Issue 145, 17 December 2012

High returns
Our high-income stock portfolio blew the ASX index right out of the water in 2012, beating it by almost
4% – and that's not even factoring the income from fully-franked shares! Read Paul Rickard's analysis
today to see how it performed and get a heads up on what we plan in the New Year.
Also in the Switzer Super Report, I return to the topic that's dominating the market – the fiscal cliff – to
update you on how far we are from the edge. Plus, fund manager Geoff Wilson gives us his outlook for
2013 and 10 of the small-cap stocks he's investing in right now. And we have our final Broker Wrap for
2012 as well as some more senior concessions you should know about. Have a great week!
Sincerely,

Peter Switzer
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Fear will be tested this week
by Peter Switzer
Another week with the key parties in the fiscal cliff
negotiations moving as fast as snails in a race
towards a precipice where the outcome is unknown.
It’s nearly like a storyline for an episode of the
Twilight Zone – but it’s real!
In case you don’t know what I think about this fiscal
cliff and what it could do to stocks, let me give you the
worst case, believable scenario.
The best case is simple — a deal is struck this week
before Christmas, US politicians head to their families
for the holidays and the market continue a long Santa
Claus rally. This rally rolls into January. But what
about the worst-case scenario? This starts with no
deal by December 31 and the stock market
consequentially selling-off substantially. I would not
be surprised by a 5% slump, but it could get to 10%!
Negotiations would continue into January and some
can-kicking-down-the-road agreement would result.
The negative effects of this market madness would
affect stocks for some time as economists speculate
what happens to the real US economy.
This US Congress stupidity would partially derail the
improving recovery in the States.
Positive signs
Over the weekend we saw some more good US
economic data. November industrial production came
in above expectations – 1.1% higher – which
represents a two-year high, primarily due to a
production rebound in the wake of Hurricane Sandy
as factories reopened and capacity utilisation also
rose by more than expected. Meanwhile, US
consumer prices fell by more than expected as oil
prices continued to decline. When oil is removed, the
remainder of the consumer basket (+0.1%) was up
marginally.

So the doomsday merchants who tipped inflation
would get out of hand in the USA were wrong again.
And those who tipped a hard landing for China were
also wrong with the HSBC flash PMI for Chinese
manufacturing coming in at 14-month high!
We are poised for another good year on the stock
market if the Yanks can get their act together on
these fiscal cliff negotiations.
Mark my words, if there is nothing positive and
snail-like procrastination continues the market will try
and kick then Congress bums into action.
Deal or no deal
By the way, the confidence that the US will avoid the
cliff is falling. CNBC did a survey which showed 46%
of economists and market players think the USA will
avoid the fall over the cliff, but 41% think it will
happen!
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Some respected market watchers think the S&P 500,
which is now around 1,413, could go below 1,200 if
Congress sets the economy up to slide over the cliff,
so this week is important.
Of course, the details of any deal will determine how
high the stock market goes in 2013. There could be
changes to capital gains tax and the dividend tax and
both could affect the stock market, but when it comes
to market direction, it simply gets down to deal or no
deal.
Sure any deal will slow down America’s economic
growth, but if the deal is positive for the economy, it
should bring out US corporate investment, which has
been held back for over three years.
For optimists who want a great year on the market for
2013, we don’t only need a deal by December 31; it
would be great if it we also get a deal that excites US
businesses and that will sow the seeds of a great
harvest from the stock market.
Fear will be tested this week, but it will get out of
control next week if no deal is done!
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 year on: our high-income portfolio outperforms!
by Paul Rickard
If you have been long banks, health care and Telstra,
2012 has been a great year for equity investors! For
example, the health care accumulation index (which
includes the income return from dividends) is up
almost 50%.

With a bias to the defensive sectors, our high
income portfolio has outperformed the market in
its first year with a return of 20.2%. With profit and
income combined, we turned our original investment
of $100,000 into $120,198 over the year, or $122,615
when tax benefits are taken into account.
This is contrary to our expectation – we expected that
this portfolio should moderately underperform in a
rising market (which it has been), and moderately
outperform in a falling market. After all, we
constructed it for tax-effective income and are
underweight the typical ‘growth’ sectors.

How it works
Some of the key construction rules we applied were:
a ‘top down approach’ to the sectors, with
biases that favoured lower price to earnings
ratios (PE) and higher yielding sectors;
in the major sectors, our sector biases were
no more than 33% away from index;
to balance the ‘diversification need’ and
‘monitoring effort’, we sought 15 to 20
stocks; and
we confined our stock universe to the
ASX100, avoided chronically underperforming
industries and looked for companies that paid
franked dividends and had 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 the Consumer Staples
sector and increased our exposure to Materials. We
also marginally reduced our exposure to Health Care
by taking profits on Ramsay Health Care, and
replacing those shares with Primary Health Care.
The results

To recap, last December we introduced our ‘income
biased’ portfolio of stocks. The portfolio was forecast
to generate a dividend yield of 5.82% pa, which given
it is 97% franked, translates to a forecasted 7.02% pa
after-tax income return in accumulation, and for a
fund in the pension phase, 8.24% pa.

Our income biased portfolio (per $100,000 invested)
and its performance over the year from 15 December
2011 to 14 December 2012 is as follows:
(PDF readers please see the final page of this article
for the full-page table.)
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* Income includes dividends declared and payable.
Assume AGL 1:6 rights issue sold for $2.30 per right,
and proceeds of $0.25 per share on Brambles
Entitlement Offer. Rebalancing on 31 August – RHC
sold at $24.90; $500 of WES at $34.52; purchases of
$4,855 PRY at $3.77 and $1,000 RIO at $49.24.
Income
The portfolio generated dividend income of $5,735,
franked to 98.15%. This was fractionally below our
forecast (as the following table shows), due to an
unanticipated cut in the David Jones dividend.

Wrap up
Our income objectives have largely been met, and it
is pretty hard to argue with the overall performance of
20.2% for the year. We re-iterate our expectation that
this portfolio is likely to lag the market in a strong
rally. In 2013, we are going to do some minor
re-balancing and re-baseline it to the start of the
calendar year. We will publish an upgraded portfolio
in the Switzer Super Report in early January.

Performance and Tracking
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
normal price index. Further, as the accumulation
index doesn’t take into account the taxation benefits
of fully franked stocks to SMSFs, we have included
the value of the portfolio ‘grossed up’ for this benefit.

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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Ten small cap stocks I'm investing in
by Geoff Wilson
It’s customary at this time to reflect on the year past
and more importantly look at the year ahead and
consider some stock ideas.
The year appears set to finish with a healthy return
from the Australian stock market, delivering a positive
return of around 12%. In the year ahead, driven by an
abatement of fear and further falls in interest rates,
we expect the Australian market to move ahead by
10%-15%.
As interest rates fall further, company values increase
as Price Earning (P/E) multiples rise and economic
activity improves. With around $1.6 trillion in
Australian bank deposits and rates trending lower, the
capacity for these funds to flow into other asset
classes is significant, providing a boost for the stock
market.
Business to improve
We also expect an increase in corporate activity as
boards become less fearful and finally start to invest
for growth. With a borrowing cost of 6%, the after-tax
funding cost is 4.2%, providing a scenario where any
acquisition on less than a P/E of 23.8 is earnings per
share accretive for the bidder.
We remain in a decade of de-leveraging, both
globally and domestically with domestic savings rates
remaining high (around 10%), up from less than zero
before the global financial crisis. Constrained
consumer activity has created a particularly
challenging environment for retailers, advertisers and
media combined with a structural battle against
changes generated by technology and the internet.
The last few years have been characterised by huge
change with previous blue chips such as Pacific
Brands, Fairfax, David Jones, Harvey Norman and
Ten Media feeling the brunt of investor uncertainty
around the capacity of these companies to restructure

and adapt to a new online world.
The collapse in these companies and others like them
has impacted investor confidence in buy and hold
blue-chip investing.
Stock suggestions
Despite these views, we remain confident that in any
market there are good opportunities for those who are
thorough, nimble and do their homework.
Following are 10 small-cap stocks that we like (and
own at this time) and believe they represent attractive
risk/reward scenarios:
1)

RXP Services Ltd (RXP)

IT professional services company in the early growth
phase with strong management pedigree and
potential for further growth via acquisition.
2)

Automotive Holdings Group (AHE)

Diverse automotive retail and logistics group with
strong leverage to improved consumer confidence
and industry consolidation.
3)

Energy Action (EAX)

Provides energy management services to
organisations intending to minimise the cost of
energy. Compelling P/E of 13 against a growth rate of
+35%.
4)

Brickworks (BKW)

An undervalued, well-managed building products
supplier well leveraged to an improvement in building
activity.
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5)

Cash Converters (CCV)

Global success story providing short-term pay-day
style lending and used goods retailing, this company
is reasonably cheap and growing in a challenging
environment. On a 2013 P/E of 10.5x growing at
around 30%+ the P/E to growth ratio is most
attractive.
6)

individual. It does not constitute formal advice.
Anyone should consider the appropriateness of the
information in regards to their circumstances.

Centre Point Alliance (CAF)

Specialises in insurance premium funding and
commercial finance, growing strongly with a free
option on industry consolidation. Very cheap based
upon a large franking credit balance providing an
ability to pay a 65c fully franked dividend.
7)

Magellan (MFG)

The new Platinum? Since launching Magellan has
performed well, gobbling up market share that used
to be the exclusive domain of Platinum Asset
Management. Trend looks good.
8)

Sirtex (SRX)

Liver cancer treatment hopeful, SRX has huge
potential upside. Not for the faint of heart though.
9)

Hills Holdings (HIL)

A recovery story from a former mini-blue chip, with
Tedd Pretty of Telstra fame, coming in as MD, strong
upside is hoped and its trading below net tangible
assets (NTA).
10) Empired LTD (EPD)
IT Managed Services and consulting business trading
a forward P/E of 11x with earnings per share growth
around 80%. New contract wins and acquisitions
driving growth.
Disclaimer: WAM Capital and WAM Research, listed
investment companies managed by Wilson Asset
Management, are investors in the above stocks.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
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The broker wrap: cuts to Suncorp, Iluka
by Rudi Filapek-Vandyck
The number of recommendation downgrades yet
again outnumbered the upgrades issued in the past
week. Amidst a general slowing down in activity, the
week past saw stockbrokers issue seven upgrades
and 15 downgrades – so downgrades are in the lead
once again.
Upgrades
As far as upgrades are concerned, analysts at
Macquarie upgraded CFS Retail Property Trust
(CFX) to Buy given recent share price
underperformance since the full-year result in August.
While the broker admits the risks still remain to the
downside at Emporium and there is the likelihood of
more negative news flow over the year ahead, the
valuation looks pretty stable, said Macquarie.
Deutsche Bank upgraded its call to Buy last month,
but it was a sector relative move. The upgrade has
pushed the stock into positive sentiment territory in
the FNArena Database, now with two Buys, four
Holds and a Sell.
JP Morgan upgraded Coca-Cola Amatil (CCL) to
Neutral on shares that have consistently
underperformed over the past six months. The broker
noted the company has gone through a pretty
intensive capex spend in the years past, but the end
result is a more defendable earnings base. Deutsche
Bank also changed its recommendation to Neutral
last week, but in this case it was a downgrade from
Buy, noting the company’s latest trading update just
wasn’t good enough. The stock remains just in
negative sentiment territory in the database, with one
Buy, two Sells and five Holds.
CIMB upgraded its call for Fleetwood Corp (FWD) to
Buy from Neutral on news the company has inked a
deal with Rio Tinto (RIO) to house up to 660 of Rio’s
workforce in Searipple for 12 months. Analysts
concluded the deal should help Fleetwood provide a

bit of transparency into Searipple occupancy over the
medium term and will therefore help support the
share price. The stock remains a flat neutral in the
database, with two Buys, one Hold and two Sells.
Macmahon Holdings (MAH) is next on the list,
upgraded to Neutral by UBS on news the company
has decided to sell its construction businesses and
raise an extra $80.7 million in fresh capital. While
forecasts were savaged and growth for the years
ahead is expected to remain subdued, the broker still
feels a bit more comfortable with the balance sheet
now in a much better position. The stock rates four
Holds in the database and is currently trading at a
51% discount to the consensus price target.
STW Communications (SGN) was bumped up to
Buy by Macquarie, making for a perfect score of
straight Buy calls in the database. Macquarie had
been on restriction on the stock and came off stating
current multiples look undemanding, while also noting
the nice looking yield should support the stock at
around current levels. Credit Suisse re-initiated
coverage two weeks ago with a Buy call as well,
citing significant growth opportunities for the group in
the South-East Asian region.
BA-Merrill Lynch upgraded its call on Woodside
(WPL) to Neutral last week, turning more positive on
a higher than anticipated negotiated exit price for
BHP Billiton (BHP) from the Browse JV. BA-ML is
also enthusiastic about the recent farm-in agreement
for offshore Israel, with the broker noting overall risk
is declining and believing this could mark a turning
point for Woodside. The upgrade leaves the stock
well into positive sentiment territory in the database,
with four Buys and four Holds recorded.
WorleyParsons (WOR) went up a bit, then down a
bit on the sentiment index last week, with Deutsche
Bank upgrading its recommendation to Neutral from
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Sell, while Macquarie downgraded its call from Buy to
Neutral. Deutsche’s upgrade was pretty much a
valuation call, the broker noting the share price has
declined 18% and has underperformed the ASX100
by 19% since the middle of October and now better
reflects the earnings outlook of the company. On
the flip side, Macquarie analysts believe
WorleyParsons will find it increasingly tough to
achieve guidance for the year, as the overall context
for some of the group’s operations continues to
toughen. While Macquarie continues to like the stock
on a medium to longer term basis, the broker
suspects the bias is now skewed towards
disappointment, at least in the short term. Two Buys,
two Sells and four Holds keep the stock at a flat
Neutral in the database.
Downgrades
As far as downgrades are concerned, analysts at
Macquarie downgraded Acrux (ACR) shares to Sell
last week, noting the US testosterone market growth
is slowing and the broker also thinks the company’s
ability to grow share is diminished, given increased
marketing efforts by peers and the prospect of new
entrants into the market. The broker is also of the
view the company’s FY2013 Axiron guidance will be
difficult to achieve and thus also cut its FY2013-14
net profit forecasts by 25%, 6% and 11%. The stock
is neutrally regarded in the database, with one Buy
and now one Sell recorded.
APN News & Media (APN) lost its last Buy call last
week and now sits well into negative sentiment
territory in the FNArena Database. CIMB made the
move on yet another profit warning, which the broker
noted brings up an important question: what about
APN’s debt covenants? CIMB analysts believe there
will be no breach, but it is getting close. Because of
the high debt, the stockbroker doesn’t believe the
shares will re-rate anytime soon, despite the shares
being cheaply priced.
CIMB also took the knife to Aristocrat (ALL),
downgrading their call to Neutral on valuation
grounds. The broker admits further upside is possible,
but thinks we’re unlikely to see any of it until at least
the tail end of FY2013. In the meantime, the analysts
recommend a reduction in holdings until more info is
provided with the interim result in May. Despite the

downgrade, sentiment still remains generally positive,
with three Buys, one Sell and four Holds on show in
the database.
Australand Property Group (ALZ) was the only
stock to suffer two downgrades last week, with both
UBS and Macquarie downgrading it to Neutral on the
back of a conditional offer for its non-residential
assets from GPT (GPT). Both brokers moved to
Neutral given the stock is now in play and noting the
share price will likely track the ups and downs of the
corporate process, rather than fundamentals. The
stock has maintained a positive rating despite the
downgrades, with three Buys and four Neutrals on
record.
Next on our list is Brambles (BXB), with BA-Merrill
Lynch lowering its call to Neutral on a combination of
valuation and slowing US data. Other than that, the
broker is fairly happy with the way things are running,
it’s just that it doesn’t see any chance of catalysts to
push the price higher any time soon. Three Buys and
four Holds remain on show in the database.
Macquarie downgraded David Jones (DJS) to
Neutral after cutting its FY2013-15 earnings per share
(EPS) forecasts by 14.1%, 10.9% and 12.1% to
reflect a reduction in store sales forecasts and to
account for the increased costs associated with
further online development.
Energy Resources of Australia (ERA) was also
downgraded to Neutral, this time by BA-Merrill Lynch,
who has finally buckled under the weight of a
persistently weak uranium price. The broker is also
concerned about currency headwinds and a delay in
securing a deal with traditional indigenous
landowners over the mine life extension.
Iluka (ILU) was downgraded to Sell by Deutsche
Bank on the expectation that weak zircon/titanium
pricing in combination with weak sales volumes are
likely to persist for another six months. The
stockbroker also lowered its price forecasts for both
key products for Iluka by some 30% for the next two
years seeing the FY2013 EPS estimate slashed by
no less than 80%. Still, the positive sentiment for the
stock remains, given five Buy calls, one Hold and two
Sells in the database.
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Analysts at Macquarie had some fun in insurance,
downgrading both Insurance Australia Group (IAG)
and Suncorp (SUN) as part of a broader review of
the sector. IAG was dropped to Neutral, with the
analysts stating that despite some clear positives for
the stock, they simply cannot justify retaining the
Outperform rating. The stock rates a flat neutral in
sentiment. The broker also cut Suncorp to Sell,
preferring a cautious sector view. The latter stock
remains well regarded in the database, with
Macquarie’s Sell and a Neutral from Credit Suisse
the only blemishes.
The last two downgrades were pushed through by
analysts at UBS, with both Lend Lease (LLC) and
Wesfarmers (WES) shifting to Neutral. Despite Lend
Lease having further increased its project pipeline
with the development of the Sydney Convention
Centre plus the development of an adjacent site, UBS
elected to downgrade the stock on recent share price
appreciation. Meanwhile, Wesfarmers is lower on
coal price cuts to 2013 assumptions, with the broker
noting its longer term price projections are well below
market consensus. Earnings estimates were also
scaled back in single digits as a result. Sentiment for
Lend Lease remains positive post the downgrade,
with five Buys, two Holds and a Sell, while
Wesfarmers sits in negative territory on just one Buy,
two Sells and five Holds.
This is the last Broker Wrap for 2012 due to the
seasonal drop in broker ratings activity over
Christmas and the New Year. The Broker Wrap
will return on Monday 7 January 2013.

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, CIMB (former 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.
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Four savings you may not know about
by Tony Negline
All retirees are eligible for a wide variety of tax and
other concessions. Last week, I mentioned some of
these linked to the Commonwealth Senior Health
Card, Pensioner Concession Card and Seniors’ Card
(read What you’re entitled to in retirement). But there
are other some benefits available as well.
This week, let’s look at four additional important
concessions. Two of these concessions relate to the
Centrelink Benefits, one is a Tax Offset and the fourth
is a Victorian Stamp Duty Concession:
1. Clean Energy Advance and Supplement
Anyone eligible for $1 of the Age Pension would have
received the Clean Energy Advance in May this year.
This once-off payment totalled $250 for a single
person and $380 for a couple.
From 20 March 2013, the Clean Energy Supplement
will be paid if you receive $1 of the Aged Pension.
The precise details of how much this supplement will
be haven’t been revealed. It will be paid on 20 March
and 20 September each year and will be indexed by
movements in the Consumer Price Index before each
time it is paid.
2. Work Bonus
The next Age Pension concession – the Work Bonus
– concerns income you earn while you continue to
work. It applies to Centrelink’s income test only.
From 1 July 2011, the first $250 of employment
income each fortnight ($6,500pa) is not counted as
income under the income test. Any amount of this
$250 accrues in an ‘Employment Income
Concession Bank’ or EICB. This EICB can have a
maximum value of $6,500 and can be carried forward
over financial years, allowing for a continued tax
offset. You don’t need to apply for this concession; it

will kick in automatically once you’ve reached the
age-pension age.
This Work Bonus replaces the Pension Bonus
Scheme, which allowed retirees to continue working
and defer claiming the Aged Pension. The Pension
Bonus Scheme is closed to new applicants if you
didn’t qualify for the Aged Pension before 20
September 2009.
3. Mature Age Workers Tax Offset
This concession is available if you were born before 1
July 1957. You shouldn’t confuse this Tax Offset with
the Senior Australians Pensioner Tax Offset.
The maximum offset is $500 and you must be aged at
least 55 at the end of a financial year to receive this
concession.
To receive this concession you must receive net
employment income, which includes salary and
wages, net business income, reportable fringe
benefits and reportable employer super contributions.
4. Victorian Stamp Duty Concession
If you hold a Commonwealth Pensioner Concession
Card or the Commonwealth Seniors Health Card on
the date a property transaction is settled, then you
may be eligible for an important stamp duty
concession if the property is purchased at market
value and it will be your principal place of residence.
You will receive a full exemption from stamp duty if
the property is worth less than $330,000, a partial
exemption if the property is worth more than
$330,000 and up to $750,000.
These property thresholds apply from 1 July 2011.
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Unfortunately, Victoria is the only state to offer this
concession. It seems like a good idea given that
many retirees seek to downsize their retirement
home. Hopefully in time the other states and
territories will offer a similar concession.
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 18 December: Imports of goods (November)
Tuesday 18 December: Reserve Bank Board from 4 December meeting
Thursday 20 December: Financial accounts (September quarter)
Thursday 20 December: Reserve Bank Bulletin
Monday 31 December: Private sector credit (October)
Overseas
Wednesday 19 December: US Housing starts (November)
Thursday 20 December: US Economic growth (September quarter)
Thursday 20 December: US Existing home sales (November)
Thursday 20 December: US Leading index (November)
Friday 21 December: US Personal income (November)
Monday 24 December: US Durable goods orders (November)
Wednesday 26 December: US Case Shiller home prices (October)
Thursday 27 December: US Consumer confidence (December)

Did you know?
ANZ economists today predicted that the Reserve Bank will cut the benchmark interest rate to two per cent by
the end of 2013 and they suggest it may be a good idea for the government to step back from its budget surplus
plans.
In a monthly report on Monday, ANZ made the interest rate prediction based on weakness in the Australian
economy and only a modest pick-up in production in the rest of the world.
"Due to the further sharp weakening in mining business conditions in recent months, the tepid improvement in
the non-mining sector, the deterioration in job advertising trends and the strong Australian dollar, we now expect
a further one percentage point cut in the cash rate over the course of 2013," they said in the report.
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