. Plus, we have our weekly broker wrap
of upgrades and downgrades, and Peter Morgan shares his views on whether investing in the Big Four
banks and Telstra is still viable?
Have a great week!
Sincerely,

Peter Switzer
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Markets are down – when do we buy?
by Peter Switzer
Wall Street has convulsed at the prospect of
President Barack Obama having to talk around a
Republican-dominated Congress with the US
economy creeping ever closer to the so-called fiscal
cliff that will undoubtedly create a recession and send
stock prices plummeting.

I am in the latter boat and this is a guessing game
because one silly “line in the sand” assertion by
Obama or the Republican’s John Boehner could
re-spook markets.

Since October 4 the S&P 500 index has gone from a
high of 1461.4 to 1359.88 — that’s a 101.5-point drop
or 6.9%. Meanwhile our S&P/ASX 200 has given up
115.6 points or 2.6%.
Regular readers know I have been tipping a pullback
was on the cards given the nice spike in stocks from
around July, which was then turbo-charged from July
26 when the European Central Bank boss Mario
Draghi pledged to do “whatever it takes” to save the
eurozone.
In this newsletter both Lance Lai, more than a month
ago, and just last week Gary Stone also gave us
technical reasons to be ready for a significant sell-off.
So the hip-pocket question for investors is just how
bad will it be for stock prices before the Yanks settle
their fiscal frictions.
I’m working off two assumptions, which I totally
believe in. The first is that they will settle this before
Christmas because neither side can afford to be
accused of driving the US economy into recession.
The second is that stocks will go nicely higher once a
reasonable negotiated outcome arrives.
The challenge for us is just how long do we wait
before we start getting back in, if you cashed up
ahead? Or if you held your stocks, waiting for the
buying opportunity to bring down your average cost of
holding the companies you like, when do you start the
purchasing process?

The Saturday morning close, our time, of Wall Street
was positive and the reason was some positive stuff
coming out of Washington. The Dow was up nearly
46 points or 0.37% to 12,588.31 but this is a long way
from the 13,930.1 we saw on October 31, 2007 and
so maybe we should take our lead from the Dow.
What is interesting is that panic is controlled with the
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VIX or fear index at only 16.42, where a reading of 14
or 15 is consistent with a ‘no worries’ market.
The market liked this from Boehner: “I believe that
the framework that I’ve outlined in our meeting today
is consistent with the President’s call for a fair and
balanced approach. I believe we can do this and
avert the fiscal cliff that’s right in front of us today.”
For my part, I am going to start watching the stocks I
want more of — materials, given Ron Bewley’s
analysis, which you can find on our website — and I
am always looking for great companies at lower
prices that pay good dividends.
I know I could get caught out with another leg down
but I am going to start watching the companies I want
like a hawk over the next few weeks. I suspect if you
wait too long, you could miss out on the kind of value
you get when you take a risk.
On the flipside, people like Gary Stone are always
prepared to miss the first bit of a new uptrend but will
get in as soon as they think the turnaround is
complete. Gary will contact me when he sees that,
and I will let you know.
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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NAB gets serious about broking
by Paul Rickard
Seventeen years after the launch of CommSec,
National Australia Bank (NAB) has finally responded
with a share trading platform that is seriously
competitive. To be fair to NAB, they have had an
online trading platform for more than a decade,
however the previous platform was just a rebadge of
another broker’s service and suffered from chronic
under-investment.

platform a standalone bank cash account. Unlike
CommSec, the nabtrade cash account is compulsory
(you can’t settle to another bank account), and
comprises two accounts – a ‘cash account’ and a
‘high interest account’. For some reason, you have
to apply separately to open the ‘high interest
account’ (this can be done online after you have
opened the initial account).

More than $100 million in investment later (if you
believe the industry rumours), NAB has launched
nabtrade. With a headline price of $14.95 on trades
up to $10,000, some powerful research and analytical
tools, a very competitive interest rate on cash
balances, and a pretty sleek design – this platform is
worth considering.

High interest

Pricing
Let’s go straight to the brokerage and interest rates.
NAB charges $14.95 on trades up to $10,000, then
$29.95 or 0.11% on trades over this amount. This
compares favourably with the other major online
brokers, as the table below shows.

Now for the good news. Nabtrade is paying 4.50% pa
on any size balance up to $1 million in the high
interest account – a whopping 1.25% over the
Reserve Bank’s benchmark interest rate! CommSec,
by comparison, pays only 3.50% on its high interest
account. Whether this rate will last, time will tell –
however an SMSF can almost think of this ‘platform’
as a place to park and invest its cash.
The usual caveats apply – you get paid next to
nothing (0.25% pa) on funds in the ‘cash account’
and if you have a share transaction coming up, you
need to go online and move the cash back from the
high interest account to the cash account before the
settlement date. All painful (this is how banks make
money), however if managed actively, your fund can
earn a very competitive interest rate.
Research and tools

Competitive, but not market leading brokerage. The
interest rate story is far more interesting.
Like CommSec, nabtrade has integrated into the

The nabtrade promotional video says “nabtrade is
designed by traders, for traders” and in this respect,
they have put quite a deal of effort into the research
and analytical tools. Research is provided by
Morningstar (nearly every retail broker in town uses
this or ‘rebadges’ it), and two American-based
quantitative research firms – Columbia Capital and
Ativo Research. In addition, nabtrade has taken a tool
from Morningstar that they have branded as
‘nabtrade Research Team’ which consolidates the
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research from the three providers and produces a
single recommendation. This recommendation is
tracked – so you can see how reliable it has been
over the last six months.
Some of their tools, such as their stock scranner, are
pretty neat, as is their market snapshot that
automatically updates to give a concise picture of
what the market, individual stocks, and sectors are
doing on a real-time basis.
That said, this technology is clearly sourced from
America – very important considerations for
Australian investors, such as whether a dividend is
franked or unfranked, and the level of franking, are
largely missing. For example, while you can do a
ranking of all stocks by dividend yield or dividend
payout ratio – you can’t rank stocks by their franked
dividend yield. Dividend imputation is not a concept
that Americans understand!

The bottom line
There is no doubt about it – it is an innovative broking
platform and in some respects, streets ahead of the
competition. As with any new platform, there are
some obvious improvements that can be made – so
when these are addressed, it is going to be fairly
impressive. This is good news for investors. It will
also encourage NAB’s competitors to respond and
improve their offering.
I think this product is worth a try – and for many
SMSFs, that cash rate is very tempting.
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.

What we don’t like
Apart from some localisation issues, the other major
weakness is that the ‘depth’ of market is two clicks
away. Nabtrade does offer the usual platinum plan for
very active traders (streaming market prices and
potentially IRESS Trader), however for the bulk of
investors who will be using their gold or silver plans
(qualification is not very difficult), you need to first
punch in the stock code and click, and then click
again on a separate button to bring up the market
depth. This is particularly frustrating (and time
consuming) if you want to review several stocks,
particularly those that are less liquid and where depth
is important.
The account opening process also needs some work.
Some innovative features have been introduced
(such as electronic verification of your identification –
a very big plus), however NAB still requires a ‘wet’
signature, I think I had to key in my address four
times (once for each of the trustee, fund, and the two
members), and it is pretty easy to get lost – there is
next to no information about the process and how to
complete the steps to finalise your account. Teething
issues, no doubt.
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The Broker Wrap: Seven West Media and Caltex get
upgrades
by Rudi Filapek-Vandyck
Changes to stockbroker ratings in the past week

The only stock to receive multiple upgrades was
Seven West Media (SWM), for which both Macquarie
and Deutsche Bank moved to Buy ratings from Hold
previously. The changes come as earnings estimates
and price targets were increased after AGM
commentary from management indicated cost cutting
would help boost earnings in coming years.
Also among the upgrades was Caltex (CTX), for
which UBS moved to a Buy rating from Neutral
having lifted refining margin estimates for the
company. This drove up the broker’s earnings
estimates, while the price target was also lifted.

While the US ‘fiscal cliff’ and a technical recession
may have broken the uptrend for global asset
markets in November, stockbrokers and investment
bankers in Australia continued to zoom in on the fact
the global investment community is nevertheless
turning increasingly more optimistic on prospects for
2013.
Among the sectors that received special attention last
week we find Australian banks, the
telecommunications sector (post weak numbers from
Optus) and Australian retail stocks.
As far as ratings for individual stocks are concerned,
last week proved a relatively quiet week for changes
to broker ratings. The eight stockbrokers in the
FNArena database upgraded a total of five stocks
and downgraded 10, leaving total Buy ratings at
42.23%.

A review of the Australian REIT sector saw Credit
Suisse adjust models for stocks under coverage and
a beneficiary was Commonwealth Property Office
(CPA). The broker expects an attractive dividend
yield will help support the share price going forward,
enough to justify a rating upgrade to Neutral from
Sell.
For Emeco Holdings (EHL), revised earnings
guidance meant forecasts and price targets across
the market were adjusted lower. For Deutsche Bank,
the company now appears well placed to deal with
tougher market conditions and this implies value at
current levels, generating an upgrade to Buy from
Hold.
Credit Suisse reacted differently and downgraded
Emeco to Hold from Buy, the broker suggesting
earnings are likely to remain under pressure given
additional contract expiries are coming up, which is
also impacting on earnings visibility.
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For ALS (ALQ), formerly known as Campbell
Brothers, UBS sees downside risk to earnings given a
lot of the core testing business is exposed to the
more cyclical resources sector. This implies some
further downward pressure in coming periods and
sees additional cuts to earnings estimates and price
target. UBS has lowered its rating to Sell from Hold
Macquarie’s research suggests the zircon market is
likely to remain weak into 2013, which results in
changes to volume and price assumptions for Iluka
(ILU) and consequently cuts to earnings forecasts. A
weak near-term outlook suggests outperformance is
unlikely, so the broker downgraded to Sell from Hold.
Following a weak quarterly result and a meeting with
management BA Merrill Lynch has cut earnings
forecasts for Paladin Energy (PDN), while also
slashing its price target for the stock. Uranium prices
are still weak and group gearing is high, so BA-ML
has moved to a Sell rating from Buy previously.
QBE Insurance (QBE) revised 2012 earnings
guidance lower during the week and brokers were
quick to react by cutting earnings estimates and price
targets. Lower insurance margins and reduced
visibility of earnings was a strong enough
combination to see UBS downgrade to a Neutral
rating from Buy.
While SP Ausnet (SPN) delivered an interim result
broadly in line with expectations and maintained full
year guidance, for UBS the ongoing nature of
bushfire litigation presents an unquantifiable risk.
Given this and a share price in line with its target the
broker decided to downgrade to Hold from Buy.

Factoring in September traffic stats sees Macquarie
adjust its model for Virgin Australia (VAH), the result
being a slight cut in price target. The stock is
overvalued at current levels in the broker’s view, so
the rating has been downgraded to Underperform
from Hold.
Updated guidance from Webjet (WEB) fell short of the
expectations of Credit Suisse and caused the broker
to lower earnings forecasts and price target. Given
lower growth estimates the broker has downgraded to
a Hold rating from Buy.
Changes to broker models had little impact on price
targets over the week, the only change in target of
more than 10% being a cut for Ten Network (TEN).
Changes to earnings estimates were broader, as
while Lynas (LYC) enjoyed a solid increase in
earnings forecasts, there were cuts to forecasts of
more than 15% for Beadell Resources (BDR),
Emeco, QBE Insurance and St Barbara (SBM).
Note: FNArena monitors eight leading stockbrokers
on a daily basis and the tables below are based on
data analysis from the week past concerning these
eight equity market experts. The eight experts are:
BA-Merrill Lynch, Citi, Credit Suisse, Deutsche Bank,
JP Morgan, Macquarie, CIMB (former RBS) and UBS.
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.

Thorn Group (TGA) is likely to experience something
of a consolidation year in FY13 in the view of Credit
Suisse, the broker adjusting earnings estimates and
price target following a review ahead of this week’s
interim result release. Catalysts now appear more
medium-term in nature, so the broker has
downgraded to a Neutral rating from Buy.
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Changes to Earnings Forecasts (EF) in cents per
share
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Are the banks and Telstra still viable?
by Alia McMullen
The Big Four banks and Telstra have been the
must-have stocks for self-managed super fund
(SMSF) trustees this year. But given their run-up in
prices and a shift in market dynamics, are they stocks
you should be buying?

at.”

To find out, Peter Switzer spoke to one of the best
known fund managers in Australia – Peter Morgan –
a former fund manager at Perpetual and founder of
452 Capital.

“I think the big issue over time is going to be whether
the NBN actually turns out to be a success or not. But
it’s had a good run. I don’t think you need to panic,
but I wouldn’t be running out …,” he says trailing off,
adding, “I haven’t got any Telstra myself.”

So what are his thoughts on the Big Four banks –
Commonwealth Bank, National Australia Bank,
Westpac and ANZ? Well, put it this way: he doesn’t
own any!
“Over the last 12-18 months we’ve had this flight to
quality looking for yield in a low interest rate
environment,” Morgan says. “Now the important
thing if you want to play the dividend game is to
remember that you have to have earnings before you
get dividends, so if you’re paying out 100% of your
earnings, or paying out 120% of your earnings, there
is a risk that that return won’t be there going
forward.”
He says for every $10 of capital in banks, there’s
roughly another $90 of debt or gearing, making them
highly leveraged to an economy that’s quite strong.
And while they’ve done a great job of surviving the
financial crisis, investors always need to remember
that they are highly leveraged.

Telstra
So what about Telstra?

So what’s he investing in?
These days he quite likes to play with the small and
mid caps and one small company he likes is
Chalmers (CHR). But before you run out and buy it,
he warns that this company may be a five-year story
in the making, so don’t to expect any short-term
run-up in its stock price.
Chalmers is a Victorian-based company that operates
in road transport, warehousing, repairs and sales.
“The balance sheet is in order,” Morgan says. “Like
all transport companies in the economy, it’s doing it
tough at the moment. Now I own it, and I’m not
saying it’s going to turn out alright, but intrinsically in
your eyes, you can see that the accounts are saying
that it’s worth $4.42; hard assets; you can buy it for
$2.60.”
Playing this market

“I still remember [in the 1990s] – and I’m not saying
we’re going back to that – Westpac was out the back
door; it was broke, ANZ was broke and the dividends
went from 40-50 cents a share and there was big
capital raising,” Morgan says. “Now I’m not saying
that’s going to occur again, but just don’t forget that
banks are highly leveraged animals and the dividend
is not necessarily the first thing you should be looking

Morgan says that while he’s always looking for
opportunities in the market, he’s been selling a lot of
shares over the past month or two. Even so, he says
you have to use volatile markets to look for
opportunities to make money.
“Having said that, you’re only going to get seven out
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of 10 right if you’re doing a very, very good job. You
always get the three wrong, and you’ll probably get
more than that wrong.”
But in order to get those seven right, he says there
are three things he’s learned that have kept him in
good stead. He says a company should have:
1. good and sensible management;
2. a healthy balance sheet with not a lot of debt;
and
3. an attractive valuation.
He says if you look for these things in a company,
you’ll be ahead in getting those seven out of 10 stock
picks right.
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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Read this if you want to borrow to buy shares
by Tony Negline
Self-managed super funds (SMSFs) are generally not
designed to borrow – they exist in order to save, not
to get into debt! But a special arrangement does exist
that allows DIY super funds to borrow to invest.
This is called a Limited Recourse Borrowing
Arrangement (LRBA), and while any part of this loan
is outstanding, the asset purchased must be held in a
Holding Trust, which is subject to strict rules.
One of those rules requires that the borrowed funds
must be used to buy a ‘single acquirable asset’.
That’s pretty straight forward if the asset is real
estate because it typically involves a single property
over one clear title. But what does a ‘single
acquirable asset’ mean when purchasing shares?
How it works
The single acquirable asset rule actually allows more
than one asset to be held as long as they are
identical and all have the same value. A parcel of
shares passes this test. The assets have to be
acquired as a collection of similar assets and need to
be sold down as a collection of assets.
But buying shares isn’t always that simple.
Recently, the Australian Taxation Office (ATO) was
asked what happens if a trustee places an order to
buy shares of the same class in a company using an
LRBA, but that order is filled using more than one
order with different purchase prices.
That is, the shares are all identical but the initial value
isn’t the same. Although, clearly once acquired, they
are all the same and all have the same market value.
The Tax Office says that in its view, acquiring assets
in more than one parcel seems to be contrary to the

intent of the LRBA legislation because they’re not all
purchased as a single collection of assets.
That said, the ATO goes on to say, that it is
“prepared to ignore short delays in ful?lling a single
on-market order to purchase shares or the fact that
ful?lling a single on-market order to purchase shares
at the prevailing market price may result in some of
those shares being acquired at different prices.”
Put simply, the ATO will allow such a transaction as
long as the share purchase was originally placed as a
single order. However, it stresses, that multiple
orders, to either buy or sell, remain unacceptable.
“In keeping with the policy intent of the relevant
provisions, the ATO will not allow a trustee of a
self-managed superannuation fund to embark on a
course of action to accumulate or sell down shares
over a period of time (even shares of the same class
in a single company) or to enter into an arrangement
with that anticipated result. For example, it would not
be acceptable to acquire a collection of shares under
an LRBA through more than one purchase order.”
Overall this is good commonsense outcome.
The Tax Office notes that if you’re unsure how the
above applies to your particular circumstances, you
could consider applying to the ATO for SMSF Specific
Advice for your proposed transaction.
Real estate and LRBAs
On another note, the ATO has also made some
clarifications about Limited Recourse Borrowing
Arrangements and three potential problems that it has
identified regarding real estate purchases. These are:
Doubt over which entity should hold the loan
(it’s the super fund);
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Contracts being executed by the wrong party
(this must be the trustee of the Holding Trust);
No loan documentation (you need it).
These issues not only create a super law regulatory
headache, but they might also mean unnecessarily
paying State or Territory duty more than once on
these transactions.
While LRBAs open up a world of opportunities to
SMSFs, they need to be navigated carefully. Before
you implement an LRBA, please make sure you
receive good advice.
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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Real test is on after getting the retracement we had
to have
by Lance Lai
Seven weeks ago, I wrote:
“This S&P 500 index has been trading to plan, more
or less, for the past 12 months… The Charts are
indicating we are in need of a pull-back in the order
of 4% to 1,382, and perhaps 5% to 1,368.”
This market, and the world market indices, have
fallen as expected. The index is at 1,359 now, which
is down 5.9% from the last report.
Intra-day falls have been slightly more, on Friday
night falling to a low of 1,343 which is a fall of 7.2%,
but it is the close that is important.
The index is now in balance, with positives slightly
outweighing negatives. The market has been orderly.
This is now the real test. How will it consolidate
around here is vital to how it trades in the coming
weeks to months.
A bounce at these levels or even a little lower, will
mean we can expect a “steady as she goes – muddle
through scenario”, both in the USA and globally to
continue.
If we don’t get a bounce, then greater “volatility” can
be expected in the USA and globally.
Technically, we are entering into an important point in
price and time. This is across many markets, not just
the US S&P 500.

Positives
1) I wrote on 2 October, “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.”
So now, we’ve had the pull-back we had to have. If
the market starts to recover from here, it will be a very
nice positive.
2) The market is up now 7.3% from the 4th of June,
that’s a little over 5 months. This is a reasonable
return and a reasonable level to be at. We have a
harmony in both time and price. At the peak of this
run in September, when we were calling for a pull
back, it was up 16.4% in only a little over 3 months.
16.4% is an unsustainable overshoot.
3) The 200 day moving average is still pointing up
or flat. Indicating the uptrend is still on track.
4) The market has been trading in an orderly
fashion for 6 months, and this is in accordance to
plan.
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Negatives
1) The 200 day moving average has been broken.
Indicating that the uptrend is at risk.
2) The index has only just reached these new lows,
slightly exceeding the expected falls. This in itself is
not such a negative, except that the index needs to
now show a consolidation pattern around these lows
ie recover sooner rather than later. A failure to
recover in a reasonable time frame will indicate
deeper falls are in store.
3) A lower level of 1,298 is observed but not
acknowledged as necessary. This would not be the
preferred level to bounce off as this is still another
4.7% lower.
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 week ahead
Australia
Tuesday 20 November: RBA meeting minutes released
Tuesday 20 November: RBA governor Glenn Stevens speech to CEDA
Wednesday 21 November: State Accounts for 2011/12 released
Overseas
Monday 19 November: US existing home sales (October)
Monday 19 November: US NAHB Housing Market Index (November)
Tuesday 20 November: US Housing Starts (October)
Wednesday 21 November: US Consumer Sentiment (November)
Wednesday 21 November: US Leading Indicators (October)
Thursday 22 November: Flash manufacturing gauge

Did you know?
George Boubouras came on Switzer the other night to give us his insight into how the debt debacle in Greece
continues to impact the market. Plus, he looked at some current investment opportunities. You can hear what
he had to say now on Super TV.
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