Issue 152, 17 January 2013

Don't worry.
A major concern for the US economy right now is the indebtedness of its government. By March,
Congress needs to raise the debt limit and find an alternative to the automatic sequestration cuts.
Today, I look at this issue and what it will mean for stocks. Let me tell you, debt doesn't worry me yet.
Also in today's Switzer Super Report, with Australia experiencing a gas boom, James Dunn pits
Woodside against Santos. JP Goldman asks if investors will continue to chase yield this year, plus
Andrew Bloore outlines his wish list for improvements to the super system this year. And in the
Question of the Week, Tony Negline explains what's required to transfer an asset into an SMSF.
Sincerely,

Peter Switzer
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Debt doesn’t worry me…yet
by Peter Switzer
I received a great question from a subscriber, Bill,
who, as an old Chartered Accountant, can’t ignore
the indebtedness of the US government. And while
he did not question my optimism on stocks for 2013,
he basically put it this way: “As a former CA and
insolvency practitioner, that looks like a financial
basket case to me”.
Bill pointed out that the numbers looked shocking and
the Yanks are going to need to slash untouchables,
such as military spending, and “tell the Chinese their
Treasury bills are not worth anything”.
No quick fix
He also pondered whether economic growth of 6-7%
could be the solution and while this is hoping for too
much, I believe this will be how the problem becomes
less problematic.
Now some of my subscribers might not care about
these higher order issues, while others could be
comatosed about it and have remained too defensive
since 2008 and have missed good years on the
market in 2009, 2010 and 2012.
Now be clear on this: there are no quick fixes for a
country where the debt to GDP ratio is approaching
100% but we need to keep a few things in
perspective.
After the Great Depression and World War II, the
debt-to-GDP ratio held an all-time record of 113%.
Debt was at $241.86 billion in 1946, about $2.87
trillion in current dollars.
This eventually shrank, thanks to economic growth, to
around 30% under Reagan but even grew under his
stewardship and was up to 50% under Bill Clinton but
did fall into the 30-40% band.

The good news
Bill points out that there are some positives out there,
such as the USA possibly being self-sufficient in
energy supplies within a decade, thanks to new gas
supplies, the drag of a war in the Middle East
delivering a budget benefit, and of course the China,
as well as the Association of South East Asian
Nations (ASEAN) growth stories, will help US
companies.
In fact, the latter part — China, along with the ASEAN
group of countries and the likes of Brazil, Russia and
India — all provide hope that global demand will ride to
the rescue of a pivotal economy for our investments,
the USA.
Debt issue will return
Bill, I have to confess that your question is beyond
me but if I were doing a doctoral thesis, I’d steal your
question as the basis of a great paper!
I suspect the debt issue for the USA will come back to
haunt the stock market and be at the heart of the next
crash, if economic growth — worldwide — doesn’t ride
to the rescue of the US economy and Wall Street.
However, in the short- to medium-term, I think the
improvement in US company balance sheets since
2007, along with better personal balance sheets of
American households, with interest rates so low and
a Fed, as well as the Obama Administration, both
stoking the fires for economic growth, there’s
probably two years of good share price growth ahead.
Remember, the debt growth was to avoid a Great
Depression and that was a worthwhile reason to be
so irresponsible, but over the next three to four years
we need to see good growth, with contained inflation,
prevail. We need US politicians to lift their game to
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embrace sensible attacks on the budget deficit and
debt reduction.
Waiting for March
In March this year, there are planned automatic
sequestration cuts to spending that could hurt US
growth and there has to be an agreement to allow the
debt limit to go above the $16.394 trillion. All this
could spook the market and stocks could lose out,
despite the fact that I think the current earnings
season will help stocks.
If we see a quick solution to the debt and spending
cuts, the indexes would spike higher but we could see
another pre-fiscal cliff situation, where everyone was
so sure that a solution was coming they bought
stocks without much fear.
March could be different and could trigger that
historical expectation of “sell in May and go away.” It
happened in April last year and so there could be a
rerun this year.
However, if a good solution to debt and spending
challenges turn up, then it could be a case of buy in
May and stay!
I’d love to be certain and so all I can suggest you do
is “watch this space!”
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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Woodside vs. Santos – any upside for SMSFs?
by James Dunn
Although the stubborn altitude of the Australian dollar
has begun to temper some of the more optimistic
forecasts, there is little doubt that Australia is in the
throes of a liquefied natural gas (LNG) boom.
A 2012 report commissioned by the Australian
Petroleum Production and Exploration Association
(APPEA) predicted Australia would be the largest
LNG exporter within eight years. That’s not bad for
an industry that shipped its first product in 1989.
By 2016, said the report, investments in LNG will add
2.2 percentage points to Australia’s gross domestic
product growth.
The gas boom involves $220 billion worth of
investment, on both seaboards of Australia, involving
conventional gas off Western Australia and the
Northern Territory, and coal seam gas in Queensland.
Australia has known gas reserves are likely to last the
next 100 years, and is adding new discoveries to this
resource regularly.
At present, there are 14 gas liquefaction plants under
construction around the globe – eight of them in
Australia.
The driver is energy needs in Asia, and the fact that
LNG is a cheap and clean alternative to coal. When
Australia’s eight projects underway are completed,
Australia will be supplying 10% of China’s gas
needs, 30% of Japan’s needs, and 30% of Korea’s
needs.

That said, there are legitimate concerns that the high
A$ and an alarming rise in Australia’s infrastructure
and employment costs – and all of the associated
imposts of doing business in this country, including
the productivity/industrial relations imbroglio, the
carbon tax and dealing with three tiers of government
– could bite into all these optimistic numbers.
For example – and most notably – Australia’s single
biggest resources project, the Chevron-led Gorgon
LNG project based on Barrow Island off Western
Australia, has suffered a cost blow-out of about 40%,
with the estimated project cost ballooning from
$US37 billion when it got the go-ahead in September
2009 to a revised estimate of US$52 billion.
Similarly, the Woodside Petroleum-led Browse joint
venture off Broome – a $40 billion project – is
weighing up the cost difference between a floating
processing plant versus one located on the coast
near Broome (a potentiality that has met with local
opposition, but which is desired by the WA
government on employment grounds).
Likewise, the four coal seam gas-sourced LNG
projects on the drawing board in Gladstone in
Queensland – three of which are being built – may
not all go ahead, with the final project, the Arrow
Energy project, yet to begin construction as it goes
through the process leading to a final investment
decision.

The value of LNG exports is expected to grow from
around $10 billion a year now to more than $40
billion.

Clearly, there are several pressing short-term
problems facing the gas industry. Santos chief
executive David Knox warned late last year that
$150?billion of LNG plant proposals waiting in the
wings were at risk unless the industry’s productivity
improved.

High dollar and cost concerns

Of interest for SMSFs
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However, the gas industry’s fundamentals are
well-established and its long-term export prospects
are very healthy – leading to the kind of long-term
earnings flows that certainly interest an SMSF.

Cooper Basin home field plugs away – indeed it
appears rejuvenated – Santos has branched out into
all the other major Australian basins, and also
produces gas in Indonesia, Vietnam and Bangladesh.

Woodside Petroleum is Australia’s premier pure oil
and gas stock (remember, BHP has a petroleum
business), producing LNG, natural gas, condensate,
crude oil and LPG. Just this week, Woodside reported
that production and revenue both surged by about
30% in 2012 to new records, mostly due to its
massive Pluto LNG operations in Western Australia,
which the company describes as a “game-changer.”

Santos is a latecomer to the LNG world compared to
Woodside. It got into the business through the
position it built up over the 2000s in coal seam gas
(CSG) in Queensland: Santos produces about
one-quarter of the country’s CSG, and has
manoeuvred itself into the box seat to be the major
supplier to two of the LNG export projects based on a
CSG source, namely the PNG LNG project (42%
owned by operator ExxonMobil, and 17.7% owned by
Santos) and the Gladstone LNG project (in which
Santos is the largest stakeholder, partnered by
Petronas of Malaysia. Total of France and KOGAS of
Korea, the latter being the largest buyer of LNG in the
world.) Exports are expected to commence in 2015.

The strength of the Pluto project has enabled
Woodside to pick up some big growth opportunities,
such as recently-announced exploration agreements
in Israel and Myanmar. In particular, the recent deal it
struck in picking up a 30% stake in the world-class
Leviathan gas field off Israel has been hailed around
the petroleum industry as a savvy deal.
Having successfully operated LNG projects for nearly
25 years, Woodside – although a relatively small
global player in the industry – has been consistently
able to punch above its weight, although it must be
said that about 95% of revenue still comes from
Australia (with the North-West Shelf joint venture
generating the lion’s share.)
Market expectations project Woodside to pay a fully
franked dividend yield of somewhere between 3.5% –
4.4% in FY13, or 4.25% – 5.35% to an SMSF in
accumulation mode. Clearly an outcome near the
higher end of that range would be more suitable to an
SMSF investor, but this is one of those cases in
which yield is not the only consideration. Woodside is
the kind of cornerstone stock that a long-term
portfolio should have, giving it exposure to a major
investment theme – energy supply to the
faster-growing economies of Asia.
LNG latecomer
Santos has perennially played second fiddle to
Woodside in the Australian hydrocarbon world, mostly
because it took a long time to move away from its
long-established Cooper Basin gas base and position
itself for the future. However, the company remains
Australia’s largest domestic gas supplier. While its

When LNG deliveries from PNG LNG begin in 2014,
signed-up customers include China Petroleum and
Chemical Corporation (Sinopec), Osaka Gas
Company Limited, The Tokyo Electric Power
Company Inc., and Chinese Petroleum Corporation –
a blue-chip energy customer list.
PNG LNG and Gladstone LNG look great projects on
paper. But Santos at this stage is a potential
producer, from an unusual source. That alone stamps
it as a higher-risk, lower-quality LNG investment than
Woodside at present.
That is not to say that Santos is a dud: it has a good
gas growth story to tell, too. But at Santos’ FY 13
forecast fully franked yield of about 2.6% on
consensus expectation – equivalent to 3.1% for an
SMSF in accumulation mode – Woodside has a more
rewarding yield proposition for SMSF investors.
Next week we will examine Origin versus AGL.
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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Question for 2013: cyclicals or chase the yield?
by JP Goldman
Despite ongoing global growth concerns and a
wobbly local economy, the Australian share market
managed to end last year surprisingly well. After a
rocky first half of the year, the market overall was up
14.6%, and closer to 20%, once dividends are
included.
What sector themes drove the market, and what’s
the outlook for 2013?
On the downside, if there was one sector theme that
most marked Australia’s 2012 performance, it was
the relatively poor results from the resource sectors.
The energy sector dropped back 2.6% last year, while
the materials sector (which includes our major mining
stocks) rose only 1%.
Clearly, the introduction of the carbon tax took its toll
on the energy and material sectors, as did the slow
down in China’s economy and weakening in
commodity prices. America’s shale oil supply boom
is also leading to fears about long-term global gas
prices.
Poor sentiment for mining and energy stocks was
also reflected in the third worst performing sector –
industrials – which contains a lot of mining service
firms hurt by rising project costs and a prospective
slowdown in the mining investment boom. The
industrials sector rose by only 6.4 % last year.
By contrast, with interest rates low and the domestic
economy sluggish, nervous investors chased yield
and relative earnings security.
Defensives such as health care and
telecommunications did especially well, rising by
around 45% and 30% respectively. Other defensives
also did well, with consumer staples and utilities
(despite the carbon tax) rising by 20% and 15%
respectively.

Investors were also attracted by the relatively high
dividend yields still available in the financials sector –
which rose by 21% – along with listed property, which
rose by 25%. But even non-resource related cyclical
sectors, such as consumer discretionary and
information technology, rose by 15% and 20%
respectively.
The question for 2013 is whether we’ll get a switch
back to resources and/or cyclicals, or the chase for
yield and relative safety will continue.
In regards to resources, America’s shale oil boom is
here to stay, which should continue to make investors
nervous about growing the long-term energy sector
outlook. On the positive side, China’s economy
ended last year picking up speed, which together with
supply-side disruption in India, saw iron ore prices
rebound strongly. Following their investments in new
capacity, our miners are also starting to boost export
supply.
That said, some of the current disruptions to global
iron ore supply appear temporary, and rising global
supply should temper commodity prices as the year
progresses, even if the Chinese economy remains
strong.
All up, given China is looking perkier and the carbon
tax is bedded down, the energy and materials sector
should do better this year than last year – but due to
long-term commodity price concerns, they might
again struggle to be among the sector outperformers.
Given the likelihood of further cuts in official interest
rates, an eventual pick up in credit growth should
continue to favour the banks – as will the likely
continued “chase for yield” given reduced returns
from fixed income products and bank deposits. Note
that the banking sector ended last year with a gross
dividend yield at a still attractive 6%, and recently
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proposed new capital requirements don’t look like
being as onerous as once feared.
More generally, with the Australian economy
responding only sluggishly to interest rate cuts so far,
a defensive high dividend producing sector like
telecommunications (i.e. Telstra) seems well placed
to keep doing well – even though on traditional price
to earnings metrics the sector is starting to look
expensive. Encouragingly, apart from
telecommunications, other defensive sectors – along
with cyclical sectors – ended last year not all that far
from long-term average price-to-book or price-to
forward-earnings valuations.
The market is no longer cheap, but not overly
expensive either.
The telecommunications sector ended last year on a
price to forward earnings ratio of 14.6 – relative to a
decade average of 12.8. At 6.4%, the sector’s
dividend yield was also a bit below its long-run
average of 7%, but in today’s low interest rate
environment and given sluggish local economic
growth, the sector may well benefit from a yield based
re-rating. What’s more, whoever wins the next
Federal election, Telstra seems well placed to extract
benefits from the new National Broadband Network
(NBN).
By contrast, with household debt already high and
new-found consumer caution, cyclicals might also do
OK, but still struggle to outperform the market.
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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How to improve the super system: a wish list
by Andrew Bloore
As politicians present their case for the election, it is
an ideal opportunity to consider some helpful
changes that would improve the superannuation and
retirement system in Australia.
Remove the ‘work test’ to simplify contribution
rules
The current work test is inflexible and unrealistic in its
limitation on contributions, given the superannuation
system’s intended role as a retirement savings
vehicle. Under the current system, advising people to
increase their contributions to superannuation is
confounded by the Government’s work test.
Removing the work test would encourage more
contributions after age 65 from an ageing workforce
that is likely to be working well into their 60s.
Currently, people who are 65 years and over need to
satisfy a work test before they are able to make
personal contributions into super. However, a super
fund can accept any contributions made by a person
under age 65, regardless of employment status. Once
a person reaches age 65, a super fund can only
accept personal super contributions provided the
member has been employed on at least a part-time
basis.
High income earners: allow higher concessional
contributions
Last year’s Federal Budget saw the higher
concessional contributions cap of $50,000 for
individuals aged 50 and over with superannuation
balances below $500,000 deferred to 1 July 2014.
All taxpayers, regardless of age, are subject to a
concessional contributions cap of $25,000 for the
2012/13 and 2013/14 income years. In 2014/15, the
general cap is expected to increase to $30,000
through indexation, and the higher cap would then

commence at $55,000 for eligible taxpayers aged 50
and over.
Ideally, all superannuation members of any age
should be able to access a much higher concessional
contribution limit than is currently allowed. Supporting
additional higher concessional contributions from
members under 50 years of age would contribute
significantly to focusing people on funding their own
retirement.
An increase in the amount of concessional
contributions during a transition to retirement strategy
should be matched with an increase in the maximum
drawdown allowed. Currently 10% per year maximum
can be drawn from a non-commutable pension when
a transition to retirement strategy is adopted.
An increase in the concessional/non-concessional
contribution cap would also benefit high income
earners with self-managed super funds, who wish to
transfer assets in-specie, for example listed shares or
real property; and for members who receive an
inheritance or wish to make substantial catch-up
payments into super prior to retirement.
Non-concessional contributions are currently capped
at $150,000 per person per year. To accommodate
larger contributions, people under age 65 are able to
bring forward future entitlements to two years’ worth
of contributions, giving them a cap of $450,000 over
three years. People aged 65 to 74 will only have a
non-concessional cap of $150,000 per year, provided
they satisfy the work test.
An exemption from the non-concessional limit for
those making contributions on behalf of their children
is also worth considering as a further enticement to
encourage long-term retirement savings.
Nest week, we will look at more improvements to add
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to the wish list.
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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Question of the week - What’s required to transfer
an asset into an SMSF?
by Tony Negline
Q. I have an SMSF with direct shares and usual other
assets. I have a small holding of direct shares – (1)
one bank stock in my own name. I would like to
transfer into the SMSF. What is required?
A. This is a topic we’ve dealt with before in our
regular e-newsletters. Our article on how to set up an
SMSF could be useful. Andrew Bloore also
contributed an article on the issue of transferring
assets.
But here’s a summary of what you need to do to
transfer an asset:
Your trust deed has to authorise the
sale/contribution.
It must be done at market value.
If shares are broker sponsored, contact the
broker and ask them to send you the required
form so the share registry can be updated;
you’ll need to pay a fee for this.
If issuer sponsored, then contact the registry
service and ask for the required form; they’ll
probably charge you a small fee.
You can make in specie contributions – be
careful about concessional or
non-concessional contribution limits as
required.
Alternatively, the fund could buy the assets
from you at market
Market value is generally the closing buy price
on the day that the sale is recorded on the
share registry, or earlier if you retain
appropriate documentation.
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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Did you know?
Paul Rickard recently updated our income biased stock portfolio and introduced our growth biased stock
portfolio. Find out how they were constructed and which stocks made it in the portfolios.
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