Issue 226, 3 October 2013

Playing chicken
As the US continues to play silly buggers, the Australian market seems mostly nonplussed, but who
knows when this impasse might end. We asked Switzer experts what they think of the shenanigans
and what it could mean, if anything, for your SMSF.
Today we can also report that our Switzer Super Report portfolios have, again, managed to outperform
the ASX200 Accumulation index, which was itself up by 16.22% for the year to date, by over 3%. Read
our September update by Paul Rickard below.
We also have another big call from Charlie Aitken, who is a big bank lover and particularly enamored
with Westpac right now. In Buy, Sell, Hold - what the brokers say, BHP and CSL get upgrades and
Tony Negline weighs up the pros and cons of family trusts.
Sincerely,

Peter Switzer
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Switzer portfolios outperform again
by Paul Rickard
The solid start to the financial year continued, with the
stock market adding 1.6% in September to take the
quarterly gain to 8.7%. Sector performance was a
little more even in September, although in line with
the previous couple of months, the ‘cyclical’ sectors
(consumer discretionary, industrials, etc) led the way
and some ‘yield’ sectors tended to lag.

The growth-oriented portfolio takes a very different
approach to the sectors, in that it introduces biases
that favour the sectors that 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).
Performance

Our portfolios continued to perform well, increasing
their relative outperformance to the benchmark
indices.
Portfolio recap
In January, we made some adjustments to our
Australian share ‘Income Portfolio’, and introduced
a ‘Growth-Oriented Portfolio’.

The income-oriented portfolio to 30 September is up
by 19.46% for the nine months to the end of
September and the growth-oriented portfolio is up by
20.19% (see tables at the end). Compared to the
benchmark S&P/ASX 200 Accumulation Index (which
adds back income from dividends), the income
portfolio has outperformed by 3.2% and the
growth-oriented portfolio has outperformed by almost
4.0%.

The income portfolio is forecast to generate a yield of
5.23% in 2013, franked to 98.3%.
To construct the income portfolio, the processes we
applied included:
Using a ‘top down approach’ and introducing
biases that favour lower PE, higher yielding
industry sectors;
To minimise the market tracking risk, adopting
a rule that says that 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.

Defensive sectors struggle
The largely defensive sectors (consumer staples,
property trusts, and utilities) struggled during
September and the quarter. The consumer
discretionary and industrials sectors continued to
shine.
Improving iron ore prices helped the materials sector
increase by 14.7% during the quarter, however it is
still down 8.3% since the start of the year.
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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 telco, and underweight
materials. It also has some stock biases – in
particular, underweight Commonwealth Bank and
overweight NAB. This latter bias has been particularly
rewarding, as the market has started to appreciate
how cheap NAB was relative to the Commonwealth
Bank.
For income, the portfolio has so far returned 4.2%,
franked to 94.1%. With three of the major banks yet
to declare their final dividend, the portfolio should
marginally exceed the forecast dividend yield of
5.23% per annum. Details of the portfolio and its
performance are listed RQRQSDJHIRXU.
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 Bank of
Queensland), and in the industrials (with Toll and
Brambles) and in consumer discretionary (with
Crown) is offsetting the underperformance of the
material stocks. Current sector weights are within the
parameters of the portfolio construction rules. The
portfolio isOLVWHGRQWKHIROORZLQJSDJH
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Income Portfolio

Growth-Oriented Portfolio
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What the heck is going on in the US?
by Penny Pryor
It seems incredible to believe that a disagreement in
US Congress can cause a complete shutdown of
(non-essential) government services. But it has
happened. And it doesn’t look like it’s going to end
quickly.
The current situation is due to negotiations over
Obama’s healthcare reforms, which are being tied to
the “Continuing Resolution” which Congress needs
to pass to be able to fund government. Much of the
debate revolves around parts of “ObamaCare”,
which have already been passed.

equities, I see none.”
Buying opportunity
Chief economist at CommSec, Craig James, says
that investors should probably sit on the sidelines and
watch for opportunities and Aitken agrees.
“In fact, I see any hesitation in Australian equities
due to the US government shutdown as a buying
opportunity,” Aitken says.

Market impact

Switzer Super Report expert and CIO Paul Rickard is
watching the markets too and notes that they haven’t
reacted that much yet.

The impact on the markets has been pretty minimal
so far, in both the US and Australia, although
President Obama has suggested that Wall Street
should be more concerned this time than in previous
shutdowns.

“So the risk must be that the ‘common sense’ takes
a lot longer or is more difficult to achieve – so the
market sells off,” he says.

The Switzer Super Report founder, Peter Switzer,
reminds us that these things eventually get sorted
out.
“After the previous shutdown in 1995-96, the stock
market roared up 600 points in three months
following,” he says.
“That could be more than what I expect after this
one, because the US economy was a lot stronger
then, but I do expect a solid market rise December to
March next year.”
Charlie Aitken, Switzer expert and managing director
of Bell Potter wholesale, says it’s: “political theatre
that in an odd way further forces the Fed to stay the
course in QE.”
“Perhaps this was the reason the Fed didn’t taper in
September. In terms of direct relevance to Australian

“I am a buyer in dips – I don’t think we have seen
much reaction yet and personally, I’m holding off.”
How long?
No one really knows how long the standoff might go
on for.
“It’s hard to determine but I think the Republicans
are under pressure to give in as the popularity polls
show that they are being blamed for this stand-off,”
Switzer says.
And Rickard says: “It’s impossible to call from
Australia – like everyone else, you expect that
“common sense” will prevail and the impasse will
end.”
With the Republicans seemingly unwilling to
negotiate, Craig James predicts that this could be one
of the longer ones.
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The last time there was a shutdown during Clinton’s
administration in 1995 and 1996 for a total of 28 days,
it was estimated to have cost the government over
$US1 billion, with a similar length shutdown now
estimated to cost twice as much.
The debt ceiling
This impasse is separate to the debt ceiling debate
that will also come up for negotiations again in just
two weeks’ time.
“This is the bigger worry as the last time this
happened, stocks slumped massively, though we
were still in the grip of the GFC,” Switzer says.
“Once again the Republicans would be mad not to
find a solution to this debt ceiling issue but they only
have until October 17. The US motto is ‘In God We
Trust’ but considering the craziness of the Congress,
these guys could even be a challenge for the big fella
above!”
CommSec economist Craig James is hopeful that
once these Continuing Resolution negotiations are
sorted out, and the government is back in business,
that the debt ceiling talks could be less acrimonious.
“I suppose we are a little bit more hopeful in terms of
the debt ceiling,” he says. “Both sides [of politics]
don’t want that one to be affected by the current
wrangling.”
Let’s all hope he’s 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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Buy Westpac before the result
by Charlie Aitken
If body language and enthusiasm from a CEO is any
guide, and I think it clearly is, then I think we can look
forward to a record set of numbers delivered by WBC
in a month’s time. We also think the chances of
another 10 cent special dividend are rising, due to
Westpac’s excess capital/franking credit position.
The East Coast story

friends in the press could only type one word,
“crisis”, and we concurrently suffered from woeful
political leadership.
Australian Banks are leveraged cyclical financials.
They are GDP+ growth rate proxies. I want to again
remind you of my self-fulfilling virtuous circle of
bank equity demand ™ in an ultra-low interest rate
environment.

I am an unapologetic “super bull” strategically on the
East Coast of Australia, as it comes out of a 5-year
“feels like” recession. All the data is turning up and
the ultra-low cash rate settings of the RBA are
starting to translate to activity, as the missing
ingredient known as confidence arrives post the
decisive change of federal government.
Everything we have forecast 18 months ago about
the East Coast of Australia is happening. What we
didn’t forecast back then was a big jump in
infrastructure spending post the change of
government. That’s an added bonus.
I want to state unequivocally that rising residential
property prices are good for Australian mortgage
banks. I want to state unequivocally that rising
residential property prices are good for Australian
GDP growth. I think the East Coast economy is about
to explode on the upside.
If you use the 8% rise in median house prices this
year, Australia’s housing stock rose in value by $400
billion. That’s a massive positive wealth effect,
remembering housing is the true driver of the wealth
effect.
This is occurring as 55% of Australian mortgagees
are ahead of scheduled repayments, Australian
households are sitting on record cash levels, at
record low cash rates, and have delayed
discretionary purchases for many years because our

The big calls
There is no other broking firm that has all four major
Australian banks in its high conviction list, as well as
Suncorp and Macquarie Group. We also have Bank
of Queensland in our 20/20 list and a buy on Bendigo.
The top down and bottom up view we are trying to
transmit on Australian banks couldn’t be clearer, but
rest very assured, we remain the outlier in this call as
we have for the past two years.

07

At the top down level, I am sticking with my FY14
5.00% fully-franked yield based share price targets
for the Big Four. Just to remind you what they are (set
from forecasts that do not include special dividends):
ANZ $33.60
CBA $76.80
NAB $39.50
WBC $36.40
In terms of NSW banking exposure, the largest
leverage lies inside Westpac, which is the Bank of
NSW plus St George. 40% of Westpac’s lending is
directly to NSW, while its NSW/VIC/QLD exposure is
82% of its mortgage book, a mortgage book that is
67% of its total lending book. Westpac commands
22% of the entire owner-occupied Australian
mortgage market and 33% of the investor market.
And 90% of WBC’s over $7 billion NPAT is
generated from Australia, while in the 1H of FY13
Westpac lost just $53 million (net of insurance) in
actual mortgage losses from a book of $321billion.
Average loan size is $219,000, average dynamic LVR
48%.

Good numbers ahead
In simple terms, we expect a cracker of a result from
Westpac from a very benign period. Those short
Westpac must be willing to be short an 88 cents final
dividend and 10 cents special dividend, plus the
consensus FY14 upgrades that will follow the FY13
results. Good luck with that: even the DRP (dividend
reinvestment program) now buys shares on market.
In terms of FY14, we have upgraded to an EPS
forecast of $2.40. The chart below shows you current
Westpac consensus for FY14 is $2.28. We are 5.2%
above current consensus EPS forecasts for FY14 for
Westpac, which is a big gap.

Tier 1 capital at 10.6% is the highest of the Big Four
and why we now forecast a 10 cent special dividend
on top of the final dividend.
Cost to income ratio is the lowest of the Big Four and
one of the lowest in the world at 40.6%.
The analyst buy/hold/sell ratio on WBC is 7/8/4, while
the median 12-month price target is $32.15, below
the current share price.
WBC remains a high conviction buy and we strongly
recommend being on the register before the FY13
result. At 7.92% of the ASX200 Index, WBC being
re-rated is crucial to my 6,000 index forecast.
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 outperformers in a small IT sector
by Ron Bewley
The IT sector in Australia is a misnomer. In the US,
this sector includes companies the like of Microsoft,
Intel, Apple, Dell, HP and many more big game
changers. It is the biggest sector in the US stock
market.
In Australia, our IT sector is dominated by a very
good company, but it is a share registry –
Computershare (CPU). There are only two IT
companies in the top 100 and four in the top 200,
listed in the table below. The Australian IT sector is
only 0.7% of the ASX 200 by market capitalisation!

four ratings are well outside my sphere of interest and
so this is a clear case of no thank you – at this point
in time.
If we turn to the sectoral comparison in Table 2, there
is an apparent disconnect. The IT sector has the
fourth best-adjusted capital gain by my calculations.
But when we bring in risk – given the size of the
sector – why would we bother investing in IT?
Table 2: ASX 200 sector statistics

Little to chose from
In my last review of 22 March 2013, Computershare
was just a contender with a consensus
recommendation of 2.5, using my cut-off for inclusion
in a High Conviction portfolio (1.0 is the highest
rating, 5.0 is the lowest).
It has subsequently slipped further and, as Table 1
shows, its price has moved backwards (5.7%) over
the last six months or so. The sector went up by 3.3%
over the period against the broader index, which rose
4.1%.
Table 1: Data on companies in the ASX 200?s IT
sector

Carsales.com (CRZ) and IRESS (IRE) both did well
at 23.7% and 21.8% capital gain, respectively, but
that could not have been predicted based on the
consensus recommendation. Both recommendations
have improved over the period but neither excite. All

Action plan
Most sectors are looking a little tired but Energy and
Materials seemingly have a good – but risky – future.
The high-yield sectors are overpriced as a group and
so what should investors do?
My personal view is clear. Given my own
circumstances – which I am not suggesting are not
‘normal’ – I am looking to down-weight Financials
and look for opportunities in Energy. I have never
owned any IT stocks but those who had
Carsales.com and IRESS over the last six months
should have big grins – but what risk were they
taking?
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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Buy, Sell, Hold – what the brokers say
by Penny Pryor
There were a couple of big movements by brokers
this week, but mostly activity was slow, as analysts
prepare for a busy few months with AGM and the
banks’ reporting season.

which means there is limited upside for the company.
The broker also envisages significant appraisal risk,
timing risk, and commercial risk in the final expansion
stages of what could be a four train project.

In the good books

The above was compiled from reports on the
FNArena database, which 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.

CIMB Securities upgraded BHP (BHP) to Outperform
from Neutral following an in-depth study into
structural cost increases across the world’s mining
sector. New supply for most commodities is operating
at relatively high costs, providing support for existing
producers, and in Australia, production costs in coal
and iron ore are poised to surprise on the downside.
UBS upgraded CSL (CSL) to Buy from Neutral. CSL
has forgone any US price increase for 2013, which
means its Privigen IVIG is priced 9% lower than the
US peers. UBS estimates the company is planning
around 12% FY14 volume growth, but if it grows US
volumes faster, a 40% price arbitrage can be
achieved.

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.

In the not-so-good books
Transport and logistics group K&S Corporation (KSC)
was downgraded to Sell from Buy by Deutsche and to
Neutral from Outperform by Macquarie following a
warning by the company that suggested first half
profits could be down 55% on the previous first half.
Deutsche had expected a 10% fall and Macquarie
was also surprised. Management is still on the look
out for bolt-on acquisitions but Macquarie thinks more
attention is required on securing volume in core
divisions.
Citi downgraded Oil Search to Sell from Neutral. PNG
LNG JV partners (including OSH and Santos) are
working on building a resource for the re-unitisation of
PNG LNG. Citi calculates that Oil Search could end
up getting a reduced share of the JV as a result,
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Family trusts versus SMSFs
by Tony Negline
Using family trusts has been a popular tax strategy
for over 30 years.
At a technical level, family trusts are really
discretionary trusts because, in most cases, these
trusts’ governing rules will give the trustees complete
freedom on how income and capital are distributed.
They will also typically give the trustees freedom to
distribute money to a wide range of relatives of a
trust’s “appointors”.
The appointors are the people who have the power to
appoint the trust’s trustee and hence those who run
the trust. In most family trusts, the appointor is one or
more people (for example, husband and wife) and in
some cases a company.
In 2010/11, the ATO says there were about 285,000
discretionary trusts (compared with about 440,000
SMSFs in the same year).
The overall advantages
There are three primary advantages in using family
trusts:
The varied distribution of income and capital
to minimise income taxes; for higher income
earners, this has enabled income to be split
with spouses and children who may be
earning less;
A wide range of assets can be owned – the
trustees are only limited by what’s in their
trust deed; and
Run your business – many family trusts are
used to run businesses.
Some people have also found family trusts a useful
way of protecting business and personal assets from
creditors, in the case of financial difficulty and even

bankruptcy. The ability to achieve this objective using
family trusts has been reduced because of various
High Court cases.
Family trusts versus super funds
This is a good question. A solicitor of my
acquaintance doesn’t like super. He acknowledges
the tax concessions compared to other vehicles, like
family trusts, but he detests the fact the rules change
all the time and the fact his money is locked away
until he retires.
It’s hard to argue with his pessimistic view, except to
say that the super laws do change fairly often, but the
range of tax laws are changing all the time in a wide
range of areas, including family trusts.
The cons
A major disadvantage with family trusts is that all
income and realised capital gains must be distributed
each year to the trust’s beneficiaries, otherwise the
trust will be taxed at the highest marginal tax rate.
Many people get around this problem by notionally
distributing income to a trust’s beneficiaries. A
problem might sometimes arise, if these beneficiaries
ask for the money technically given to them but never
actually paid to them.
Obviously, this limitation doesn’t apply within
superannuation because under tax law, the super
fund’s trustee is taxed on the income and realised
gains earned by the super fund.
The pros
A major advantage of family trusts, however, is that
unlike super funds, money invested in these trusts
can be withdrawn at any time. In other words, the
money isn’t locked away until retirement.
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As noted above, many family trusts are used to run
businesses. While it’s not impossible for super funds
to run businesses at a practical level, it’s quite
difficult, because most business need some credit to
run and super funds aren’t allowed to borrow money
for this purpose.
If a family trust is used to run a business, then on the
sale of the business, or business assets, CGT small
business concessions might be available.
Family trusts can loan money to their related parties
(however, there are tax restrictions on the interest
rate that can be charged). Loaning super fund money
to relatives is specifically prohibited.
And family trust assets can be easily loaned or used
by beneficiaries or their relatives. This type of activity
has been banned for super funds for over 20 years.
And something to be careful of
Finally, a note about distributing money from family
trusts to super funds. Given super’s lower tax rate,
many people are attracted to distributing family trust
income or capital gains to super funds (they do this
by making their super fund a beneficiary of the trust).
The problem with this option is that any family trust
money distributed to super funds will be automatically
defined in the super fund as non-arm’s length
income and taxed at 46.5%.
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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Noel Whittaker versus Peter on property
by Questions of the Week
Question (Noel Whittaker): I totally disagree with
what you’ve written. ASIC is extremely concerned
about people being pushed into SMSFs by property
spruikers and shonky accountants. Most people with
SMSFs do not need them. To make it worse, they
then email me all sorts of basic questions showing
they have no idea of what they’re trying to do. Maybe
you could publicise the fact that the penalty for getting
it wrong is 46.5% of the fund’s taxable assets at
previous June 30. If the fund had $2 million in it, and
half of that was taxable, the penalty would be
$465,000.
Answer (By Peter Switzer): Like you and ASIC, I am
concerned about property spruikers and people with
small balances going into property in SMSFs but you
can’t seriously argue that there is anything wrong
with someone with $700,000 in super using $200,000
as a deposit and borrowing $200,000 to buy an
investment property with the other $500,000 in
shares, term deposits and cash? If there is, please
explain it to me.
By the way, there are piles of stock spruikers, bond
fund spruikers and adviser spruikers, who lose piles
of money for Aussies every downturn and where is
ASIC then? Do I have to mention Storm? I wrote at
least two stories on those so and so’s in the
Telegraph and ASIC didn’t even contact me!
Thanks for your feedback mate but I don’t think
SMSFs have to be afraid of manageable borrowings
inside a fund just because of spruikers. As I say, if
you think you can set me straight, I’m always happy
to listen to someone like you.
One last thing – John Symond and Matt Comyn, head
of retail at CBA, say the loans to SMSFs are small
despite what newspapers say and I reckon they’d
know.

Response (By Noel Whittaker): People are either
pushed into self managed funds by accountants or by
property spruikers – you may have noticed the papers
are full of full page ads flogging units off the plan,
which are often going to turn out to be duds. The
secret to buying property is to look for an established
property in a good location that is being sold by a
vendor, who for some reason has an urgent desire to
sell. To maximise profits, borrowing should be 100%
if possible, and this should be in the name of the
highest income earner. It’s a basic tax principle that
you take a tax deduction sooner rather than later.
Also, much of the alleged tax benefits of buying brand
new property is negated if that property is bought in a
low-taxed fund, such as superannuation.
The other type of people who go for SMSFs are the
ones who panic when the market has one of its
normal falls, and then say “I could have done better
myself”, and in this situation, they’re usually only
thinking of term deposits.
SMSFs are appropriate for people who want to own
their own business premises, or who are skilled,
experienced, DIY share investors, or who want to
invest in the kind of investments that are not available
on the approved product list of the big banks, who
control 90% of wealth management in Australia. A
good example is the Sentinel Property Trust in
Brisbane, in which my own SMSF is invested. Their
track record is brilliant but they are too small to ever
be considered by any of the big institutions.
Second response (By Peter Switzer): Noel, some
people are pushed into SMSFs by accountants and
the property spruikers are a new thing, but there are a
lot of rational people who have gone for SMSFs
because they have been ripped off by old world
financial advisers or poor fund managers or they
simply know they can do better.
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Also, a lot of new age financial advisers are listening
to their customers and are delivering on what their
customers want. The dominant platform world of the
old days is withering because of an ordinary track
record and the SMSF growth is proof of this.
I am all for blasting property spruikers out of the
sector but as someone who built his financial advisory
on doing it the honest way of charging a flat dollar
fee, the SMSF development I see is a great thing.
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.

Super Sessions
This week, Switzer Super Report CIO Paul Rickard and I got together again to talk about this property "bubble"
that everyone has been raving about. If you haven't seen Paul's Monday article, you can read it here and watch
our chat below.
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