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Time to sell?

We've been welcomed back from the Easter break with a Wall Street sell-off that pulled the Dow back

below the 13,000-mark it fought so hard to break. Amid the rising economic concerns in the US, not to

forget Europe, should we sell now before we get to May? I tell you what I'm thinking in my note today.

Also in the Switzer Super Report, we explain how you can invest in overseas stocks and we take a look

at what Telstra's chart is telling us. Plus, we have our weekly broker wrap, which this week has seen 24

downgrades and just four upgrades. We also tell you about three foolish mistakes made by SMSF

trustees that landed them in hot water. I hope you enjoy today's edition.

Sincerely,

Peter Switzer
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Should we sell up now?

by Peter Switzer

With US job numbers disappointing over the weekend

(in fact, they came on Good Friday while the stock

market was closed) and with predictions that the

upcoming earnings season in the States will also

disappoint, is this the time to sell ahead of May and

go away?

A taxing issue

Obviously, for long-term investors our goals as well as

the capital gains tax implications for non-retirees

means selling off fast is not an easy option to

consider. But then there is the old rule of investing

that says tax shouldn’t be critical in your investment

decisions; I reckon this rule was made up years ago

before anyone had heard of franking credits.

On the other hand, if someone avoided going to cash

in December 2007 after the market’s first fall because

of capital gains tax issues, they undoubtedly regretted

it when Lehman Brothers failed and the market

crashed again.

Regular readers know I have been tipping a pullback

for some time, but I maintain my view that this year

will not be a rerun of 2011 where we saw a massive

slump in shares in August and September.

Out of left field

That said, there could be a left-field event that I can’t

see right now and if I had to list what they might be, I

would say it could be:

A PIIGS (Portugal, Ireland, Italy, Greece and

Spain) debt default concern, but I do think

since the European Central Bank (ECB)

threw a trillion euro at the problem, there is

less to worry about this year compared to

last.

Next, it could be problems in Iran and oil

spiking, threatening a global recession, but

my geo-political sources say this could fester

along until the US presidency race is over and

so it could be something for 2013.

Some might throw in economic concerns in

China, but I think it is already showing signs

that we can rule out a hard landing.

That’s about it, and this convinces me that we are

looking at a correction from the big run-up of the

markets since October 2011 and especially since the

start of this year.

If you look at charts of US indices, QE1 (quantitative

easing package one) kicked off the first big rise in

stocks in 2009, then in 2010 along came QE2 and this

was followed by Operation Twist, where the US

Federal Reserve bought long-dated bonds to lower

long-term interest rates and they paid for it by selling

short-term bonds.

Some experts think QE3 will come along to help the

market, but that would only happen if the US

economy falls into a hole. I can see a slowdown and in

fact RBS Morgans chief economist Michael Knox says

his economic modelling is tipping a slower US

economy in the second half of this year.

My outlook

My view is we are looking at an overdue pullback

where there will be buying opportunities on the dips.

JPMorgan’s US strategist, Thomas Lee, sees it the

same as me. He told CNBC that the negative jobs

report, which showed that 120,000 new positions

were created in March compared with an expected

203,000, is a little misleading as a predictor of the

jobs market. He thinks the trend for weekly jobless

claims is more reliable and this has been telling a

more positive story for the US economy.
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Lee expects ‘growth scares’ coming from Europe and

China over the next few months and now US job

market concerns have arrived. However, against this

he sees a housing recovery happening, companies

with solid balance sheets and plenty of cash and low

debt, and with valuations at 60-year lows.

In summary, expect some anxiety and sell-offs over

the next few months, but at year-end, there will be

rallies. Of course, the next three weeks puts the latest

round of company reports into sharp focus.

By the way, I expect rate cuts here in coming months

and a lower dollar locally, which actually could help

our 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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Chart of the week: accumulate Telstra on the dips

by Lance Lai

This week, I’m taking a look at Telstra, but first, a

quick wrap of my calls over the past four weeks:

12 March 2012: Spark Infrastructure (SKI)

$1.365, buy. Now $1.52, up 11.3%. Position

still open.

19 March 2012: Envestra (ENV) $0.80 (ex

div 2.9c) = $0.771, buy. Now $0.80, up 3.7%. 

Position still open.

26 March 2012: Shanghai Stock Exchange

2,349, short. (If you followed my interview on

Switzer 22 March 2012, the Shanghai Stock

Exchange was 2,375, short.) Closed out on 1

April 2,262, fall of 5% predicted. In that

interview, the second BIG support marked

“S” was in fact 2,262. Position Closed.

2 April 2012: Gold buy $1,672, stopped out

$1,631 for a loss of 2.5% on 4 April 2012. 

Position Closed.

Now onto Telstra, the Chart of this week.

I have spoken of Telstra previously on the following

three occasions, and correctly predicted its move:

1) Switzer TV, on Sky Business, 22 April 2010. In this

interview, it was the last chart we discussed. You can

jump straight to it if you wish, time marked at 12.42.

The stock was $3.18 at the time and a low side target

of $2.51 was projected. A fall of 26%.

2) The follow-up was in an article dated 20 March

2011, titled Telstra – is it a buy yet? It was $2.64, and

had just reached a low of $2.55. My target of $2.51

was counted as having been met. The article

questions whether Telstra was now a buy.

3) The last article is dated 27 June 2011, titled, “Is

Telstra a buy yet, Dad?” At the time Telstra was at

$2.89 and my advice to my son was, “Son, it’s been

over 10 years, let’s start accumulating.” My target was

$3.31. This 14.5% target has been met while collecting

dividends along the way, including 14 cents in

September 2011 and 14 cents in March 2012. The total

return was 24.2%.

Here is an update to the chart of this stock. You can

see all of my prior annotations of the last three times I

have spoken of the stock with new annotations

updated on the right of the Chart.

What I like about the chart, now $3.35 (based

on last close):

1) The 200-day moving average is still pointing up

(long yellow line).

2) There is a trading range broadly identified by the

two white upward sloping lines. The upper white line

is currently around $3.60, and the lower white line is

around $3.21. The bottom of the range is also bound

by the yellow 200-day moving average at $3.16. It is

expected that trading ought to be contained within

these three lines.

3) No indications of an overbought situation, despite

hitting my $3.31 target. A ‘steady as she goes’ increase

is expected until overbought signals surface. This has

not occurred yet.
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4) You are buying into an upward trend.

5) Buy the first parcel around my old target $3.31.

Then another later, and slowly accumulate. One

should not go boots and all into this stock right at the

current price.

What I don’t like?

1) My $3.31 target has been hit. At around these

levels, people who had bought around June of 2011

would already be up 24% and are/have been taking

profit. Buying here is a bit late.

2) There will be a period of consolidation around

here. For how long? I don’t know. I have extended the

golden yellow line of a $3.31 target projected from

June 2011 across and you will note, the stock is

beginning to trade around this price point. Only when

this is over can the stock continue to steadily

appreciate. The trend (for now) is your friend, so

accumulate on the dips.

3) Not shown here on the chart, there is a death cross.

This warns of a change in the trend. A break of the

200-day moving average would be further indication

that the trend has changed. This has not yet

happened, which is why I remain positive on the

stock.

Short-term trades

Please note that my views are not for the long-term.

My method results in views expressed that relate to

an outlook that lasts weeks or at most months. For

example, my view on Shanghai’s Index has for now

been met and completed since 22 March 2012, 11 days

later. In regards to Shanghai, I am currently in a

cautionary observant position. Your utilisation of this

information needs to take into account the timeframe

I set. The stocks recommended as “Steady as she

goes” may be held for the longer term, which for me

means months.

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 invest overseas

by Paul Rickard

With the Aussie dollar having pulled back to buy

around US$1.03 and the outlook for commodity

prices arguably a little softer than six months ago, is

now the right time to invest offshore and, if so, what

is the best way to do it?

There is an old economists’ joke about the direction of

the little Aussie battler and it goes like this: “I am very

confident that it will either go up, go down, or be

about the same.” While this doesn’t inspire much

confidence in economists’ predictions, let’s go with

the flow and accept that almost every economist

thinks that the Aussie is overvalued, and in the long

term, it will revert closer to its post-float mean of

around 80 US cents. To put a little context on this, it

was only four years ago in the heights of the GFC that

the Aussie dollar sunk to as low as 53 US cents.

Enter the big wide world

So why should your fund invest offshore? The most

obvious reason is that there are many more

investment opportunities compared with our

narrowly focused local options. To demonstrate this

narrowness, compare the relative weightings of the 10

standard equities GICS (Global Industry

Classification Standard) sectors in Australia and the

United States.

The Australian equity market is massively overweight

financials and materials and massively underweight

IT stocks. We simply don’t have the Apples, Googles,

Microsofts or IBMs that the US market has – or for

that matter, industrials like GE, energy companies

such as Exxon Mobil or Chevron, or healthcare

companies such as Johnson & Johnson or Pfizer.

How to invest

Starting with the direct option first, buy the foreign

shares through your broker. Most of the major online

and advisory brokers offer this service, with some

providing online trading and night phone desks to

service orders. We reviewed the major online services

from CommSec and ETrade in February in How to

buy Facebook and other international shares.

Another option is to buy exchange-traded funds

(ETFs). There are now 21 listed ETFs on the ASX

specialising in international shares, ranging from

sector specific ETFs such as the iShares S&P Global

Healthcare (ASX:IXJ), country/emerging markets

ETFs such as the iShares MSCI BRIC Index Fund

(Brazil, Russia, India & China – ASX:IBK), to the

more broad-based funds such as the iShares US S&P

500 (ASX:IVV).

Our ETF ‘guru’, JP Goldman, reviewed these in

December in The best ETFs for international

exposure. Of the major broad based funds, he

favoured iShares S&P 500 (IVV) over the Vanguard

US Total Market Shares ETF (ASX:VTS) for exposure

to the US market, and Vanguard’s All World ex US

ETF (ASX:VEU) for exposure to the rest of the world.
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The following table shows the major ETFs, their MER

(Management Expense Ratio), funds under

management and average bid/offer spread as a

percentage of their trading price.

Finally, there is an abundance of managed funds,

both actively and passively managed. Vanguard is the

leader in the passive (index) style managed funds. Its

flagship fund, the Vanguard International Shares

Index, is indexed to the MSCI ex Australia and is

almost $3.6 billion in size. For a direct investment of

$500,000 or smaller through a platform, the MER of

0.36% is starting to look a little pricey compared with

the ETFs. On the active side, with their much higher

MERs, one fund I like is the Walter Scott Global

Equity Fund, which is available through Macquarie.

To hedge or not to hedge?

The two funds and all of the above ETFs are

unhedged (that is, fully exposed to the vagaries of the

Australian dollar). Many of the managed funds

available are hedged, so deciding whether to invest in

a hedged or unhedged investment is a critical

decision.

In recent years, there has been a strong tendency for

the Aussie dollar to rise or fall as the US market goes

up or down, meaning that many hedged offshore

investors have ‘enjoyed’ negative investment returns;

that is, what they have made on the appreciation of

the US stock market since the lows of 2008, they have

more than given back on the appreciation of the

Aussie dollar versus the greenback. My inclination is

to back the economists and accept the widely held

view that the Aussie will fall over the long term.

However, investing unhedged may not always be a

smooth ride.

Taxation

Income earned or attributed from offshore

investments is of course taxable income in Australia.

If investing directly in US shares, ETFs and in some

managed funds, you may need to confront the US

Internal Revenue Service’s dreaded W-8BEN form.

Briefly speaking, this will ensure that a withholding

tax of (only) 15% will be applied to distributed

income.

For funds in the accumulation phase, the withholding

tax shouldn’t be too much of a deal, as it is an

allowable tax offset (that is, the Australian Tax Office

(ATO) will reduce your net tax payable by any foreign

tax paid). For funds in the pension phase, the news

isn’t so good; as there is no tax to pay on the fund’s

assessable income, there can be no tax offset. That

said, as the average dividend yield in the US is around

2.2%, it is probably not a showstopper.

The bottom line

I think it is time to think hard about investing

offshore. While I would love to uncover the next

Apple, Facebook or for that matter, GE, I am not sure

I have the patience to develop a moderately

diversified portfolio of overseas shares. I am going to

stick to the ETFs.

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: only one company rated Buy

by Rudi Filapek-Vandyck

Change in stockbroker ratings in the past

week

Having assessed the outlook for Australian equities

relative to bonds, Goldman Sachs argues equity prices

are currently discounting unrealistically low growth

rates into the future; valuations remain attractive

across equities as determined by a number of

valuation metrics and annualised four-year returns

are currently cycling the worst period for equities

since the early to mid-1970s.

This leads Goldman Sachs to suggest the prospects for

future returns in equities relative to bonds are as good

as they have been for many years (echoing similar

sentiment as expressed by colleagues in Europe).

Favoured stocks are those with low earnings volatility

given strong operational strategies. Goldman Sachs

also recommends investors increase their US dollar

exposure across portfolios.

Meanwhile, downgrades to stock broker ratings for

individual stocks continue, far outweighing upgrades.

The eight brokers in the FNArena database lifted

recommendations on just four companies (and only

one of these was a Buy) while downgrading 24 stocks.

Total Buy ratings now stand at just 50.56%, the

lowest level for some time, despite the share market

effectively moving sideways.

Upgrades

Among the upgrades was Aurora Oil and Gas

(AUT), where JP Morgan lifted its rating to Neutral.

The change brought it into line with UBS and Credit

Suisse, which downgraded the stock to Neutral

following its full-year earnings, but JP Morgan

factored in its findings from a recent site visit and

lifted its valuation and price target.

OM Holdings (OMH) was upgraded to Neutral by

RBS Australia – a valuation call as downside risks to

earnings from lower manganese prices now appears

priced into the stock following a share price fall of

around 70% over the past year.

Deutsche Bank upgraded Oz Minerals (OZL)  to

Buy following changes to commodity price and

foreign exchange assumptions. The changes meant a

trimming in price target, but the broker sees

improved value at current levels.

The final upgrade of the week was Telstra (TLS),

where BA Merrill Lynch lifted its rating to Neutral.

There is increased scope for capital management and
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a more stable earnings outlook in general in the

broker’s view, which justifies the upgrade.

Downgrades

Among the 24 downgrades was Aurora, which was not

the only stock where ratings were lowered by more

than one broker; Leighton Holdings (LEI), QBE

Insurance (QBE) and Transfield Services

(TSE) also received multiple downgrades.

Both Deutsche Bank and Macquarie moved to Sell

ratings on Leighton given credibility issues arising

from further write-downs to problem contracts. The

other issues according to Deutsche include the

potential for balance sheet issues and a weak

medium-term growth outlook.

Valuation was behind downgrades to QBE, with both

Citi and JP Morgan cutting it to Neutral on the back

of recent share price strength. The insurer’s annual

general meeting this week showed earnings drivers

for the company have turned more positive in recent

months. With respect to Transfield, the

downgrades from JP Morgan, RBS Australia and

Macquarie reflect concerns over problem contracts

that go beyond April’s profit warning.

Elsewhere, Macquarie downgraded Boral (BLD) to

Neutral as earnings revisions meant a cut in its price

target, while UBS moved to Neutral on CSL (CSL)

on valuation grounds after factoring in some changes

to forex assumptions.

The changes to forecasts that saw Deutsche upgrade 

Oz Minerals have also seen the broker downgrade 

Fortescue (FMG), Iluka (ILU), Paladin (PDN)

and Sandfire (SFR), as revised earnings estimates

have impacted on total return expectations.

While OrotonGroup (ORL) remains a retail

favourite of Credit Suisse, the broker has downgraded

it to Neutral on valuation grounds. Primary Health

Care (PRY) has similarly been downgraded by the

broker. Valuation has also been behind RBS

Australia downgrading of Pharmaxis (PXS) to

Hold, while JP Morgan downgraded Qantas (QAN)

to Neutral given the in-house view that consensus

earnings estimates for the airline remain too high.

A stretched valuation and some concerns over

domestic ad volumes have seen BA-ML

downgrade Seek (SEK)  to Sell, while recent share

price gains caused Citi to downgrade Sonic Health

(SHL) to Neutral. The risk of earnings and

sentiment downside from current levels has

prompted UBS to move to a Neutral rating on Virgin

Australia (VAH), while Macquarie cut Westfield

Group (WDC) to Sell as the group’s shopping mall

property assets business repositioning is expected to

take some time.

Change in earnings forecast (EF), earnings

per share

Note: FNArena monitors eight leading stockbrokers

on a daily basis. The eight experts are: 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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Three foolish SMSFs and their punishments

by Tony Negline

Three recent judicial decisions show just how foolish

some SMSF trustees can be. The key lessons from

these cases are:

1. If your super fund’s a basket case

and you’ve reached a formal agreement

with the Tax Office on a way forward, then

execute the agreement.

2. Don’t take money out of the super system

before the super laws allow it as the tax

penalties can be severe.

3. Don’t be too clever by trying to circumvent

the super laws.

These ‘earth shattering’ discoveries come to us

courtesy of one recent Federal Court case and two

Administrative Appeals Tribunal cases.

Foolish case no. 1

Our first case, Commissioner of Taxation v

Interhealth Energies Pty Ltd, was decided in the

Federal Court.

A couple had an acrimonious relationship breakdown

and since then they have enjoyed many days sitting in

various courts having an ongoing legal boxing match.

During happier days, they had set up an SMSF that

had invested most of its money in a related unit trust

– which they controlled – which in turn had invested

all of its funds in another unit trust – which they

controlled – which had purchased a property.

For some obscure reason, the property’s title

nominated the man as the owner of the property and

not the corporate trustee – he had to be dragged

kicking and screaming to change this.

Somehow, the man ceased to be a director of the

super fund’s corporate trustee and therefore had to

leave the super fund. The SMSF’s corporate trustee

didn’t pay out his benefit, but did make a formal

legally binding agreement with the Australian Tax

Office (ATO) that the man’s benefit would be paid out

promptly.

After some time of inaction, the ATO instigated the

current legal action so the courts could force the

trustee to pay the man’s account balance out. Justice

Logan told the super fund to do all that it had agreed

to do.

However, the case isn’t over. His Honour is still to

consider if the fund should be made a non-complying

super fund, which would see it hit with various tax

penalties.

Foolish case no. 2

Our next case is called Bruce Mason v Commissioner

of Taxation, which was decided before the

Administrative Appeals Tribunal (AAT).

Mason wanted to loan money to a business colleague

and decided the best way to do this was to illegally

take two lump sum benefits from his super fund.

The money was withdrawn illegally because, at the

time, he didn’t satisfy any rule that allows

withdrawals from the super system (he has since

retired).

The tax laws allow the ATO to tax these illegal benefit

payments at the member’s personal marginal tax

rates. This specific law also allows the ATO to waive

this penalty if it believes such action is warranted

(these rules are about to change, but more on that in

another article).

Ultimately, the ATO elected to apply a modest 15% tax

to one of Mason’s illegal withdrawals, but not tax the
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other. The ATO decided not to remove the super

fund’s complying status, which would have seen its

assets taxed at 46.5%.

Mason thought the ATO was being harsh and made a

formal complaint, but the Administrative Appeals

Tribunal (AAT) decided the ATO’s approach was

reasonable.

The ATO was told about Mason’s breaches by the

external auditor of the super fund.

Foolish case no. 3

Our final example, R Ali Super Fund v Commissioner

of Taxation, involved a super fund loaning money to a

related company, which in turn loaned money to the

super fund’s members.

The super laws don’t allow money to be loaned to

members or their relatives. In all, about $45,000 –

the vast bulk of the R Ali Super Fund’s assets – were

involved in the breaches. Astonishingly, the main

person involved in these breaches was a registered tax

agent.

Given the seriousness of the breaches, the ATO

removed the super fund’s complying status for all the

years that the loans remained outstanding.

The super fund disagreed with this decision and

commenced this AAT case. Unsurprisingly, the AAT

found in favour of the ATO.

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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Don't miss this!

Peter Switzer and Paul Rickard, in conjunction with the Australian Shareholders' Association, will be talking

about self-managed super fund investment strategies at three lunchtime events in Sydney in the coming months,

and Switzer Super Report subscribers can receive a special discount on ticket prices.

Friday 20 April, 12.30pm-2.00pm: Investment strategies and creating a portfolio of stocks for income.

Friday 18 May, 12.30pm-2.00pm: Investing in property and collectables.

Friday 22 June, 12.30pm-2.00pm: Strategies to turbocharge your super, and taking money out.

Prices

Admission: $30 per person ($40 for non subscribers).

To register, call the ASA on 1300 368 448 and mention that you're a Switzer Super Report subscriber.

The week ahead

Australia

Tuesday 10 April: NAB business survey (March)

Tuesday 10 April: ANZ job advertisements (March)

Wednesday 11 April: Consumer confidence (April)

Wednesday 11 April: Housing finance (February)

Thursday 12 April: Employment/unemployment (March)

Overseas

Wednesday 11 April: US Beige Book

Thursday 12 April: US International trade (February)

Thursday 12 April: US Producer prices (March)

Friday 13 April: US Consumer prices (March)
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