
Issue 81, 7 May 2012

Testing times

France has a new president and the US employment report was not as good as the market hoped,

meaning those trying times I've been warning about have now arrived. I discuss the hurdles ahead for

stocks in these uncertain times in my note today.

Also in the Switzer Super Report, we tell you about a product available to SMSFs that lets you borrow

to invest in shares while protecting you from steep losses. Plus, we take a look at the dos and don'ts of

claiming tax deductions in your fund, we complete our two-part series on how to start a pension, and

we bring you our weekly broker wrap of stock recommendations. Have a great week. We'll be back on

Thursday with a review of any changes to super that come out of tomorrow night's Federal Budget.

Sincerely,

Peter Switzer
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The testing times have arrived

by Peter Switzer

Well, you know I’ve been talking about it for some

time but now the real test of the 2012 stock market

surge is about to happen. Regular readers know I’m

bullish on the overall year, but I expect to see some

testing of the market and that testing time is here.

The two main tests

Given the Greek and French election outcomes, the

big test is what we do with a Europe that does not

want austerity. And the ‘little’ test is how this will

threaten the US economic recovery. Over the

weekend, poor jobs numbers in the US took the Dow

down 168.32 points or 1.27% to 13,038.27, while the

S&P 500 lost 22.47 points or 1.61% to finish at

1,369.10.

Now an already shaky stock market has to cope with

the prospect that new governments in France and

Greece will want to re-work the austerity promises

linked to their big debts and this could unsettle their

lenders – European banks. If you throw in the poor

employment numbers in the USA and a run of

economic data, which I have called “mixed”, then you

can see why testing times are ahead. However, it

could create the ‘buying the dips’ opportunity I have

been talking about.

For the year, the Dow is up 6.72%, the S&P 500 is up

8.87% and the Nasdaq is up a whopping 13.48%, and

that’s why it’s time to test the market. The fact all of

this is happening in the historically negative month of

May adds to the drama that lies ahead. By the way,

Apple’s shares have been pointing to stock market

challenges, with the price slumping from a recent

high of US$644 to $US565 now. That’s around a 12%

decline to be below its 50-day moving average, and

this stock has been a big driver of the indexes this

year. As I said, testing times are here.

Some good signs

Against this for us Aussie stock players in SMSFs, US

company profit reporting has been better than

expected, with 67% of companies out of the 415 that

have reported in the S&P 500 index beating the

Street’s ‘guesstimates’. And Ben Bernanke stands

ready to do a third stimulus package if the US

economy heads south. Meanwhile, Chinese economic

data has been better than expected and the economy

represents one of the brighter beacons for bulls right

now. This week will be important with key readings

from China on inflation, retail and factory output to

be released. Let’s hope China remains a plus in a

rising tide of negatives.

Locally, we will see Treasurer Wayne Swan reveal his

budget strategy for the year, which will not directly

help the economy, but if the Reserve Bank of

Australia (RBA) keeps cutting interest rates, as I

expect, it will lower the dollar and stimulate

consumer and business spending. This will help my

prediction that Aussie stocks will have a good year in

2012.

Over the weekend I was chatting with David Murray,

the former Commonwealth Bank chief executive and

former chairman of the Future Fund. He thinks

interest rates could come down by another 100 basis

points. If that happens (and a lot of it is passed on),

this would change the equation for lots of Aussies who

have been saving like there’s no tomorrow, hurting

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.

Anyone should, before acting, consider the

appropriateness of the information in regards to

their objectives, financial situation and needs and, if

necessary, seek professional advice.
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Gearing to buy shares with a protected equity loan

by Paul Rickard

Following the powering lead of Wall Street, the

Australian share market is up more than 8% this

calendar year. Now into May and approaching the

northern hemisphere summer, there are some clouds

on the horizon. While I remain bullish over the

medium term, a material pullback wouldn’t surprise

me and with this in mind, my thoughts turned to

protected equity loans – particularly for those funds

that are overweight cash or term deposits.

The good news is that after a three-year absence,

Westpac has re-launched its Protected Equity Loan

and made it accessible to self-managed super funds

(SMSFs).

What is a protected equity loan (PEL)?

A protected equity loan allows an SMSF to buy a

portfolio of leading shares with capital protection. It

is a geared investment and while the exposure to the

market is magnified, the capital protection limits

losses. Westpac lends you the money to purchase the

shares, you receive the dividends and imputation

credits on the shares and you pay for the ‘capital

protection’ through the interest charged by Westpac.

There are no margin calls and at the end of the loan

term, if the shares have gone up, you repay the loan

by selling the shares (or pay off the loan and take

delivery). If the share price has fallen, you pass the

problem back to Westpac.

Who might it be suitable for?

Are you bullish and have the cash? Just buy the

shares outright. If you want to magnify your

exposure, use the options market (make sure your

investment strategy allows this).

If on the other hand you feel a little more circumspect

about the market over the medium term and are

currently underweight shares, this PEL is a way to get

some exposure. There is always cost involved in

getting an option (the capital protection), however,

it’s not going to break the bank. Also, if your SMSF is

short on cash and long on less liquid assets such as

property, a PEL is an obvious way to get access to the

share market.

And then you can always use the loan to buy

additional securities to help diversify your share

portfolio and reduce specific risk.

How does it work?

Let’s take an example. Say you take a three-year PEL

to purchase 10,000 Commonwealth Bank (CBA)

shares at $52, with an interest rate of 14%.
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If the CBA price is higher at $77 in three-year’s time,

your net profit is $12,216. If the price has fallen to

$27, you walk away from the shares and your

investment has cost your fund $13,728.

The example doesn’t take into account the franking

credits, which would improve both scenarios by

$2,185 for an SMSF in accumulation, or by $4,371 for

a fund in pension. Further, approximately 8% of the

interest cost (based on the Reserve Bank of Australia

(RBA) home loan indicator rate plus 1%) should be

tax deductible to a fund in accumulation – worth

about $1,897 in both scenarios.

Westpac’s PEL 

Westpac’s product provides many choices, including

the option to select the level of protection (i.e. you can

gear at less than 100% and partially protect a stock),

and the option to reduce your interests charge by

giving up some of the upside by capping your

potential gains. Key details are:

What I like and don’t like about the Westpac

PEL

Westpac has gone to great lengths to design a product

which allows investors to choose the exact features

and terms they want; in some ways, too much choice

adds to the complexity of the offer. The other negative

for an SMSF is that as the loan must be a

non-recourse loan, Westpac will usually require a

personal guarantee and indemnity from a trustee (or

director of a corporate guarantee).

The key issue in taking out a PEL is the interest

charge – which is largely a function of security

volatility, market interest rates and the lender’s

margin – so it may pay to shop around (check that the

lender’s product is, like Westpac, a non-recourse loan

and SMSF eligible). Application fees may also be

negotiated.

The Westpac PEL meets a need in the market, and

depending on your share market view and access to

cash, it is worth considering.

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.

Anyone should, before acting, consider the

appropriateness of the information in regards to

their objectives, financial situation and needs and, if

necessary, seek professional advice.
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The dos and don'ts of SMSF tax deductions

by Jo Heighway

A very common question from readers is: ‘Can my

self-managed super fund pay for this?’ Here is a

helpful guide on what expenses your SMSF can legally

pay and the tax deductions available to your SMSF

that you may not be aware of.

Whether it is common expenses, such as accounting

fees and establishment costs, or the more outlandish

such as flights, accommodation, laptops and

expensive software programs, the simplest way to

work out if it is appropriate for your SMSF to pay a

particular expense is to ask two questions:

1. Is the payment allowed under your trust deed and

the superannuation law?

2. Will the payment be tax deductible?

What does superannuation law say?

Any expense paid by your SMSF must relate directly

to the running of your super fund.

Remember the sole purpose test? That is the

requirement that any decision you make in relation to

your SMSF should be made for the sole purpose of

providing retirement benefits to members. Any

expense that provides a current benefit to members –

say a personal computer, training course or holiday

that you want now but can’t afford personally –

should not be paid from your super fund.

The sole purpose test is sometimes also known as the

‘sniff’ test! If the expense looks personal or excessive

in relation to the size of the fund, it is likely to get

some extra attention.

Other rules you need to know:

Your SMSF can’t provide loans or financial

assistance to members of the fund or their

relatives. If the expense is really a personal

expense, don’t risk paying it from your fund.

Any payments between your super fund and

yourself or your business must be done on

commercial terms (arms-length).

Be very careful selling anything to your super

fund that isn’t listed shares or business real

property because strict rules apply.

You can’t pay yourself remuneration for your

services as a trustee of your SMSF.

Check your trust deed too as there should be

a clause setting out what expenses are

acceptable.

Property, flights and other costs

Can your DIY super fund pay for your flights,

accommodation, and associated travel costs to visit an

investment property owned by the fund? Yes, it is

possible if the visit is necessary for the maintenance

of the investment. However, you will need to keep

fantastic records and document any personal

component of the trip and apportion the costs. Be

prepared for extra scrutiny, especially if the trip is for

more than a day or two, is overseas, or to a holiday

location.

Does your claim make sense?

The expense should ‘make sense’ in the context of

what types of investments your SMSF holds.

Let’s say you’ve come across a great share-trading

course that costs $6,000 and you want your super

fund to pay for it.

If you only have a small amount of money in your

SMSF invested in no or only a few listed shares in

blue chip companies, the expense represents a large

chunk out of your fund balance. If you have no real

intention to become a very active investor in your
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capacity as trustee, then you really shouldn’t

contemplate paying an expense like this from your

super fund.

If the investments of the fund and your trustee

activities clearly indicate the expense is relevant, then

go for it.

What can trustees be remunerated for?

While you can’t pay yourself remuneration for your

services as a trustee, you may be able to be

remunerated for non-trustee services, provided:

you are appropriately qualified and licensed

to perform the service;

the duties or services are performed as part of

a business through which you provide the

same services to the public; and

the remuneration is on an arm’s-length basis.

A common example of this is an accountant receiving

remuneration for preparing the financial statements

and tax return of his or her super fund in their normal

course of business.

Claiming those all important tax deductions

There are times when an expense may be allowed to

be paid by your super fund, but no tax deduction is

available. For example, the costs of establishing your

super fund, or expenses incurred when the fund is in

pension phase and paying 0% tax. In these situations

the fund should still pay the expense, but there will be

little or no tax advantage.

There is a tax ruling (TR 93/17) that contains a

detailed list of expenses that are deductible to your

SMSF including:

actuarial costs;

accountancy fees;

audit fees;

updating your trust deed to comply with the

SIS Act;

trustee fees and premiums under an

indemnity insurance policy;

costs in connection with the calculation and

payment of benefits to members e.g. interest

on money borrowed to secure temporary

finance for payment of benefits, medical costs

in assessing invalidity claims;

investment adviser fees;

subscriptions for membership to ASFA; and

other administrative costs incurred in

managing the fund.

What you can claim

Expenses that are likely to be deductible include bank

charges, brokerage, filing fees, fines, interest paid, life

and TPD insurance premiums, valuation and storage

costs, property expenses, relevant training courses,

subscriptions, administration software such as class,

and depreciation on plant and equipment.

Two of the most beneficial tax deductions available to

SMSFs are:

Exempt current pension income deduction –

available for funds paying pensions; and

Anti-detriment deduction – a very valuable

deduction for any fund paying a death

benefit.

Hot tips to keep you out of trouble

Make sure the invoice is made out to the

super fund.

Wherever possible, pay the expense directly

from the super fund bank account.

Watch paying expenses from your own bank

account or company bank account as they

could be deemed a loan to your fund or a

contribution.

My final pieces of advice – don’t overdo it, and be

patient! Remember your superannuation money is

there for your retirement. The less you touch it, the

better your retirement will be.

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.

Anyone should, before acting, consider the

appropriateness of the information in regards to

their objectives, financial situation and needs and, if

necessary, seek professional advice.
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The broker wrap: a week of massive change

by Rudi Filapek-Vandyck

The onset of earnings confession season has seen

downgrades far outweigh upgrades among brokers in

the FNArena database, with 11 ratings being lifted

compared with 35 lowered.

Total Buy ratings have dipped below the 50% mark at

49.22%.

Changes to stockbroker ratings in the past

week

Upgrades

Energy producer AWE (AWE) was the only stock to

be upgraded by more than one broker, both Citi and

Credit Suisse moving to Buy recommendations. For

Credit Suisse, the upgrade is simply a valuation call

after recent share price weakness, while Citi points

out the stock also offers material upside if drilling in

the Perth Basin proves to be successful. Others in the

market adjusted earnings estimates following the

company’s quarterly production report.

JP Morgan’s upgrade of Commonwealth Bank

(CBA) to Overweight is also largely a value call as the

stock appears attractive at current levels, this from

both a yield perspective and given scope for some

improvement in earnings growth.

Recent share price weakness has improved the value

on offer in both Emeco Holdings (EHL) and 

Jetset Travelworld (JET) and this has been
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enough to prompt upgrades from BA Merrill Lynch

and Deutsche Bank respectively, while a strong

balance sheet and strong cash flow generation are

enough for Citi to upgrade Mount Gibson (MGX)

to Buy from Hold despite ongoing concerns related to

relatively short mine life.

ResMed (RMD) delivered better margins in higher

volume products and some gains in market share and

this prompted an upgrade to Overweight by JP

Morgan, though at the same time BA-ML downgraded

it to a Hold, given a view there is limited upside from

current levels at present. Credit Suisse also

downgraded its rating on the stock.

Credit Suisse has started to see some value in 

Stockland (SGP) following share price weakness

this year and so has upgraded to a Buy rating, while

UBS has similarly upgraded Wotif.com (WTF) to a

Buy rating on valuation grounds.

JP Morgan can no longer justify anything below a

Neutral rating on Woodside (WPL) following the

company’s sale of a stake in the Browse project, the

positive read through for valuation and the potential

of the project the transaction implies.

Downgrades

The Australian banks featured prominently this week.

ANZ Banking Group (ANZ) saw its rating cut by

both RBS Australia and UBS, the former to Hold.

Valuation and some emerging earnings headwinds

are the reasons for the change by RBS, while recent

strength has UBS suggesting now is time to take some

profits in the stock.

A strategic review of its UK operations by National

Australia Bank (NAB) was broadly as the market

had expected, but concerns about provisioning levels

were enough for JP Morgan to downgrade it to

Neutral. Deutsche made a similar move given its view

there remains some downside risk to earnings. 

Westpac (WBC) was equally not immune to

downgrades among the banks as UBS cut its rating to

Neutral, this also a valuation call given recent share

price gains.

Consolidated Media Holdings (CMJ) also saw

two downgrades (just as ANZ did), both to Hold by

Macquarie and Citi. Market speculation James Packer

will sell his stake in the group has driven trading of

late but as Citi notes, at current levels it is difficult to

justify the value the market is ascribing to the

company even allowing for some corporate premium.

DuluxGroup’s (DLX) proposed acquisition of 

Alesco (ALS) saw both RBS and JP Morgan move to

Neutral from Buy previously, RBS noting the move

would take some time to deliver a positive earnings

boost and JP Morgan seeing the current time as a

good one to pull back its rating given good share price

performance over the past year. Alesco was also

downgraded to Hold by Credit Suisse, given the

potential for corporate activity has the stock fairly

valued for this stage of the cycle.

March quarter earnings for Imdex (IMD) were

disappointing, especially given an upbeat update from

the company in February, so both RBS and BA-ML

downgraded ratings to Hold.

Credit Suisse made the same move on Super Retail

(SUL) for the same reasons, noting while the

company is a rarity in that it is a well performing

retail stock at present, share price gains suggest little

upside scope shorter-term.

SAI Global (SAI) also suffered at the hands of

brokers post revisions to earnings guidance. RBS, Citi

and JP Morgan all cutting ratings to Hold from Buy.

RBS suggests valuation now looks stretched given

revised earnings expectations, while JP Morgan is less

bullish given the stock is clearly being subject to

macro conditions at present.

Downgrades for the likes of Discovery Metals

(DML), AMP (AMP) and Goodman Fielder

(GFF), all to Hold, are also valuation driven calls,

while low volumes from a tough operating

environment and the ongoing threat of increased

competition have caused Citi to downgrade ASX

(ASX) to Neutral.

Changes to earnings forecasts (EF) in cents

per share
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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.

Anyone should, before acting, consider the

appropriateness of the information in regards to

their objectives, financial situation and needs and, if

necessary, seek professional advice.
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How to start a pension in your SMSF – part 2

by Tony Negline

The other week I began to explain the steps you need

to follow to start a pension and we got through steps

one to four. Today, let’s take a look at the remaining

five steps.

If you missed it, you can read the first part on our

website. To quickly recap:

Step one: Start the process at an arm’s length basis.

Step two: Examine your Trust Deed.

Step three: Identify why the pension is being paid.

Step four: Prepare a Product Disclosure Statement.

And now, let’s continue …

Step Five

In your role as a member, you need to formally accept

the trustee’s offer, which is contained in the Product

Disclosure Statement. You also need to detail what

dollar value of assets you would like to use to begin

the pension.

If this purchase price has to be rolled into your super

fund, then you’ve got to make sure your trustee knows

this. Are the proceeds coming from new

contributions? Will these contributions be subject to

tax when received by the trustee? Will tax be payable

on any unfunded super funds when received or from

an employment termination payment?

Who is initiating the rollover or transfer? If it’s your

trustee, then they’ll need authority from you to

request the rollover or transfer of funds from the

other super vehicles. The fund making the transfer

will demand to see proof from your SMSF that it’s a

complying super fund and the trustees want the fund

to retain this status. Special procedures are in place so

large funds can transfer money to SMSFs with

confidence.

Any special preservation rules that apply to the

transferring payments also need to be taken into

account. Sometimes it can take the transferring fund

a while before they get around to sending the money

through. This will mean your purchase price might

not be accurately known until the fund receives the

money.

You should also tell the trustee if the amount being

deposited in the fund is coming from an existing

pension.

When you tell the trustee what type of pension you

want, you may have to specify the level of income and

any relevant characteristics. For example, with an

account-based pension, the trustee should tell you

what minimum income is required from their income

stream in the Product Disclosure Statement. For

Transition to Retirement pensions, the trustee will

also have to nominate the maximum income. If you

have the ability to nominate your income then make

sure you tell the trustee what you want.

If you want your pension to continue after your death

to a specific person (called a reversionary pensioner)

then you must clearly specify who this is, their date of

birth and their relationship to you.

You must also tell the trustee what will happen to any

remaining account balance if you die. Will the trustee

be bound by a binding nomination? If so, what type?

What does the trust deed permit?

If you’re under 60 when the pension commences then

you must complete a PAYG Declaration so that the

trustee can withhold the right income tax from each

pension payment. (If you don’t provide this

declaration then a trustee would need to withhold
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46.5% income tax from each pension payment.)

Step Six

The trustee must check with you that they have

precise details of the pension.

Step Seven

The trustee should fully document the pension for its

own records.

The trustee should have complete documentation of

the pension’s characteristics such as the

commencement date, date of first pension payment,

how often pension payments will be paid and how.

Step Eight

The trustee must make sure pension payments are

made on time.

A good way to ensure this is a direct debit facility that

transfers the net of income tax payments from their

bank account to the member’s nominated bank

account.

Obviously trustees will need to make sure that they

always have sufficient cash to make the income

payments. Cash flow management becomes more

important once a pension commences.

Step Nine

The pension commences.

On this day the trustee should ensure that all relevant

changes are made to the fund’s financial accounts. As

this is the day that all earnings on the assets backing a

pension are tax-free, it’s important that you’re able to

clearly identify income or capital gains received by the

fund from this commencement date onwards.

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.

Anyone should, before acting, consider the

appropriateness of the information in regards to

their objectives, financial situation and needs and, if

necessary, seek professional advice.
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The week ahead

Australia

Monday 7 May: ANZ job ads report (April)

Monday 7 May: NAB business survey of conditions and confidence (April)

Monday 7 May: Retail trade figures (March)

Monday 7 May: Building approvals data (March)

Tuesday 8 May: Federal Budget

Tuesday 8 May: International trade figures (March)

Thursday 10 May: Employment/unemployment rate (April)

Overseas

Thursday 10 May: US Trade account figures (March)

Thursday 10 May: China trade (April)

Friday 11 May: US Producer prices (April)

Friday 11 May: China economic data, including inflation, production, investment and retail sales (April)

Company events

Tuesday 8 May: Oil Search (OSH) AGM

Tuesday 8 May: OneSteel (OST) EGM

Wednesday 9 May: Grange Reseources (GRR) AGM

Wednesday 9 May: Sigma Pharma (SPI) AGM

Thursday 10 May: AMP (AMP) AGM

Thursday 10 May: National Australia Bank (NAB) AGM

Thursday 10 May: Rio Tinto (RIO) AGM

Thursday 10 May: Caltex (CTX) AGM

Thursday 10 May: Anglogold Ashanti (AGG) AGM

Friday 11 May: Macquarie Group (MQG) AGM

Friday 11 May: Invocare (IVC) AGM

Don't miss this!

Tomorrow night, Tuesday 8 May, is the Federal Budget and the talk about town is that there are going to be

some changes to super. Already, we know the superannuation surcharge will be reintroduced, increasing the tax

rate in super for those earning over $300,000 from an employer. We'll find out more about this on Budget

night.

If you missed them, here are some previews of other super rules that have the potential to change:

Budget Preview: Five potential changes to the cap

Federal budget preview: make your super contributions now

Changes to superannuation and what they mean for SMSFs
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