Issue 191, 3 June 2013

Get the timing right
If your head is still hurting from Friday night on Wall St, dose up on the Alka-Seltzer and hold tight. I
think we need to wait till we see the big rash of data due out this week before deciding whether this is
a buying opportunity. I don't want to gamble on anything before I see the jobs numbers.
Also today in the Switzer Super Report, Paul Rickard takes a look at how our income and growth
portfolios did in the month of May. Both these portfolios are up for the first five months and ahead of
the market. Our income portfolio produced income, which is exactly what we expect of it.
Sincerely,

Peter Switzer
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What happens if the pros run away?
by Peter Switzer
A 208-point dumping of stocks on Friday by fund
managers and other smarties raises the question –
the wise guys have now sold on the last day in May,
so are the professionals now going to run away?
QE headache
In May last year, ,the best indicator of Wall Street –
the S&P 500 index – saw a real ‘sell and run event’
with this broad stock indicator down 6.3%.
While the US index might have lost 1.43% on Friday
to finish at 1,630.74, it was still 2.08% higher for the
month and is up 14.34% for the year so far. That’s
still a big effort. A sell off or pullback is overdue on
Wall Street and you can blame the Fed sticking
solidly to QE3 – quantitative easing – for that.
Right now, there is an anxiety battle going on for
investors, where good economic news in the USA will
mean QE tapers and then ends sooner, rather than
later. And despite this ultimately being driven by good
economic news, it will mean the market will have the
uncertainty of going it alone, without the support of
the Fed’s $85 billion worth of bond-buying that has
kept interest rates down, helped the housing recovery
and rejuvenated the US consumer. Remember, the
US economy gets 70% of its growth from the Yankee
consumer, who incessantly shops and seldom drops,
except when a GFC comes along.
So good news this week – the jobs report is out on
Friday – could it make this 208-point drop look like a
“sell in May and go away” situation? I doubt it.

for the end of the month.
I reckon this week will be a bit patchy, until the job
numbers arrive, and it will be interesting to see how
Wall Street reacts. If the number is great, there could
be an “end-of-QE” sell-off. If there is an OK number,
stocks could rise on “the recovery is working but QE
won’t end soon” market assessment. If the number
is weak, there could be a “QE is not working” sell-off.
By the way, June is a generally crappy month, with
the long-run average showing a 0.1% drop, so we
could be in for a bit of volatility.
The home front
Over here, we’re down 5.1% in May on rate cuts, a
bad Budget, a dropping dollar, Japanese concerns
and a slowing economy. Mind you, the dollar’s drop
will be great for stocks down the track but the
question is – can it go lower?
I suspect so, but there could be a turnaround after the
US jobs data, or else another leg down for stocks.
That’s the big challenge for us this week. I’m going
to wait to see the job figures and then determine
when I buy in again. I’d rather miss a percent or two
if the market turns around on good US news, than
gamble by buying ahead of the data.
Of course, if Wall Street reacts badly to the jobs
report, we will go lower and that will mean a better
buying opportunity. My overall positive attitude to
stocks remains and as I said last week, my biggest
concern is that I time my re-entry as close to
perfection as possible.

Watch Wall Street
I know this all sounds weird but stay with me. The
experts all argue that Wall Street’s sell-off on Friday
was because fund managers and other professional
market players took profits to square up their books

In closing, the Yanks got a slightly softer consumer
spending number, consumer sentiment shot up from
76.4 to 84.5 over April to May and the Chicago ISM
manufacturing indicator showed business expansion
was on the rise.
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The week ahead in the USA is a big one for data, but
Friday is the biggie, and I’ll be watching the pros and
how they’re running when that jobs report comes out.
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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Stocks to consider for value: Transurban, Sydney
Airports and the banks
by George Boubouras
Despite the big sell off in the US on Friday, the month
of May overall was not the major correction in equities
that many headlines were looking for. Unlike recent
years that were dominated with significant European
macro shocks, this was more of a constructive
rotation from some defensives that began in global
markets in April, combined with some overall profit
taking within equities following the strong
performance year-to-date. There was also the rise in
market volatility that challenged investor sentiment,
following the Fed’s Ben Bernanke’s comments on
the timing of when to begin tapering the QE (version
3.0). Profit taking from risk assets and a general flight
to safety resulted.

the resources sector. The challenge locally is how the
other parts of the economy start to recover and
ultimately contribute to more growth, therefore
contributing more to earnings in the ASX200. The
housing cycle, infrastructure and general CAPEX
outside of resources and mining services are all
currently constrained. These parts of the economy
can improve from current low expectations and have
the potential to grow earnings versus current
expectations. This will be supportive for some sectors
and stocks outside of mining.

The strategy

Outside of the major resources, the opportunities will
be in the following sectors and companies:

In general, a constructive overweight to equities, both
domestic and international, are the tactical
recommendations. The year-end target for domestic
equities remains at 5,550. This implies single-digit
earnings growth, with a marginal expansion of the
multiple. Buying the dip is the theme. While equity
valuations are more expensive versus year-ago
levels, the investment backdrop was very much
different. While multiples (one year forward or trailing)
are just below long run averages, given the lower rate
backdrop, I would anticipate additional multiple
expansion before year end, driven by the non
resource sector.

What are some of the stocks across the sectors
that look attractive?

Banks: I am not a bank bear like many and a neutral
bank sector weighting looks prudent, given the
healthy dividend before the franking. They are just
very well run, controlling costs and good capital
management versus their peers globally. This implies
a lower growth environment until other parts of the
economy can recover.

What sectors can deliver versus expectations?

Diversified financials: The opportunity for a
recovery in the broader housing cycle, personal
wealth and superannuation will be supportive for
Macquarie Bank, AMP, Perpetual and the ASX to
name a few. In the insurance sector IAG, Suncorp
and QBE are the standard defaults.

The decreasing terms of trade underway looks set to
continue, as the pulse of economic activity from the
emerging economies, particularly China, softens
versus expectations. They are simply growing very
well, but at a decreasing rate. This implies a backdrop
of a lower AUD (versus the past year average), lower
rates for longer, due to a lower growth environment
and a more subdued earnings environment across

Consumer staples and discretionary: A neutral to
marginally underweight stance for staples, given their
valuations, with a preference for Wesfarmers over
Woolworths. In discretionary, the focus is on Myer
and David Jones as an opportunity to accumulate
towards the $2.25 levels. They have seen a fair bit of
profit taking since mid April and will benefit with the
slow improvement in wealth effects at the household
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level.
Transport and Infrastructure: Transurban, and a
more cyclical infrastructure asset Sydney Airport, are
both stocks to accumulate. Asciano is a transport
company with diversified assets that is well placed to
grow over an extended period.
Healthcare: With the adjustment in currency and the
traditional defensive earnings profile of the sector,
both ResMed and CSL have been the preferred
exposure. Cochlear under $60 is a strong
accumulation recommendation.
Summary
The prospect of more upside versus downside is my
core view, therefore a more constructive increase in
the risk position in June is recommended. There are
headwinds, however the retracement in markets over
the past six weeks is an opportunity to accumulate.
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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A wild ride in May, but portfolios continue to
outperform
by Paul Rickard
The wild ride of the market in May showed that even
for an income-oriented portfolio, sector diversification
has a place to play. Financial and consumer staples
stocks got smashed – material and energy stocks put
on gains (see below).

approach to the sectors in that it introduces biases
that favour the sectors we judge to have the best
medium term growth prospects. Critically, it also
confines the stock universe to the ASX 100 (there are
many great growth companies outside the top 100).

So, even though our Switzer portfolios have sector
biases, we still retain some exposure to the major
sectors. Despite the movement in May, our portfolios
continue to outperform the market over the first five
months of the year.

Performance

Portfolio recap
Earlier this year, we rebalanced our Income Portfolio
and introduced our Growth-Oriented Portfolio.

The growth oriented portfolio is up by 9.93% and the
income oriented portfolio is up by 8.65% (see tables
at the end) for the five months to the end May.
Compared to the benchmark S&P/ASX 200
Accumulation Index (which adds back income from
dividends), the growth oriented portfolio has
outperformed by 2.0% and the income portfolio by
0.7%.

The income portfolio is forecast to generate a yield of
5.23% in 2013, franked to 98.3%. The construction
process included:
Using a ‘top down approach’ and introducing
biases that favour lower PE, higher yielding
sectors;
To minimise the market tracking risk, adopting
a rule that says our sector biases in the major
sectors (financials, materials and consumer
staples), will not be more than 33% away from
index;
Identifying 15 to 20 stocks (less than 10 is
insufficient diversification, over 25 it is too
hard to monitor), with a stock universe
confined to the ASX 100;
Within a sector, weighting the stocks broadly
to their respective index weights, although
there are some biases; and
Of course, we looked for companies that pay
franked dividends and have a consistent
earnings record.

Profit takers hit the yield stocks in May
Profit takers, particularly from offshore, crunched the
financial, consumer staples and telco sectors during
May. While still doing well on a year-to-date basis,
gains have been materially cut back.
Energy and materials stocks in aggregate actually put
on value in May – although gains tended to be
confined to the core producing stocks such as BHP,
Santos and Origin. Information Technology (IT), the
smallest sector with a weighting of only 0.7% in the
S&P/ASX 200 index, is the “star” on a year-to-date
basis – up 21.3%. This is largely due to the
performance of the largest stock in this sector,
Computershare.

The growth-oriented portfolio takes a very different
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Growth-oriented portfolio
The growth-oriented portfolio is overweight stocks in
the materials, energy and healthcare sectors,
underweight financials and consumer staples, and
broadly index weight the other sectors. Stock
selection in the financials (strong bias towards NAB
and the selection of a regional in BOQ), as well as in
the health care and industrials sectors, is offsetting
the underperformance of the material stocks. %RWK
portfolioVDUHOLVWHGRQWKHIROORZLQJSDJH
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.

Income portfolio
The income portfolio is overweight financials,
consumer staples and telcos, and underweight
materials. It also has some stock biases – in
particular, underweight CBA and overweight NAB.
During May, profit downgrades hit Coca Cola, AGL
and (for a second time), UGL. While it is probably
unlikely that UGL will recover in the short term, we
feel that at around $7.00 it is too cheap to sell. On a
sector basis, we are within our sector parameters and
will review these again at the end of June and
re-balance the portfolio.
On the income side, special dividends from Westpac
and Woodside assisted. With the dividend season for
the first half out of the way, the portfolio has returned
a gross 2.64%, franked to 96.6%. As dividends are
traditionally a little higher in the second half, the
portfolio should exceed the forecast 5.23% per
annum. Details of the portfolio and its performance
are listed below.
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Weekly Broker Wrap: Downgrades and Upgrades in
Balance
by Rudi Filapek-Vandyck
Stockbroking analysts remain focused on whether
Australian banks are too expensive, or not. Another
theme that continues to split the community is
whether investors should finally go overweight
resources stocks and underweight banks, or whether
it still is too early for the switch?
For the first time in a month and a half, downgrades
did not outpace upgrades, both sides coming out
even at nine apiece. Another difference from recent
reports was that both upgrades and downgrades
were spread across sectors.
Upgrades
Alacer Gold ((AQG)) upgraded to Neutral from
Underweight by JP Morgan. JP Morgan conducted
a review of metal price forecasts and adjusted for a
lower Australian dollar. While the magnitude of price
revisions generally outweighed the benefit of the
weaker Australian dollar, in the case of Alacer, the
share price has fallen materially and was sitting below
the price target.
Aristocrat Leisure ((ALL)) upgraded to Neutral
from Underperform by Macquarie. A combination of
updated currency assumptions, some minor
adjustments to operational assumptions and updated
Product Madness forecasts combined to see
Macquarie lift FY13-15 earnings forecasts by 4%-6%.
The currency changes combined with recent research
conducted by the broker into the future of social and
online gaming also helped to push the price target
higher. Longer term optimism via social and online
helped the upgrade. Macquarie said that while
competition remains intense in traditional markets
and the valuation is still a way from being attractive,
there is share price support in the form of a
strengthening USD, upcoming capital management
and ongoing positive news flow regarding online
gaming in the US.

On the other hand, UBS downgraded Aristocrat
Leisure to neutral from buy, noting valuation
concerns. The broker said it does remains attracted
to the operating leverage to a cyclical recovery.
Commonwealth Office Property Fund ((CPA))
upgraded to Hold from Sell by Macquarie. The
broker noted Commonwealth Property has lost 9% in
recent weeks, underperforming the A-REIT index.
CPA’s occupancy challenges have been well flagged
and the broker suggests a 6.0% yield compared to
the REIT average 5.7% means the stock no longer
looks so unattractive.
David Jones ((DJS)) upgraded to Neutral from
Underperform by Macquarie. In the wake of the
third quarter sales results, Macquarie noted retailing
remains a dark art at David Jones, rather than a
science. The broker said the company has little data
or insight into its customers and why they shop. David
Jones now has to catch up in terms of investment in
technology to improve this situation. Still, the rating
was upgraded on valuation grounds to account for the
recent underperformance in the share price.
Flight Centre ((FLT)) upgraded to Outperform
from Neutral by Credit Suisse. The broker
suggested Flight Centre is a core growth stock with a
globally expanding business that generates high
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returns on capital. Also, Credit Suisse said the market
is underestimating the magnitude and durability of the
growth. Recent weakness was seen as a buying
opportunity and the price target was also raised to
$45.10 from $33.50.
GPT Group ((GPT)) upgraded to Overweight from
Neutral by JP Morgan. GPT is now in the territory of
material underperformance in relation to the sector.
JP Morgan said GPT has paid a price for its stance
on Australand ((ALZ)) amidst uncertainty regarding
the bid negotiations. GPT has a high quality asset
base and stands out in terms of valuation support,
said JP Morgan. The price target was also raised to
$4.33 from $4.04.
Paladin Energy ((PDN)) upgraded to Overweight
from Neutral by JP Morgan. The broker has lowered
its price target on Paladin to $1.25 from $1.75. This is
based on a consideration of the current low uranium
price, the balance sheet leverage and weak cash
flow. Having done that, with close to a 30% potential
return to target, the rating was upgraded. Reasons to
be positive include the stock trading at an un-risked
price to net present value of less than 0.6 times, the
potential for asset sales and improving operational
performance and cash flow.
Downgrades
Cabcharge Australia ((CAB)) downgraded to Sell
from Hold by Deutsche Bank. The Victorian
Government has made its ruling on the taxi industry
enquiry and its findings represent the worst possible
outcome for Cabcharge, said Deutsche Bank. Aside
from direct earnings losses, the broker envisages a
much more competitive market in the future, one in
which Cabcharge will hold a decreasing share.
What’s even worse, other states could follow, said
the broker. Earnings forecasts from FY14 onwards
were cut, the price target dropped and the
recommendation was downgraded.

Invocare ((IVC)) downgraded to Sell from Neutral
by UBS. AGM commentary disappointed UBS, and
while group revenue growth remained strong, growth
in operating earnings was running well below the
broker’s expectations. UBS blamed lower case
volumes and extra costs. FY13-15 revenue forecasts
were unchanged, but EPS was trimmed by 6.5%,
5.3% and 4.9% on higher costs and thus lower
margins. With forecasts lower and the PE ratio still
very steep at 26.8x FY13 earnings, the
recommendation was downgraded.
Programmed Maintenance Services ((PRG))
downgraded to Neutral from Outperform by CIMB.
The company beat FY13 results expectations, which
the broker thought was commendable given the
current environment. Nevertheless, caution still
prevails in terms of FY14, especially in the marine
business. The gap between the projects that are
ramping down and those ramping up could force falls
in demand and sales. There is also the risk of a
negative earnings impact from the EBA negotiations.
Earnings forecasts were reduced by 12%-13% over
FY14-15, CIMB suggesting it sees more risk and less
reward.
Sigma Pharmaceuticals ((SIP)) downgraded to
Sell from Neutral by Citi. Sigma shares have
enjoyed a strong rally of late and Citi analysts said it
is all a bit too much, too soon. Instead, they counter
the company is still facing ongoing risks associated
with a weak retail environment, competitive industry
dynamics and ongoing regulatory scrutiny of PBS
funding. Also, Listed NZ company, EBOS, has
acquired 60% of Symbion, but Citi said doesn’t see a
material impact on Sigma for the foreseeable future.
Wesfarmers ((WES)) downgraded to
Underperform from Neutral by Macquarie. The
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broker noted the Coles, Kmart and Officeworks
stories continue to impress. Target remains a basket
full of question marks and Kmart, well it appears to be
stealing customers from Target. FY13-14 earnings
forecasts were cut a little, while FY15 is up 2%. A
lower price target is due to changes in the broker’s
outer year earnings assumptions for the Resources
division. The stock has been expensive for a while
now, but with the yield trade starting to unwind, the
recommendation was lowered.
Woolworths ((WOW)) downgraded to Underweight
from Neutral by JP Morgan. JP Morgan has
reduced earnings estimates for FY14 and FY15 by
3.0% and 4.8% respectively. The stock was
downgraded because the valuation is expensive
given the low rate of earnings growth. The home
improvement losses also appear greater than
expected. Woolworths remains a high quality
company but JP Morgan wants further evidence of an
improvement in Australian food and liquor like-for-like
sales and a path to break even within the home
improvement division.
The FNArena database tabulates the views of eight
major Australian and international stock brokers:
BA-Merrill Lynch, CIMB, Citi, Credit Suisse, Deutsche
Bank, JP Morgan, Macquarie 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.
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Property market heats up despite winter chill
by Penny Pryor
Auction clearance rates reached as high as 80% in
Sydney, according to one measure. The RP Data
weekend market summary recorded a preliminary
clearance rate for Sydney of 80.3%. That compared
to 78% recorded for Sydney by APM (see table 1
below).

Country average
RP Data also compiles a weighted average index of
the seven capital cities it collects data for. This
recorded a preliminary value of 70.4% for Saturday
and as the chart below shows, has been increasing
steadily since December last year. Weighted average
data reveals a total of 1,019 cleared auctions across
the capital cities, and 426 uncleared auctions on the
weekend

RP Data had Melbourne with a clearance rate of
71.6%, which was similar to APM’s 71.8%. RP Data
reported a total number of 1,777 auctions for the
weekend in the seven capital cities minus Darwin,
and that was up from 1,687 scheduled in the previous
week.
The final APM results for the week of 25 May 2013
(see table 2 below) recorded a median value in
Sydney of $920,000 for properties sold at auction and
a total value of $520 million.

Private treaty
Capital city private treaty median prices recorded
over the past four weeks for all eight capital cities by
RP Data reveal a median price of $605,000 for
Sydney, $455,000 for Melbourne and $501,000. But
the highest median price was recorded in Darwin
where it was $620,000.
RP Data points out that around 85% of sales across
the country are sold via private treaty.

For the same week last year i.e. Saturday 2 June
2012 (see table 3), the auction clearance rate in
Sydney was just 54.7% and slightly higher in
Melbourne at 56.6%, according to APM.

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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Understanding after-tax super contribution rules
by Tony Negline
Once you’ve maxed out your concessional
contributions to the $25,000 limit, most people can
still make after-tax or non-concessional contributions.
In fact, anyone aged under 65 can make super
contributions whenever they like.
During a financial year, you can contribute $150,000
in non-concessional contributions.
It’s also possible to make three years of
non-concessional contributions in advance. This is an
extremely important planning tool for super investors
approaching retirement and seeking to maximise their
superannuation.
The three-year non-concessional contribution cap
isn’t available to you if you’re aged at least 65.
However it’s still available in the financial year you
have your 65th birthday. Once you hit 65, you have to
satisfy a work test before contributions can be made.
Monitor your past contributions
The three year rule begins to apply when you
contribute more than $150,000 in a financial year.
This means you need to keep a close eye on where
you are in relation to the non-concessional
contributions you have made in the past.
Some people contact the Tax Office to find out what
data they have stored on their databases. One of the
things you are trying to identify is the amount of any
personal contributions recorded as non-concessional
contributions that have been claimed as a tax
deduction that should really be recorded as
concessional contributions.
But you need to know what questions to ask them.
The ATO has several databases and you need to ask

them what contributions have been made in previous
financial years and what, if any, tax deduction has
been claimed on any of these contributions. From
time to time, there can be a mis-match between the
ATO databases, and given the tax penalties that can
apply to excess contributions, it’s worth your time to
ask the ATO this information.
How does it work
Suppose you’re aged 64 on 1 July 2012. Assume
that the 2012/13 financial year is the first year in a
potential three-year non-concessional contribution
period.
If you contribute $450,000 at any stage during
2012/13 then the three-year contribution period will
begin. Assume no other non-concessional
contributions will be made in the 2012 and 2013
financial years.
The three-year bring forward rule has not been
breached because total non-concessional
contributions over the three year period is up to
$450,000. The good news is that excess
non-concessional contribution tax won’t apply.
Clearly, some of these contributions apply for periods
of time when you will be over age 65. Does the work
test (which applies if you want to make super
contributions after age 65 but before age 75) need to
be satisfied for the contributions made when the
investor was 64? The short answer is no. The super
rules don’t insist that you have to satisfy this gainful
employment test for contributions made in these
situations.
However, let’s now assume that you contribute
$250,000 of non-concessional contributions in the
2013 financial year and intend to contribute the
remaining $200,000 allowed over the following
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financial years. In this instance, because
contributions will be made in financial years when you
were over age 65 at the start of those years, the work
test will have to be satisfied and the $150,000 limit
will also apply to those contributions.
In effect, the three-year rule applies until you are
aged at least 67 at the beginning of a financial year.
The general rule of thumb for those people aged
under 67 on 1 July 2012 is as follows – consider the
contributions that were made in the previous two
financial years. You need to carefully determine in
which financial year the three year in advance rule
actually commenced. As explained above, getting the
relevant data from the ATO can be very helpful.
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
June 3 Monthly inflation gauge (May)
June 3 Business indicators (March quarter)
June 3 Retail trade (April)
June 4 Reserve Bank Board meeting
June 5 Economic growth (March quarter)
June 6 International trade (April)
Overseas
June 3 US ISM manufacturing (May)
June 4 US International trade (May)
June 5 US ADP employment (May)
June 5 US Beige Book
June 5 US ISM services (May)
June 7 US Non-farm payrolls (May)

Chart of the week
The Australian Performance of Manufacturing Index (PMI) released by the Australian Industry Group today,
rose by 7.1 points in May, seasonally adjusted, to 43.8. But the new orders sub-index (see chart below) is
particularly interesting. It shows an increase in orders, and also exports, which is partly on the back of exchange
rate depreciation.

The AIG reports that an increase in orders in the food, beverage and tobacco sub-sector was responsible for
the overall increase.
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