
Issue 51, 23 January 2012

Portfolio update

It has only been a month since we launched our high-income stock portfolio and the portfolio is

already up - even though no dividends have been paid! We update you on its performance today, and I

take a look at the question on everyone's mind: can stocks continue to rise?

Also in today's Switzer Super Report, George Boubouras looks at how to invest amid the declining

global economic growth outlook. Plus, 'The broker wrap' reveals the three companies that have been

upgraded amid all the downgrades, and we explain how to convert your SMSF to a corporate trustee.

Have a great Australia Day on Thursday, and keep an eye out for the next edition of the Report, which

will be out on Friday this week!

Sincerely,

Peter Switzer
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Can stocks continue to rise?

by Peter Switzer

Anyone who has taken on the Switzer Super Report

and believed my cautious optimism on what might

happen to stock markets would have seen stocks go

up by around 10% since October. But if you were wise

enough to play the US market, you would be up close

to 20% and the fund managers who ended up

shooting the lights out were the ones who saw every

big sell off last year as a buying opportunity.

Now, I’m not stupid enough to rule out any more big

bad days for stocks ahead – those troublesome Greeks

and their debt, not to mention many of their other

European Union (EU) buddies, are bound to create

some challenges for investors and SMSF trustees in

2012. However, the 2011 experience gives us an

unforgettable lesson: you need to be long-term in

your thinking. You need to have a quality collection of

great stocks that both give you some similarity with

the index such as the S&P/ASX 200 and you should

hold historically good dividend-paying stocks.

Risk or safety?

Of course, if you want to shoot the lights out, you

might deviate from my safety first approach to

investing inside an SMSF, but you will have to be

prepared for very bad days as well as very good days.

You will have to become an astute market timer,

which is not easy, and you will have to be willing to

take some big risks to pocket the great returns.

In a nutshell, you will have to be a gambler. I have a

client who ignored my safety-first recommendation

and decided to hold just three great companies. His

tactic worked for some time because they were great

companies and his research was sound, but along

came an earthquake in Japan and a sharp drop in

uranium prices and my client’s portfolio was hit hard.

However, he did have a sound back-up strategy. Most

of his money was in a safe long-term play, but he

siphoned off a significant amount to play out his risky

three-company strategy. So he only made losses on

his play money – not his nest egg.

Stocks will go up

So, can we expect stocks to head up this year? I give

this question a cautious yes and I will be buying the

dips, just like I did last year. Right now the market

has gone higher thanks to better US economic data,

pretty good US company earnings results and

progress in the EU with respect to their debt drama,

which means sovereign bond yields are falling as

access to credit becomes easier in Europe.

Back in August the alarmists got it wrong and

spooked a lot of people and let’s hope these nervous

Nellies can again be proved to be prophets of doom

who should be ignored. Not many of them were

around in October 2007 when they were really

needed before the market crashed!

Personally, I like the VIX – or fear index – sitting

around 18; that’s a good reading and means investors

are heading back to stocks. Over the weekend,

Reuters reported that Credit Suisse in the US was the

first to upgrade its call on where stocks were going in

2012. I know these market guys always seem to be

wrong lately, but the law of averages means they have

to be in the money sooner or later.

Another good sign is that the European Central Bank

has been buying European bonds, helping bring down

interest rates in Europe. Reuters says the

“three-month dollar Libor, the cost at which

European banks can borrow dollars, marked its ninth

straight day of declines”.

That’s great news!

Add this to a stronger-than-expected US economy
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and China not heading for a hard landing, and the

argument for being positive on stocks is building.

The next challenge

That said, the next big challenge will be the severity of

the recession in the EU and this could resurrect that

old US market cliché, “sell in May and go away!” That

worked well last year and that other old historical

event of the Yanks buying stocks in the fourth quarter

ahead of a Santa Claus rally held as well.

Aside from economic challenges to stocks, Europe will

be testing material. Right now the Greeks are trying

to make their private creditors take their 50% crew

cut to a near shiny bald cut of 70%.

And this week, eurozone finance ministers will meet,

meaning anything to make or break the market could

happen. Meanwhile, Reuters says the Baltic Exchange

main sea freight index has hit a three-year low and

this can be a good forward indicator of what the

global economy might do.

I can give you heaps of positive and negative omens,

but the volatility is why I stick to a great investment

strategy based on good income paying stocks, which I

buy when they look like great value. This long-term

strategy is the only way to remain sane dealing with

something as crazy as the stock market!

Important information: This content has been

prepared without taking account of the objectives,

financial situation or needs of any particular

individual. It does not constitute formal advice. For

this reason, any individual should, before acting,

consider the appropriateness of the information,

having regard to the individual’s objectives, financial

situation and needs and, if necessary, seek

appropriate professional advice.
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Our high-income portfolio – the first review

by Paul Rickard

It has been just over a month since we introduced our

‘income biased’ portfolio of stocks to the Switzer

Super Report (read, Our high-income portfolio) and

several subscribers have requested that we provide

regular updates on how it’s performing.

Before moving to the update, a quick recap on its

construction:

We started with a ‘top down approach’

looking at the sectors, and introduced biases

that favour lower price to earnings (PE),

higher yielding sectors;

So that we are not overly exposed to a major

market move in the major sectors (financials,

materials, consumer staples and energy), we

have made sure that our sector bias is not

more than 33% away from index;

We eliminated property trusts (as there is no

real tax advantage to an SMSF), the IT sector

is too small, and from an industry

perspective, we are not real fans of the

consumer discretionary sector. Consequently,

we are overweight in financials, consumer

staples, utilities and telecommunications;

underweight in materials, energy and

consumer discretionary; and broadly

index-weight in healthcare and industrials;

We are after 15 to 20 stocks (less than 10 is

insufficient diversification, while over 25 is

hard to monitor); and

We confined our stock universe to the ASX

100, avoided chronically underperforming

industries (in an Australian context) such as

airlines or general insurance, and of course,

looked for companies that pay franked

dividends and have a strong record of

earnings consistency.

Our income biased portfolio (per $100,000 invested)

and its performance over the period is as follows:

The portfolio has the following characteristics:

Forecast PE: 11.4

Forecast Dividend Yield: 5.82%

Franking: 97.2%

In accumulation, the 5.82% dividend yield will

translate to 6.87% (after tax), and in pension phase,

the income return will increase to 8.08%.

In a bull market, we would expect the income-biased

portfolio to underperform relative to the standard

S&P/ASX 200 price index due to the underweight

position in so called ‘growth’ stocks. Conversely, in a

bear market it should moderately outperform.

However, it’s income that we’re after, so we will

measure the performance against the S&P/ASX 200

Accumulation index. That said, the accumulation

index doesn’t take into account the taxation benefits

to an SMSF that come from selecting fully franked

stocks.

So, how is it doing on a relative basis? It’s up 2.09!
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So far so good – however, it is very early days. This is

not dividend season (February/March), and none of

our stocks have declared a dividend during the first

five weeks. We will also start to see in the coming

months greater divergence between the Price Index

and the Accumulation Index.

Two other points to note. As can be seen from the

prices of the stocks above, the first weeks of the

calendar year have witnessed quite a change in

market sentiment towards resource-based stocks such

as BHP and RIO – this is a bullish statement.

Secondly, David Jones got caught up in the JB HiFi

profit downgrade, and although there has been no

new news from DJs, some analysts have reduced their

forecasts.

We will keep a close eye on the portfolio and report

back in coming editions of the Switzer Super Report.

Important information: This content has been

prepared without taking account of the objectives,

financial situation or needs of any particular

individual. It does not constitute formal advice. For

this reason, any individual should, before acting,

consider the appropriateness of the information,

having regard to the individual’s objectives, financial

situation and needs and, if necessary, seek

appropriate professional advice.
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How global growth cuts impact your portfolio

by George Boubouras

Global growth forecasts for 2012 have been revised

lower. Similar to 2011, the composition of global

growth will remain uneven between developed and

emerging economies. But this is not another 2008.

One of the core themes in the second half of 2011 was

the persistent downgrades to global growth, and

therefore corporate earnings expectations. We now

forecast global growth to be 2.7% (down from 3.1%)

for 2012. The key observation to make is that the

composition of global growth will remain very

uneven. The developing economies are growing at a

faster pace compared with the advanced economies.

Economic growth for the advanced economies is

forecast to be 1.2% for 2012. This includes economic

contraction in Europe, which is already in a recession.

For the developing economies we expect growth to be

4.7% as they continue to contribute significantly to

global growth in 2012. Table 1 is a summary of

economic growth historically, and our forecasts.

Clearly, global growth is a significant variable that

drives our local economy through a typical economic

cycle. Australia is a small, open economy that is a net

energy, commodity and agricultural exporter. The

activity within the emerging economies will remain

the key structural long-term driver for our exports.

While it will not remove the shorter-term market

volatility, the broader backdrop remains supportive.

Table 1: Global economic growth remains

uneven

It is not all that bad, but remain cautious

Despite the significant market risks that have been

building in Europe over the past year, the prospect of

a global double-dip recession remains a low

probability. While possible, it remains improbable

given the broad global economic momentum.

However, it is quite clear that Europe is already in a

recession with ongoing challenges. But the emerging

economies, Japan and the US all look set to

contribute towards global growth in 2012. Indeed, the

US data profile in recent months has continued to be

upbeat and investors with exposure to US earnings

have been rewarded this month. Further, the large

emerging economies have significant capacity to cut

interest rates and stimulate their economies further.

Indeed, the market may even look to revise global

growth higher by late 2012.

Valuations remain attractive
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Equity valuations remain cheap on many different

measures – one-year forward price to earnings (P/E),

trailing P/E, price to book value (P/B), Earning Yields

vs Bond Yields, etc. Of course, structural changes

suggest that the long run average is too high. A

multiple between current levels and the long run

average will be more than enough to drive the market

in the years ahead. Despite ongoing global macro

challenges, value remains with quality cyclicals.

Further, key defensive sectors that distribute

consistent quality (and reasonable) dividends, such as

telcos, utilities, and infrastructure, performed well in

2011 and will continue to perform in the first half of

2012.

In summary

The core themes to highlight in early 2012 are the

various global macro challenges and the implications

for portfolios. Europe has entered into a recession,

the large developing economies are slowing, credit

growth is stalling and business confidence has been

impacted. This implies slower earnings momentum in

2012 compared with 2011. Sovereign de-leveraging

looks set to continue. Therefore, anticipate lower

growth ahead for 2012 and 2013.

On the positive side, global monetary policy will

remain very stimulatory, and the large emerging

economies have now started to stimulate with even

lower rates. The recent US data profile has been very

promising, corporate balance sheets broadly remain

in a healthy condition compared with previous cycles

(but clear challenges persist for various sectors).

A prudent way to invest

Given these challenges, a diversified portfolio with a

strategic allocation across cash, fixed income,

equities, A-REITs/property and alternatives remains

the most prudent way to invest over the cycle for

one’s ‘core’ portfolio. There remains plenty of

opportunity to find value in selected investments to

add to portfolio returns depending on one’s risk

appetite.

Value remains in equities on a three-year-plus

horizon, and going forward the correct sector and

stock rotation will be key in meeting one’s

expectations (that is, growth, dividend or

combination strategy).

Increasingly, income will play a larger contribution to

returns in 2012 for equity investors. A 5.5%-6.0%

dividend (before franking) for the local market

remains very attractive vs historical. On cash, it is

very clear that the official Reserve Bank of Australia

(RBA) Cash Rate needs to be lower in the months

ahead to underpin Australian domestic demand until

the global cycle re-accelerates. 2012 looks set to

begin as 2011 finished.

This note was written on 20 January 2012. George

Boubouras is the Head of Investment Strategy &

Consulting at UBS.

Important information: This document contains

general information and general advice only and

does not constitute personal financial product

advice. As such, the material does not take into

account the personal investment objectives, financial

situation, tax position or particular needs of any

specific recipient. Prior to any investment decision,

we recommend that you seek personal investment

advice from your Client Advisor, based on your

personal situation and consider the relevant offer

document (including the product disclosure

statement) before making any investment.
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The broker wrap: three buys amid the downgrades

by Rudi Filapek-Vandyck

Changes to broker recommendations in the

past week

Thirteen ratings changes have occurred in the past

week, according to the FNArena database, with three

upgrades and ten downgrades. However, no ‘sell’

warnings were issued.

RBS’s new year review of the transport sector led to

only one rating change – an upgrade for Brambles

(BXB) to Buy. The analysts are looking to an

improving US economy as a reason to invest in the

performance of the CHEP pallet business. The

upgrade came with a 22% increase in target price. An

update on the local oil and gas sector revealed the

stockbroker is working off an anticipated lower oil

price this year, while expecting increased merger and

acquisition (M&A) interest.

In line with many other experts, RBS prefers Santos

(STO) among the larger producers and decided to

downgrade Woodside (WPL) to Hold this week.

That was before Woodside delivered a positively

surprising production report for the first time since

2005.

Popular REIT Goodman Group (GMG) has been

having a good run of late, which is a bit of a shame

given Credit Suisse had the stock on Neutral. GMG

has suffered from dilution, but Credit Suisse expects

that impact to wane over the next sixth months while

transparency of capital structure and earnings

improve. On that basis, it has upgraded Goodman to

Buy.

Analysts were generally pleased with Leighton

Holdings’ (LEI) trading update last week, which

appeared to reduce the risk of further impairments

amongst its local troubled assets. Such stability

should be a comfort for the market suggested

Macquarie, and this was enough for an upgrade to

Buy.

Citi had a look at the prospects for AGL Energy

(AGK) this year and while there is nothing of

concern, the analysts just don’t see anything exciting

happening for the utility. On that basis, they

downgraded it to Neutral. Citi also downgraded 

Commonwealth Property Office (CPA) to

Neutral on recent strong performance, suggesting a

share price in the low 90-cent area would prompt a

return to Buy.

Credit Suisse was underwhelmed by a quarterly result

from blood market competitor Behring, resulting in a

rethink of earnings forecasts for CSL (CSL). A

downgrade to Neutral followed.

JP Morgan analysts had put their faith in the

restructuring of Dexion as a source of improved

margins for GUD Holdings (GUD) and are

generally of the opinion the stock looks cheap. But

there’s just no encouraging the Australian consumer

as we move into 2012 and hence they have

downgraded it to Neutral.

The weak consumer market was also on BA-Merrill

Lynch’s mind when it decided it was time to

downgrade Westfield Retail Trust (WRT) to
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Neutral.

Invocare (IVC) has been having a good run in this

climate of consumer uncertainty, enough for Credit

Suisse to consider value to now be fair and downgrade

it to Neutral.

QBE Insurance (QBE) shocked all and sundry with

its big profit warning the week before last, leaving

analysts scratching their heads ever since. A lack of

clarity is the issue, enough for Citi to downgrade it to

Neutral last week and to join peers in slashing

forecast earnings.

Late last year there had been a lot of speculation that

cold pie peddler Spotless (SPT) was being sized up

for a takeover. The share price is up 35% without any

improvement in earnings guidance and that interest

seems to have dried up. Hence UBS has downgraded

it to Neutral.

Changes to earnings forecasts (EF) in the past

week

Rudi Filapek-Vandyck is the editor of FNArena.

FNArena monitors eight leading stockbrokers on a

daily: BA-Merrill Lynch, Citi, Credit Suisse, Deutsche

Bank, JP Morgan, Macquarie, RBS and UBS.

Important information: This content has been

prepared without taking account of the objectives,

financial situation or needs of any particular

individual. It does not constitute formal advice. For

this reason, any individual should, before acting,

consider the appropriateness of the information,

having regard to the individual’s objectives, financial

situation and needs and, if necessary, seek

appropriate professional advice.
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How to convert your SMSF into a corporate trustee

by Tony Negline

There are many reasons why using a corporate trustee

is better for your self-managed super fund than

individual trustees, and I mentioned some of these

reasons in my last article.

This week I’m going to explain what to do if your

super fund has individual trustees and you want to

convert to a corporate trustee.

Let’s take a look at some issues that might arise when

you attempt this transition, and the right order in

which you should deal with them.

The trust deed

The trust deed is the first port of call with any action

you wish to take with your SMSF, so please make sure

your DIY super fund’s trust deed permits the use of a

corporate trustee. If it doesn’t, you’ll need to have the

deed officially redrafted. If it does, follow the rules in

that deed for the resignation of the individual trustees

and the appointment of the corporation.

Create a company

When you decide to change from individual trustees

to a corporate trustee, you might be tempted to use an

existing company, such as your own business or the

trustee of your family trust. Resist this temptation

because problems can arise when super fund assets

become tangled with family trust or business assets,

and it can become difficult to verify which entity owns

which asset. Also if the other entity has legal or

solvency issues, your super fund’s assets can get

caught up in any related proceedings.

It’s better to use a company specially created to be

your SMSF trustee. Many organisations can help you

with this task (you can find them in our Service

Providers Directory) for a once-off fee between $650

and $800, including a $426 fee paid to the Australian

Securities and Investments Commission (ASIC).

Don’t forget about the annual ASIC fee!

In the business world, it’s technically possible to start

a company without a formal written constitution, but

this option isn’t possible for corporations that have

the sole job of being a super fund trustee, so you’ll

need to draft a constitution.

Tax Office

Once the trustee change has been made, you need to

inform the Australian Tax Office (ATO) as soon as

possible. A Tax Agent can inform the ATO for you via

its online Tax Agent business portal.

Bank Accounts

Before making any changes to trustees, most banks

will want to see the formal resignation of the

individual trustees and the appointment of the

corporation. Some will want to see the company’s

certificate of registration. Sometimes, banks will want

a copy of your fund’s trust deed

Share registries and brokers

Most of these will have similar requirements to your

bank, however some brokers insist that your

individual trustee account be closed and a new

account be created for the corporation. Such a process

is a significant hassle because in some cases you have

to convert the shares to issuer sponsored holdings,

make the trustee changes and then convert the shares

to broker sponsored holdings.

Real estate

Any change to a property’s title must be formally

registered. In most States and Territories, no or a

nominal stamp duty will be payable, but you’ll need to
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prove to your State Government’s Revenue Office that

there has been no change to the beneficial owner of

the asset. This task must be completed by a solicitor.

Lease documents

Any super fund asset that is currently leased will have

to be updated to take into account the new trustee.

You will need a solicitor to complete this task for you

Please be aware, however, that the above steps and

issues are general observations. Many organisations

have their own peculiar requirements. You might

even find that different documents and proofs are

asked for in different business areas of the same

organisation.

My suggestion, therefore, is to begin your transition

work to a corporate trustee by contacting all your

share registries, banks, managed fund administration

services and life insurance companies to find out what

their specific requirements are.

Typically, legal costs arise for real estate and lease

changes and the administration costs arise for

changes to all other assets. In my experience, an

average total cost of between $1,000 and $3,000 can

be expected depending upon how many assets your

super fund owns and what those assets are.

Important information: This content has been

prepared without taking account of the objectives,

financial situation or needs of any particular

individual. It does not constitute formal advice. For

this reason, any individual should, before acting,

consider the appropriateness of the information,

having regard to the individual’s objectives, financial

situation and needs and, if necessary, seek

appropriate professional advice.
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The week ahead

Australia

Monday 23 January: Producer price index (Dec quarter)

Wednesday 25 January: Consumer price index (Dec quarter)

Overseas

Tuesday 24 January: US Richmond Fed survey (January)

Tuesday 24 January: US Fed's FOMC meeting begins (two days)

Wednesday 25 January: US Pending home sales (December)

Thursday 26 January: US Durable goods orders (December)

Thursday 26 January: US New home sales (December)

Thursday 26 January: US Leading indicators (December)

Friday 27 January: US Economic growth (Dec quarter)

Friday 27 January: US Consumer sentiment (January)

Ex dividend

Wednesday 25 January: Westoz Investment (WIC), 1 cent

Wednesday 25 January: OzGrowth Limited (OZG), 0.2 cents

Did you know?

You can get a six-month term deposit with an interest rate of 6.11% at Ubank, National Australia Bank's online

banking arm. For more term deposit rates, check out the latest  term deposit comparison table on our website.

Also, to allow for this week's public holiday, your second weekly Switzer Super Report will be delivered to your

inbox on Friday. Have a great Australia Day!

Powered by TCPDF (www.tcpdf.org)

12

http://www.switzersuperreport.com.au/advice/diy-super-latest-term-deposit-rates/
http://www.tcpdf.org

