Monday 21 March 2016

Investing with the experts
We had a terrific turn up at our Switzer Investing Strategy days last week in Sydney and Melbourne.
Over 600 investors were eager to learn from our experts, who shared some valuable investment ideas,
which I share with you today. Also in today’s Switzer Super Report, Paul Rickard tells us about the
secrets behind dividend imputation and tax deferred income.
Hyperion’s Mark Arnold gives us three stock picks for tomorrow and our chartist Gary Stone looks at
the recent rise in the S&P/ASX 200 and finds there could be a resistance zone.
Sincerely,

Peter Switzer
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The tax secrets every investor must know
by Paul Rickard
What a fantastic response to the Switzer Investor
Strategy days in Melbourne and Sydney (next time, I
hope we can cover Adelaide, Brisbane and Perth)!
The thing that blew me away, apart from the level of
engagement and the quality of the questions, was the
thirst to learn more about tax effective investing.
While you should never invest for tax reasons alone,
understanding how you are taxed is so important,
because the return you get to keep is after the
Australian Taxation Office (ATO) takes their share.
Here are the questions I get asked most often.
Why aren’t all dividends franked?
Dividend imputation is a system that is unique to
Australia. It was introduced in 1987 by Treasurer Paul
Keating to eliminate what was then referred to as the
double taxation of company profits.
For example, if a company made a profit of $100, it
paid company tax of $30. If the after tax amount of
$70 was then paid as a dividend to a shareholder
paying tax at the highest marginal rate of 49%, the
shareholder paid another $34.30 in tax and got to
keep $35.70. Of the original $100 profit, $64.30 had
been paid in tax to the ATO.
Dividend imputation eliminates double taxation by
allowing each shareholder to recognize that the
company has already paid (in this case) $30 in tax.
Shareholders only pay tax if their marginal tax rate is
above the company tax rate, or if below, get a full or
partial refund of the tax the company has paid.
So, why aren’t all dividends franked?
It is an Australian system and the ATO only
recognises tax that has been paid to it. When
Australian companies have business operations and
earn revenue overseas, they usually pay tax in those
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jurisdictions. Back in Australia, the ATO recognises
that they have already paid tax overseas, so they are
not required to pay tax here. If they haven’t paid any
Australian tax, they can’t frank their dividends.
Companies like CSL (CSL) or Resmed (RMD), which
earn more than 90% of their revenue outside
Australia, pay little or virtually no Australian company
tax. Accordingly, their dividends are unfranked.
Some companies have a more even split between
onshore and offshore business and can partly frank
their dividends (an example is Macquarie, which has
40% franking).
The other reason that companies can’t frank their
dividends is that although they might have an
operating cash surplus and are in a position to pay a
dividend, they aren’t paying any tax due to the use of
non-cash taxation deductions, such as amortization
or depreciation. Examples include Transurban (TCL)
and Sydney Airport (SYD). Both these companies
have substantial depreciation or amortization charges
(due to the capital investment required to build the
infrastructure), and are now spinning off considerable
cash, which can be paid as a dividend. As they aren’t
paying any company tax, they can’t frank these
dividends.
How does dividend imputation work?
So that every shareholder gets the same benefit (the
tax to be paid is reduced by the tax that the company
has already paid), it works as follows.
Firstly, both the dividend in cash, and the non-cash
franking credit (sometimes called an imputation
credit) is included in your taxable income. Both
amounts are included upfront, so that the whole profit
is being taxed in the hands of the shareholder.
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Next, tax is assessed at your marginal rate.
And then, the imputation credit is applied again like a
refundable tax offset.
In the example below, we have three shareholders
with three different tax rates – an individual paying tax
at the highest marginal rate of 49%, a super fund in
the accumulation phase paying tax at 15%, and a
super fund in pension phase paying tax at 0%. Each
shareholder receives a $70 fully franked dividend,
which carries with it imputation (or franking) credits of
$30.
After tax, the shareholder paying tax at 49% gets to
keep $51 of the $70 dividend. The super fund in
accumulation will receive a net $85 (the $70 and the
refund of $15 of excess imputation credits), and
superfund in pension $100 (the $70 dividend, plus the
refund of $30 of imputation credits).

One small qualification relates to the time value of
money. Generally, you have to lodge your tax return
before imputation credits (in the case of super funds)
are refunded by the ATO. If there is a period of time
between the receipt of the dividend and the lodging of
the tax return, the benefit is reduced.
How do I compare yields?
To compare the yield on a franked share investment
to the yield on an unfranked investment (such as a
share paying an unfranked dividend, rental income on
a property, interest on a term deposit or bond), we
“gross up” the franked yield to take into account the
benefits of the franking credits.
For a 0% taxpayer, multiply the dividend yield by
1.428. For a fund in accumulation, multiply by 1.214.
Or use the table below.

After tax income on $70 franked dividend

How do I pay no tax on tax-deferred income?
Finally, let’s deal with tax-deferred income, which
can make investing in property trusts and
infrastructure assets more attractive to higher rate
taxpayers.
Compare these outcomes to an interest payment of
$70.
After tax income on $70 interest

This is income that is paid as a distribution by a
property trust or infrastructure asset, and relates to
timing differences where the trust’s distributable
income is higher than its taxable income due to things
such as depreciation charges on the underlying
assets.
Tax-deferred income is attractive because it is not
assessable – that is, it’s tax-free. It does, however,
reduce the cost base for capital gains tax purposes.

The franked dividend generates higher after tax
income – a factor of 1.42 times higher than an
unfranked dividend or interest payment. This is the
power of dividend imputation.
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Let’s take an example. Suppose you invest $10,000
in a property trust. In its first year, the trust pays a
distribution of $600, of which $400 is tax deferred
income and $200 is taxable income.
In your tax return, you only show $200. The other

03

$400 is tax-free. However, your cost base for capital
gains tax purposes is reduced by that $400 to $9,600.
When you finally come to sell the asset, you will pay
capital gains tax on the difference between the sale
price and the reduced cost price of $9,600.
If you are an individual, you will only pay tax on half
the gain. If your fund is in accumulation, it will pay tax
on two thirds of the gain. And if your fund has now
moved into pension phase, it won’t pay any tax on
the capital gain. In this case, your fund won’t have
paid any tax at all on the tax-deferred income.
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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5 investment insights from the Switzer giants
by Peter Switzer
Sir Isaac Newton made famous a wonderful
observation on the insights that are delivered to us
along the way: “If I have seen further, it is by
standing on the shoulders of giants.”
And on Wednesday in Melbourne and Thursday in
Sydney, we held the Switzer Investor Strategy Days
and yep, I was hanging out with giants.
The Switzer giants were Charlie Aitken (Aitken
Investment Management), George Boubouras
(Contango Asset Management), John Julian (AMP
Capital), John Murray (Perennial Value
Management), Michael Blake (Centuria Capital),
David Poppenbeeck (K2 Asset Management), Kris
Walesby (Head of ANZ’s ETFS) and, of course, my
old mate, Paul Rickard.
Of course, none of these people consider themselves
as giants, well maybe Charlie might, but they are all
very insightful professionals and considering our
feedback from the events, they certainly delivered in
a giant way.
The first insight all investors have to consider was the
name that we gave the day: “Australia for income.
International for growth.” This was first put forward to
us all by Charlie last year and while he doesn’t claim
he patented the idea, he certainly marketed it better
than most.
The chart below shows how the S&P 500 has largely
outperformed our own S&P/ASX 200 index.
Considering our own stock market represents about
2.5% of the world stock market, it does make sense
that we should be open to the idea of investing
overseas.
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Paul made the point that we just don’t have many IT,
healthcare and consumer discretionary companies to
give our portfolios the oomph it might need —
growth-wise — and that’s why going overseas for
growth has appeal.
Charlie’s fund has local companies but he has a big
exposure to foreign companies from China to the UK
and the US but he’s not jumping on the ‘Europe has
big potential’ argument bandwagon.
He likes companies inside countries with a single
currency, a single central bank and where fiscal
policy doesn’t need an 18 country consensus to
make it happen and work!
The next insight again came from Charlie, who said
his investment decisions were driven by six themes
that will drive the structural growth of companies.
These included the rise of the Chinese tourist, which
is why he likes Star Group locally and other tourism
businesses overseas. He thinks Qantas will also be a
beneficiary of this trend.
He watches social changes closely. When he drops
his kids off to school, he has observed that many of
the mums are wearing leisure wear, they’re off to the
gym and they’re into healthy life habits, which could
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be bad for CCL but great for a US company like Fitbit.
Next, the cashless society will be great for the likes of
Visa, as we all tap and go and leave this US company
a small fee every time we tap!
He invests in companies that are into technology,
disruption, superannuation and he loves the notion of
monopoly toll bridges.
The theme is clear: these businesses create their
own opportunities and some don’t even have any
potential threats. Not surprisingly, Charlie likes
Sydney Airports and Transurban.
Charlie’s lecture opened our minds to what we
should be thinking about to grab growth but then
George argued that we should never ignore
diversification. He actually threw in the observation
that “if you can sleep when stock markets have their
one in four bad years, you can be 100% invested in
stocks”, but few of us can live with that pressure.
He made the case for the likes of term deposits and
bond funds, explaining that bond funds can
sometimes underperform term deposits (as has
happened recently), but at other times they can make
up for some low yield performances.

it can participate in it but it has the size to buy into
private infrastructure deals.
For example, they have bought South Australian (SA)
public school assets, which are rented by the SA
education system! Personally, I want to increase my
exposure to infrastructure and this diversified
investment product is worth having a look at.
Performance-wise, since inception, it has been a
cash yield of 6.4% and a total return of around 7.5%,
but last year it was over 13%. We know the past
can’t tell us about the future but given the steady
nature of infrastructure, I’ll be looking further at this
product.
Michael Blake from Centuria looked at a number of
properties his company has syndicated and I know
many people who’ve played ball with these guys for
good results. The idea of getting a consistent rental
yield and then an eventual capital gain when the
property sells is pretty appealing. I like these
alternative kinds of investment but I always advise
that you need to be clear about what can go wrong
with these plays. That said, Centuria has a good track
record in selecting and managing their properties.
Finally, John Murray and David Poppenbeek
reminded me why some of us who run their own
SMSF like to put some fund managers into the mix.
John’s Value Shares for Income trust looks for
consistent dividend-payers and he’s good at finding
companies that we often don’t think about. One was
Event Hospitality & Entertainment (EVT) that owns
Rydges Hotels, Event cinemas, ski resorts, etc.,
which not only has healthy dividends but the
company is a dividend-grower.

John Julian and Michael Blake opened our eyes to
alternative non-stock investments. John is the
investment director and portfolio manager of the Core
Infrastructure Fund for AMP at a time when
infrastructure is the flavor of the decade, right around
the world.
What I liked about this fund was it has both unlisted
infrastructure assets and listed ones, which means if
the fund manager wants access to a good listed asset
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David Poppenbeek of K2 Asset Management looked
at the wild and wacky things his team looks at to find
value here and around the world. They look at
complex relationships between commodity prices, the
dollar, the greenback, households and, ultimately, on
share prices. He also showed how the strangest
information can show up if you look in odd but
sensible places, such as The Economist’s
Intelligence Unit that showed Australia has five of the
most livable cities in the top 20, with four in the top
10!
Like Charlie, David’s team is looking for ideas that
are linked to trends that one day will explain higher
share prices.
Finally, Kris Walesby explained how ANZ’
constructed its S&P500 Yield Low Volatlity ETF. In
simple terms, they have created a process that gives
them the 50 highest yielding US companies with the
least volatility. And by the way, there isn’t a W-8BEN
form to fill out for US taxes!
The most recent result was a yield of 4.2%, while the
comparative S&P500 yield was 2.2%.
The bottom line is simple and I have given the same
advice to aspirational entrepreneurs who’ve been
trying to build their businesses — leave yourself open
for new tricks and learn from legends or giants.
P.S. I thought I had five insights but as I wrote and
reflected on the strategy days, I realised that there
were way more than five insights. Consider the extras
a Switzer bonus!
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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3 growth stocks for tomorrow
by Mark Arnold
Commentary from companies over recent reporting
seasons has highlighted the anaemic growth in the
current economic environment.
The economy is now well and truly in an environment
of low growth and with a lack of revenue growth
options available to most companies, there has been
an increasing focus by management to reduce costs,
thereby increasing margins and earnings. It is not
surprising then that companies that are achieving
strong revenue growth are being rewarded with share
price performance.
Outperformance has prompted caution for growth
stocks given an increasing dispersion in the price to
earnings ratio (PER) between growth companies and
low growth companies. There is no doubt that current
strong share price performance diminishes expected
returns in the future, however, the consideration for a
company’s valuation should be guided by its long
term earnings potential, rather than short term
earnings and short term valuation metrics. Over time,
share prices should follow a company’s earnings,
and we look for businesses that can grow their
earnings predictably and consistently.
The difficulty, we believe, is selecting companies that
have a way of protecting outsized returns sustainably
over the long term and whether the current share
price adequately compensates investors based on
the earnings potential. We focus on some of the
attributes that we believe to be important below:
A large market potential
Ability to sustainably generate substantial organic
growth depends on the size of the market opportunity.
Domino’s Pizza Enterprises (DMP) is an example of
a company that has been able to leverage its world
class technology and franchising model from
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Australia to the globe, currently in seven key
countries. Other factors to consider include
favourable structural shifts within a market, such as
the transition from print-based advertising to online
advertising.

Sustainable competitive advantage
There is no use capturing a large market if you are
unable to protect outsized returns. Typically, when an
industry’s economics are favourable, competitors will
enter the market, eroding the returns on capital that
are available. Companies that can consistently
generate high returns and achieve high margins tend
to have a sustainable competitive advantage. REA
Group’s (REA) sustainable competitive advantage
comes from the strong network effect on its property
advertising website, which provides it considerable
pricing power.
Consumers in the market for property are drawn to
the website with the greatest number of listings, while
agents will place listings on the site with the greatest
number of eyeballs, creating a virtuous cycle. Further,
given the advertising cost represents a small
percentage of the cost of a house, this places REA in
a strong position.
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Mark Arnold is the chief investment officer of
Hyperion Asset Management.
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.
Ability to reinvest capital
Companies need to invest capital back into their
business to drive future earnings growth and protect
their sustainable competitive advantages. We look for
companies that have capital light balance sheets and
are able to reinvest that capital at high rates of return.
There is a balancing act required between investing
and meeting short-term earnings expectations. Larger
investments come at the cost of reduced earnings in
the short term, however, provide the potential for
additional gains in future years. The market’s short
term focus on earnings can result in opportunities and
this was evident with SEEK (SEK) when it reported its
2015 full year results in August 2015.

Control over destiny
Generating returns from a portfolio of stocks is as
much about what you exclude from your portfolio as
what you include. We exclude companies that have
no or limited control over their destiny in terms of the
product or service they sell. The weakness in the
resources sector highlights the lack of control
companies in this sector have over their revenues
and profits. This cyclicality makes it very difficult to
provide comfort that earnings can be generated
sustainably over the long term. Other factors that we
look negatively on include excessive gearing, lack of
organic growth options and high capital intensity.
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Buy, Sell, Hold – what the brokers say
by Rudi Filapek-Vandyck
In the good books

Macquarie therefore upgrades the business.

Estia Health Limited (EHE) Upgrade to
Outperform from Neutral by Macquarie B/H/S:
3/1/0

The Reject Shop (TRS) Upgrade to Equal-weight
from Underweight by Morgan Stanley B/H/S: 2/1/0

Macquarie has reviewed the aged care industry and
compared listed providers across key operating and
investment metrics. Estia Health disappointed the
broker in the first half because of a ramp up in costs.
Still, it offers the most attractive valuation after recent
weakness and the rating is upgraded.

Morgan Stanley analysts admit the operational
turnaround has occurred much quicker than
expected. They have now gained sufficient
confidence in that positive momentum is sustainable.
They do, however, have a problem with the share
price, hence why the upgrade stops at Equal-Weight.
In the not-so-good books

See downgrade for Japara Healthcare and Regis
Healthcare.

Dexus Property group (DXS) Downgrade to
Underperform from Neutral by Credit Suisse
B/H/S: 0/2/2
The stock has performed strongly over the past
month, despite delivering the worst relative
performance at the results, in Credit Suisse’s view.
The broker attributes the recent rally to increased
probability on Dexus walking away from the Investa
Office (IOF) bid. This would be a positive outcome for
Dexus unit holders.

Medibank Private (MPL) Upgrade to Outperform
from Neutral by Macquarie B/H/S: 2/4/1
The Australian Medical Association has released its
2016 private health insurance report. Macquarie
believes health insurers are across the issues
outlined in the report.

But the broker observes emerging details suggest
there is minimal earnings upside for Dexus in terms of
Investa’s existing management and fee
arrangements.

The broker believes Medibank Private’s FY16
earnings risk is skewed to the upside and claims
growth risk is on the downside. Regulatory risk is
moderating as the 2016 budget approaches and the
federal election looms.
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While the stores are benefitting from better trading
conditions the broker believes there is still much work
to do, and after strong outperformance in the share
price the rating is downgraded.
Regis Healthcare (REG) (REG) Downgrade to
Neutral from Outperform by Macquarie B/H/S:
2/2/0
Regis Healthcare retains the best quality portfolio but,
post the Masonic acquisition, Macquarie observes its
balance sheet is now 1.9 times geared.
Treasury Wine Estates (TWE) Downgrade to
Neutral from Outperform by Credit Suisse B/H/S:
1/5/1
Japara Healthcare (JHC) Downgrade to Neutral
from Outperform by Macquarie B/H/S: 2/3/0
Macquarie has reviewed the aged care industry and
compared listed providers across key operating and
investment metrics.

Credit Suisse remains nervous about the US
business, with scan data very weak and suggesting
the depletion allowance, a provision the company
was using to deplete wholesaler inventory, was
supporting underlying volumes.

Japara is considered to have the best balance sheet
and the biggest development agenda relative to its
size. The broker believes there is potential for
operating uplift if the company can move its margins
towards its peers.

The broker notes the brands acquired from Diageo
also fell by double digits post the transaction date.
The company will divest the Asti winery (in California)
and may close other operations as it integrates the
Diageo wine assets.

However, the stock price has had a strong run and
therefore Macquarie downgrades the business.
Myer Holdings (MYR) Downgrade to Equal-weight
from Overweight by Morgan Stanley and
Downgrade to Hold from Buy by Deutsche Bank
B/H/S: 2/4/1
First half results showed some signs of progress,
Morgan Stanley observes, but the improvement is
more linked to higher clearance activity, lower
Australian dollar and strong Christmas for all retailers.
The broker would prefer to see better foot traffic or
conversion and suspects this has not changed.
Deutsche Bank found signs of progress in the first
half results and while profit was stronger than
expected sales were weaker, because of a drag on
like-for-like growth. Gross margin contracted more
than expected.
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Important: This content has been prepared without
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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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S&P/ASX200 not yet out of the woods
by Gary Stone
The first chart below of the S&P/ASX200 index uses
two charting techniques, support and resistance
zones and long-term trend lines that form channels.
The channel demarcated with red trend lines is an
upward trending channel and the channel
demarcated with black lines is a downward trending
channel at an inverted gradient of the up channel.
Whilst the S&P/ASX200 has enjoyed nearly a 10%
run-up from its low on February 10th, it is still not yet
out of the woods.
Its last trough was a higher low and it has risen above
its last two short-term peaks, which is an early sign of
a turn-around to the upside.
However, resistance lies ahead in the 5280 to 5335
zone, and stronger resistance between 5400 and
5500. The S&P/ASX200 needs to break out above
the latter resistance zone before we can say with
more confidence that the longer-term downtrend is
over. When the most upper down trending black
channel line is breached, technically the
S&P/ASX200 will be back into a long term up trend.
That is still another 10% away but the good news is
that every reversal starts in the way that the
S&P/ASX200 is currently moving. The bad news is
that every start doesn’t necessarily complete a
reversal.

Source: Beyond Charts
The second chart below shows a shorter term down
trending channel and the S&P/ASX200 breaking
through the upper channel line. Whilst this is not a
long-term signal it certainly is a pre-requisite for a
longer-term positive move.

Source: Beyond Charts
If this upward move falters and doesn’t persist, then
the support zones and trend lines below the current
price are the support levels that need to hold for
another attempt at reversing the current longer-term
down trend. If they don’t hold, then another
assessment of lower support levels will be required.
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However, given the recent rise in the S&P/ASX200,
the potential upside scenario should still be the focus
for the time being. Keep an eye on the overhead
resistance levels to confirm the current short to
medium term uptrend continuing to strengthen into a
longer term uptrend.
Gary Stone is the founder and managing director of
Share Wealth Systems.
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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Super Stock Selectors – Oil Search and Rio
Tinto
by Christine St Anne
Out of all the banks, IG markets’ Evan Lucas likes
the National Australia Bank (NAB). Lucas remains of
the view that the banks will be the ones doing the
heavy lifting but notes that with the sale of its UK
banking business, NAB should improve its asset
quality.
“We think its earnings report in a few weeks may give
it a fundamental reason to leg up on ANZ (ANZ) and
start to really hone in on the Commonwealth Bank of
Australia (CBA) and Westpac (WBC),” Lucas says.
While Lucas is not as bearish on BHP Billiton (BHP)
as he was a year ago, he says now is the right time
for some profit taking in the stock.
“I believe there is a longer-term fundamental story to
buy into, however, the short term pain is still there.
BHP itself is bearish on iron ore and is battling with
what to do with its thermal coal assets. I see BHP
easing back this week,” he says.
On the mining theme, Morgans’ Raymond Chan likes
Rio Tinto (RIO).
“Before the China-led resource boom, investors were
buying Rio for copper exposure. The chief executive
elected (Sebastien Jacques) is currently the head of
the smaller copper division. Based in United
Kingdom, we believe he’s the right candidate as
Walsh’s successor,” Chan says.
Chan still does not like the utility Duet (DUE), despite
its attractive yield and notes that the “technical trend
looks weak”.
The energy theme continued with CMC Markets’
Michael McCarthy picking Oil Search (OSH) as his
preferred stock this week.

world is natural gas. Oil Search has quality global
asset and a good track record,” he says.
The share rice of $7 could signal excellent long-term
value, according to McCarthy.
McCarthy does not like Wesfarmers (WES) because
the stock is too expensive, given its growth prospects.
This week, Lincoln Indicators Elio D’Amato likes the
Australian receivables management company Credit
Corp (CCP). Although there has been negative media
attention on payday lending, it is not expected to
impact on the business, says D’Amato.
This is because the business is primarily focused on
buying distressed consumer debt ledgers from banks,
finance and telecommunication companies for
subsequent recovery.
“We anticipate strong growth in the near term with a
substantial increase in purchased debt ledger
acquisitions,” he says.
However, D’Amato does not like gaming and
entertainment business Crown Resorts.
The company has recently struggled to grow
profitability, with half-year net profit down 22% with
declining contributions from the Macau businesses.
Gaming revenue over the same period fell 31%
“While the business maintains a positive medium to
long term growth outlook, the Macau operations
continue to weaken in response to Chinese
Government policy affecting all casino operators,” he
says.

“In my opinion the answer to a carbon constrained
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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.
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