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Rally or retreat?

There are some conflicting signs in the market about whether we're about to get a rally or a retreat. On

the one hand, the market is eager to act on good news out of Europe, while on the other, profit-takers

are ready to lock in gains. I weigh up the factors affecting each in my column today.

Also in the Switzer Super Report, George Boubouras names the companies inside a typical

dividend-paying stock portfolio and explains the strategy that goes along with generating income. Plus,

we have our weekly broker wrap of the stocks the brokers say to buy, sell and hold; and we look at what

trustees can get paid for when running their DIY super. Have a great week investing.

Sincerely,

Peter Switzer
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The trend is our friend

by Peter Switzer

These are tough times for active traders as they

agonise over whether the market will keep rising or

sell-off.

By the weekend, the Dow was up 5.99% for the year,

the S&P 500 was up 8.24% and the Nasdaq was up a

whopping 13.31%! Meanwhile, our local S&P/ASX200

is up only 3.4%!

So any retracement period could easily wipe out our

gains, which have been beaten-up by our relatively

high interest rates and the fact that this has helped

our Aussie dollar jump from parity to 107 US cents.

A rate cut last week and a commitment to further cuts

could have been a nice fillip for our stock prices, but

unfortunately, the Reserve Bank of Australia (RBA) is

worried about that pipeline of business investment

linked to the mining boom.

The RBA seems unruffled by headlines of job losses

and the 46,000 or so jobs created in January didn’t

help the cause of those hoping for some rate cuts.

By the way, we lost 43,000 jobs over November and

December and so the net gain in employment was

only around 3,000. So is a pullback likely?

Profit taking

Lance Lai, the director of Accountancy Invest, says

the ‘hangman’ formation on the stock charts has

re-emerged and while the last two have been taken

out by good news, he says the market is vulnerable to

a sell-off, which the ‘hangman’ predicts.

And looking at the gains for the S&P 500 and the

Nasdaq, a sell-off is certainly on the cards. Having

said that, tonight we should get good news out of

Greece, which could easily send European stocks

higher. In turn, this would help our stock market

track higher as well.

Sam Stovall, chief equity strategist at S&P Capital IQ,

told CNBC that after a bear correction, such as the

one we saw in August and September, he sees a

rebound of 23% on average. I made this point to

readers late last year, but Stovall now expects a

sell-off – but it doesn’t have to be drastic.

Stovall thinks the S&P 500 could go down to 1,300

from its current 1,361 level – a loss sell-off of 61

points – and then head up to 1,400. But he says the

volatility continues with a steeper dive in the second

or third quarter of this year.

Recall the old US market observation that I mention

often: “Sell in May and go away!” This often works

and given the massive market run-up, you would have

to expect that short-sellers and hedge funds will bet

against the market going up all year.

Long-term growth

A plus ahead for the market could be the European

Central Bank’s plan to swap its old Greek bonds for

new ones, which will help Greece and mean the

central bank avoids taking a haircut like the private

creditors.

Citigroup’s chief US equities strategist, Tobias

Levkovich, in a note Friday points out that the market

appears to be at a near-term top.

Looking at the year ahead, I believe we will see a lot of

volatility but the overall trend should be up. There are

many respected analysts who have put the S&P 500

up over 1,400 for the year, but I think they are being

very conservative. Sure, an 8% gain in less than two

months is big, but there will be retracements; history

says an election year is good for stocks and this will be

supported by a US economy which is powering along
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on the back of easy monetary policy.

I think 2013 will be another good year for stocks, but

2014 – when interest rates start rising in the US –

could pose a few challenges. Even so, higher rates in

the US will help us because our dollar will fall.

For the moment, the trend is our friend and is until it

bends.

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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Dividend stocks: a typical income portfolio

by George Boubouras

A dividend strategy for your equity portfolio is a

traditional defensive strategy that worked well in

2011. In the current environment, there are

opportunities to have exposure to quality companies

offering a quality dividend before the franking credit.

The key for investors is to have exposure to those

companies that can pass on the dividend.

Targeting a double-digit dividend for each holding is

an unreasonable expectation; it’s the quality of the

income that is key. So which 10 stocks would qualify

for a dividend strategy in 2012 for your self-managed

super fund (SMSF)?

Building blocks of an income equity portfolio

The core aim of an equity portfolio is to target a

dividend strategy that provides a yield that is higher

than the benchmark (S&P/ASX200), without

necessarily being exposed to greater levels of risk and

earnings uncertainty. It is a traditional defensive

equity strategy, and therefore tends to outperform the

index when equity markets are subdued.

The aim is to have exposure to companies that have a

lower correlation to the broader equity market (that

is, a beta less than one). Some other basic filters to

look for are stocks with a dividend cover ratio greater

than one and consistent payout ratios over time.

Further, one must compare the yield being targeted

versus other alternatives, which are clearly cash and

fixed income.

Cash rates have been falling recently and while the

Reserve Bank of Australia (RBA) currently appears to

be on pause, the market is still pricing in another 25

basis point rate cut over the coming months. So it is

clear the return on cash will be lower in 2012 versus

2011.

Also, Australian Government bond yields are very low

versus historical levels. The Australian 10-year

Government bond yield is just under 4%. This implies

the dividend yield looks compelling from an earnings

yield versus bond yield perspective.

Dividend paying stocks

What type of stocks should you have and what yield

should you target? Let’s look at 10 stocks that would

be part of a building block for a dividend strategy. It is

no surprise that the sectors that tend to meet the

filters addressed above are Telco’s, Utilities,

Infrastructure, A-REITs, Gaming, and Financials. A

portfolio strategy also helps reduce the risks and

volatility.

Table 1 shows the 10 stocks that meet the requirement

for our income equity portfolio. For simplicity, we

have weighted them equally. The average dividend

yield for this sample portfolio is 7.82% and the

grossed up yield is 10.39%. It is important not to

target dividend yields that are unrealistically high as

there is a good reason in most cases. It is better to

seek out quality dividends instead.

Table 1: Core Equity Income Portfolio
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In summary

A dividend strategy is a defensive one. Conversely,

exposure to cyclicals is a more aggressive strategy that

has leveraged exposure to future earnings and offers

much lower income. But a dividend strategy must aim

to deliver a more consistent income stream, with

lower volatility versus the broader market. It can also

utilise the franking credit, a significant benefit to any

SMSF, particularly if it is in pension phase.

As always, exposure to quality dividends is the aim

because a dividend is not a certainty, but a guidance.

If one requires income certainty, then you need more

exposure to cash and fixed income. Finally,

expectations for double-digit dividends are a very

unreasonable one. Building the appropriate income

portfolio should reflect the filters we have addressed

above. It is all about meeting one’s expectations.

This note was written on 17 February 2012. George

Boubouras is the Head of Investment Strategy &

Consulting at UBS Wealth Management.

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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Should you buy Cadence Capital and other LICs?

by Paul Rickard

A reader question concerning Cadence Capital, a

small listed investment company (ASX:CDM) has

triggered my interest in this sector. The reader asked,

“What is a listed investment company and why is

Cadence doing so well – am I missing something?”

What’s an LIC?

In concept, a listed investment company (LIC) is very

similar to a managed fund, although with a few key

differences. Firstly, they are closed-end funds – that

is, the investment pool is finite and can only be

increased by the company issuing new shares. Unlike

a managed fund where new units are created each

time an investor makes a contribution, or units are

cancelled each time an investor redeems (withdraws)

funds, investors can only invest by buying shares

from another shareholder. This is done on the ASX

and although the shares have a ‘theoretical’ net

tangible asset value (NTA), the market ultimately

determines the value of the shares.

The other difference is that sometimes the funds are

internally managed, meaning that the investment

managers are effectively the ‘employees’ of the

shareholders. In the bigger LICs, this results in low

indirect investment costs (effectively the same as the

‘management expense ratio’ or MER of a managed

fund), as the only costs are employee remuneration

and transaction expenses. Smaller LICs will often

contract the investment management to a third party

company, which may be related to the directors.

LICs are not new – they have been around for several

decades. There are more than 60 LICs traded on the

ASX, dominated by the two ‘gorillas’ Australian

Foundation Investment Company Ltd (AFIC) and

Argo, and supplemented by a number of niche high

alpha-type funds.

The gorillas

Let’s start with the gorillas. AFIC (ASX:AFI) is the

largest. An offshoot of the old ‘House of JB Were’, it

boasts a pretty credible long-term investment

performance focusing on companies with strong

businesses, prudent gearing and cash flows able to

support growing dividends. Its investment portfolio

looks a bit like the ASX 20 Leaders, with some

changes in weighting around the edges. Post GFC, its

secondary market price (like all LICs) has been

trading at a discount to its NTA, so it has started to

gear, raising $220 million through an issue of

unsecured convertible notes.

Argo has a similar investment philosophy to AFIC,

however doesn’t have any debt. As the table above

shows, on all performance measures it hasn’t done as

well. That said, a return of 6.6% per annum over 10

years to 31 December, compared with the

S&P/ASX200 Accumulation Index of 6.2%, isn’t too

bad! These returns are based on dividends paid and

movements in the company’s NTA. However, this

isn’t necessarily the return that every shareholder

received.

The returns

Your return as a shareholder will depend on what you

pay for the shares, and the relative premium or

discount to the NTA. Over the cycle, LICs tend to

trade at a discount in bear markets, and a premium in
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bull markets. At the moment, most LICs are trading

at a discount, with the weighted average across all

LICS at 7.5%. Although the discount has been wider,

it could be argued that LICs such as AFIC or Argo

represent reasonable value.

Cadence Capital

At the other end of the LIC spectrum is Cadence

Capital (ASX:CDM). Tiny at around $37 million, this

LIC has been going for six years and boasts very

impressive performance: gains of 40.8% over the 12

months to December (dividends plus share price

movement), and approximately 30% per annum over

the last three years! It’s a ‘high alpha’ fund,

generating returns from both long and short

positions. About 26% of its assets are invested in

RHG Ltd, the old Rams Home Loan Group. Negligible

liquidity if you want to get out, however, on paper a

stellar performance – one for the punters!

ETFs

With the advent of major index ETFs, such as SPDR

or iShares (click here for more on ETFs), LICs have

lost some gloss. ETFs offer such an improvement in

liquidity, negligible discounts/premiums to NTA, and

effectively, near guaranteed index performance. If the

gorillas such as AFIC can continue to outperform,

they have a future. At the other end of the market,

there is always going to be room for high alpha-type

funds.

The strategy

For an SMSF looking to invest in a balanced portfolio

of shares for the long term, AFIC looks like good

value. Buy AFIC.

For some alpha, as a satellite investment, get some

manager diversification and look for two or three

LICs. Study their regular monthly investment updates

which disclose their holdings, portfolio changes and

NTA – and make sure you are in sync with their

thinking about material individual positions.

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 broker wrap: five stocks to buy and nine to sell

by Rudi Filapek-Vandyck

Changes to stockbroker recommendations in

the past week

Despite this growing stockbroker optimism, company

downgrades continue to outweigh upgrades. This is

either a barometer on the reporting season to date or

an indication that recent market gains are making

value harder to find. The FNArena database shows 28

ratings downgrades over the past week compared

with just eight upgrades.

Upgrades

Among the upgrades was Commonwealth Bank

(CBA), with Citi lifting its rating to Neutral to reflect

a few factors becoming less negative than had been

the case.

Also scoring an upgrade from Citi was Graincorp

(GNC), the broker raising it to Buy after the

company’s guidance for full-year earnings came in

above expectations. The guidance remains

conservative in Citi’s view.

Primary Health Care’s (PRY) interim result

missed expectations, but full-year earnings guidance

has been maintained, which was enough for both RBS

Australia and Credit Suisse to adopt more positive

views and upgrade it to Buy following recent share

price underperformance.

JP Morgan upgraded Transfield (TSE) to Buy

following its full-year guidance which showed more

disciplined capital use and improved efficiencies. The

broker sees an expected share buyback as supportive

as well.

Mixed

Macquarie thinks there is also longer-term value on

offer in JB Hi-Fi (JBH), with consumer spending

expected to recover eventually. Others struggle to see

such value, as Credit Suisse downgraded the same

stock to Sell given an uncertain medium-term outlook

and few shorter-term catalysts.

Downgrades

AGL Energy (AGK) was among those stocks

suffering a downgrade, with RBS moving to a Neutral

recommendation. While a move by the company to

acquire more of the Loy Yang A asset is likely, so too

is a capital raising to pay for any such acquisition.
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Alumina Ltd (AWC) has also been downgraded by

both RBS and Credit Suisse to Neutral, the former

because of the decision to pay a dividend rather than

pay down debt, and the latter because of the lag in

higher pricing flowing through to improved earnings.

Credit Suisse has also downgraded both AMP

(AMP) and ARB Corporation (ARP) to Neutral,

the former because the latest result showed a

deterioration in balance sheet quality and the latter

because of an elevated current earnings multiple.

For Beach Petroleum (BPT) , Citi’s downgrade to

a Sell comes despite guidance coming in well above

the broker’s estimate. The big concern for Citi

remains the cost and viability of the Cooper Shale Gas

operations, which leaves the broker preferring the

likes of Santos (STO) in the sector.

Citi also downgraded Bunnings Warehouse

Property (BWP) to Neutral. It had a solid profit

result, but showed a lack of valuation upside making

any share price outperformance difficult from here.

Macquarie downgraded Carsales.com (CRZ) to

Sell following its interim result, which showed

downside risk than upside. This largely reflects

Macquarie’s expectation of a market share war with

rising competitor Carsguide.

David Jones (DJS) also offered some downside

earnings risk in the view of Credit Suisse, enough for

the broker to downgrade it to Sell. The broker also

had some shorter-term concerns given the loss of

Stephen Goddard as CFO.

Tough market conditions have seen Macquarie lower

earnings estimates for GWA (GWA). The broker has

downgraded it to Neutral.

Valuation is the reason UBS has downgraded James

Hardie (JHX) to Sell, while RBS has downgraded 

Mermaid Marine (MRM) to Hold on the same

basis.

Deutsche Bank has cut Leighton Holdings (LEI)

to Neutral on a more cautious approach to the group’s

Middle East operations, while tepid earnings

guidance from Oakton (OKN) has prompted both

UBS and Credit Suisse to downgrade it to Neutral.

Increased costs for non-core ventures prompted a

profit warning from Mortgage Choice (MOC) and this

was enough for UBS to downgrade it to Sell.

Among resource plays, both Oz Minerals (OZL)

and Paladin (PDN) suffered two downgrades during

the week, the former on valuation grounds and the

latter given some concerns in the market with respect

to cash generation ability leading into some debt

maturities.

In the view of RBS, the slight miss with respect to

earnings at Coles could put some pressure on the 

Wesfarmers (WES) share price, while Macquarie’s

downgrade on Westfield Group (WDC) reflects

better value elsewhere in the sector.

Lower margins and higher costs at Royal Wolf

Holdings (RWH) saw Macquarie downgrade its

rating to Hold, while the broker similarly downgraded

its rating on Slater and Gordon (SGH) post what

was perceived as a disappointing interim. Finally,

recent share price outperformance from Tatts (TTS)

has been enough for Deutsche Bank to downgrade it

to a Hold rating.

Changes to earnings forecasts (EF)

Note: FNArena monitors eight leading stockbrokers

on a daily basis. These are: BA-Merrill Lynch, Citi,

Credit Suisse, Deutsche Bank, JP Morgan, Macquarie,
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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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Can I get paid for running my DIY super fund?

by Tony Negline

Many trustees are often curious about whether they

can receive payments for running their self-managed

super fund (SMSF).

Since SMSFs were introduced in 1999, the answer to

this question has remained almost the same –

trustees can’t be remunerated for any task they do to

manage their fund. The specific legislation that

defines this says a trustee of a fund can’t receive “any

remuneration from the fund or from any person for

any duties or services performed by the trustee in

relation to the fund”.

But legislation that is currently before Parliament

could change the way trustee remuneration is viewed.

The original rule was brought in to stop some small

SMSF trustees charging their fund ridiculous or

exorbitant fees and it’s not hard to work out how far

the potential mischief might go. For example, some

people were paying tax-deductible contributions into

super and then charging their super fund for their

trustee services equivalent to the contribution – a

handy strategy for sure and unsurprisingly the

government wanted to stamp it out.

So at first glance, banning all forms of SMSF trustee

remuneration seems like a reasonable idea. But it

normally takes a while after a rule has been

introduced for its unintended consequences to

appear.

The pitfalls

Let me explain in relation to banning trustee

remuneration. Suppose you’ve just had an accident

and don’t feel up to the intellectual challenge of

personally running your affairs. Sometimes when this

happens the Court will appoint a guardian and others

to act on your behalf.

For example, the New South Wales Trustee and

Guardian (NSWTAG) is a NSW Government

Department set up to help you in such circumstances

and similar services are available in all states and

territories. As you might expect, the NSWTAG

charges fees for its services to its ‘clients’.

The charging of fees precludes it from acting as a

trustee of your SMSF, which may not be in your best

interests.

These unfortunate limitations are about to change

because of the legislation before Parliament that is

designed to remove various trustee remuneration

anomalies.

What can you get paid for? 

If all goes well, you will be able to receive

remuneration for your trustee duties if:

You’re properly qualified to perform those

services;

You perform those services in the ordinary

cause of a business you perform;

You don’t receive remuneration that is more

favourable to you than normal (that is, you

must charge the super fund an arm’s-length

fee) and you only charge for the relevant

professional services provided.

This new rule means that a public practising

accountant could be remunerated for the accounting

services provided to their SMSF. However, this won’t

apply to an accountant who is an employee. Similarly,

a solicitor in a private practice could be remunerated

for the legal services provided to their fund.

The amount charged must only relate to the

professional services actually provided and that

you’re qualified to provide. For example, as I’m not an
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accountant, I can’t get paid for preparing my super

fund’s financial accounts. Under this legislation, I

think a property developer, who runs their own

development business, could charge their fund for

developing a property for their super fund (but, this

might cause some problems elsewhere in the super

laws and we’ll look at this in a future article).

The change, once legislated, will apply from 8 October

1999 for individual trustees and 1 July 2007 for

corporate trustees.

Why the different start dates?

These were the effective dates when related legislation

was put in place impacting trustee remuneration for

individual and corporate trustees.

The changes are contained in legislation that seems

reasonably uncontroversial and my best guess is that

it will pass through Parliament without much fanfare.

I expect it to be legislated before the end of 2012, but

there’s no guarantee.

In the meantime, I suggest that you hold off on

charging your super fund a fee until the legislation

has completed its passage through Parliament.

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

Tuesday 21 February: Reserve Bank Board minutes from 7 February meeting

Tuesday 21 February: Speech by Reserve Bank Governor Glenn Stevens

Wednesday 22 February: Wage price index (December quarter)

Thursday 23 February: Speech by RBA's Luci Ellis on mortgage lending standards

Thursday 23 February: Average weekly earnings (December quarter)

Friday 24 February: Half-year parliamentary testimony by RBA Governor

Overseas

Wednesday 22 February: US Existing home sales (January)

Thursday 23 February: US Weekly jobless claims

Thursday 23 February: US FHFA home price index (Dec)

Friday 24 February: US New home sales (January)

Friday 24 February: US Consumer sentiment (February)

Company full-year results

Tuesday 21 February: Boart Longyear (BLY)

Wednesday 22 February: Ausenco (AAX)

Wednesday 22 February: Coca-Cola Amatil (CCL)

Wednesday 22 February: Woodside Petroleum (WPL)

Thursday 23 February: APN News & Media (APN)

Thursday 23 February: Iluka Resouerces (ILU)

Thursday 23 February: MAp (MAP)

Thursday 23 February: PanAust (PNA)

Friday 24 February: Hastings Diversified Utilities Fund (HDF)

Company interim results

Monday 20 February: Imdex (IMD)

Thursday 23 February: Charter Hall REIT (CQO)

Thursday 23 February: Charter Hall Group (CHC)

Monday 27 February: Beach Energy (BPT)

Ex-dividend

Monday 20 February: Commonwealth Bank (CBA); $1.37

Thursday 23 February: Santos (STO); 15 cents

Monday 27 February: BHP Billiton (BHP); 51.0299 cents

Monday 27 February: AMP (AMP); 14 cents

Wednesday 29 February: Rio Tinto (RIO); 84.2 cents

Did you know?

There is a difference between in-house assets and related party investments, and failing to understand these two

rules could have severe consequences for your DIY super fund. Find out more in our article on 'In house assets'

and 'related party investments'.
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