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Copping it

Local stocks are copping it today after the bad US jobs numbers dragged sentiment even lower. The

market was down by almost 10% in May, which means we're entering the correction zone and we'll

need Europe's leaders to get their house in order so that we can avoid a crash. In the meantime, let's

hope the Reserve Bank of Australia is smart enough to cut rates tomorrow.

In today's Switzer Super Report, we welcome Geoff Wilson from Wilson Asset Management. He kicks

off his first column with an introduction to Listed Investment Companies (LICs). We have our chart of

the week and broker wrap. Plus, we tip you off on how to save on your private health insurance, and fill

you in on the final ruling on borrowing in your SMSF. Hang in there, it's another bumpy week.

Sincerely,

Peter Switzer
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LICs are superior investments: Wilson

by Geoff Wilson

Twenty years ago, I read a research report that

showed how Listed Investment Companies (LICs) in

America had outperformed mutual funds by over 1.5%

each year since the 1940s. It changed my way of

thinking and I realised the best way to invest in a

portfolio of shares was through an LIC.

Since then, I’ve established a funds management

business using the LIC structure to deliver consistent

returns to our investors. Recent research from

Morgan Stanley Smith Barney reiterates the report I

read back in the 1990s. It shows that Australian

equity LICs have delivered a 144% higher return than

the broad Australian equity market since 1979, as

shown in the table below.

LICs vs the ASX

Source: Morgan Stanley Smith Barney

The LIC structure is a superior investment structure,

and can occasionally provide you with the

opportunity to buy $1 worth of shares for 80 cents – I

didn’t think that it was possible! At times people sell

things in the stock market for below what they’re

worth; it seems illogical, but it’s true. Some

investigation is warranted as to why, but often

‘quality’ companies can be bought at a discount to

their value.

What is a LIC?

A LIC is an equity fund: it is a professionally managed

share investment portfolio that is listed on a securities

exchange like the ASX. Like unit trusts, LICs are

pooled funds invested in a diverse range of shares.

Unlike unit trusts, LICs are incorporated as quoted

companies and instead of buying units in a fund,

investors buy shares in a company.

LICs are excellent investment vehicles that can give

exposure to a range of different investment

opportunities from Australia to China.

They are closed-end funds with a fixed amount of

capital. No one can buy shares in an LIC unless

someone else is willing to sell. This is the principle

difference with exchange-traded funds (ETFs), which

are open-ended, meaning new units can be created to

fill demand. Therefore the share price of an LIC

moves according to the rules of supply and demand

rather than as a direct reflection of the movement in

its underlying assets. Thus LICs often trade at either a

premium or a discount to the value of the assets they

own – their Net Tangible Assets (NTA). This can

create opportunities for investors.

It is this premium or discount that can make LICs

appear complicated. Most investors are familiar with

unit trusts, which quote their unit values every day.

Investors can buy or sell the units at the stated daily

NTA. With LICs, the variance between the value of

the LICs assets and its share price can offer a

significant opportunity.

Buying opportunities

In Australia, there are 57 LICs listed on the ASX with
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a value of $16.4 billion. Currently, at least 46 of them

are trading below the value of the shares they own,

creating a number of great value investing

opportunities for the astute investor. In a moment, I’ll

explain why there’s good reason to believe that many

LIC unit prices may soon trade at a premium.

The first investment trust was launched in the UK in

1868 by Foreign & Colonial. It planned to raise £1

million to invest in government stock of foreign

countries and colonial territories aiming “to give the

investor of moderate means the same advantages as

the large capitalist in diminishing the risk of investing

in foreign and colonial government stocks, but

spreading the investment over a number of different

stocks”.

Some good performers

The Australian LIC sector dates back to the 1920s.

The oldest investment company that is still listed is

Whitefield Ltd (WHF), which was incorporated in

1923. The largest Australian LIC started life in 1928

as Were’s Investment Trust Ltd. Now called the

Australian Foundation Investment Company Ltd

(AFI), it has assets of $4.8 billion.

Over the years, LICs have been floated on the ASX.

Some have grown and prospered – like Argo (ARG),

Milton (MLT), Kerr Nelson’s Platinum Capital (PMC)

and our group, WAM Capital Ltd (WAM), WAM

Research Ltd (WAX) and WAM Active Ltd (WAA).

Others have been taken over or returned their capital

to shareholders.

A bright outlook for LICs

The outlook for LICs in Australia is the brightest I

have seen in my 32 years working in the securities

industry. The sector is currently benefiting from two

major structural changes.

The first is the change to the Corporations Act in June

2010, allowing companies to pay dividends as long as

they are solvent. This change gives companies greater

flexibility with dividend payments.

The second significant structural change is the reform

of the financial planning industry. The abolition of

trailing commissions will remove a significant

impediment for financial planners recommending

LICs and other listed investment products (such as

ETFs) to their clients. LICs don’t pay trailing

commissions and for years financial planners have

had a significant financial incentive to recommend

managed funds over LICs. Thus, LICs have not fully

benefited from the significant growth in the funds

management industry that has taken place over the

last 20 years (from $157 billion in 1990 to $1,199

billion). The playing field will finally be level and we

are already seeing an increased level of interest from

financial planners in LICs.

Going up

Since these regulatory changes were first discussed,

the discount to NTA of a number of LICs has

decreased. I believe this will continue and may well

result in a large number of LICs trading at a premium

to their asset value.

Advantages of LICs at a glance

Highly liquid – listed on the stock market

Professionally-managed diverse portfolio

Superior performance – closed-end structure

Transparent portfolio and access to the

manager

Capital growth and income

Predictable fully franked dividends

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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Rules for buying property finally clarified

by Tony Negline

After months of speculation, the Australian Taxation

Office (ATO) has finally released its official ruling on

borrowing inside of super, particularly in regards to

property investments, providing investors with a

clearer outline of the dos and don’ts of super gearing.

The ATO’s ruling on super gearing, formally known as

a Limited Recourse Borrowing Arrangement (LRBA),

specifically relates to self-managed super funds

(SMSFs) and clarifies the details of the draft ruling

that was issued in September 2011. You can recap that

in my article New opportunities open for investing in

property.

If you’ve already geared inside of super, or are

thinking about such an investment, then you might

like to read the official document, SMSFR 2012/2.

The final ruling

So are there any significant differences between the

final ruling and the draft? In truth, nothing earth

shattering.

The ruling looks at LRBAs from the point of view of

real estate investments, but notes that many of the

issues raised might apply to other assets, such as

plants and equipment.

LRBAs entail a super fund borrowing money to

purchase an asset, which must be held in a special

type of trust (often called a Holding Trust) while the

loan remains outstanding. Further details about

LRBAs can be found in Borrowing and lending with

your SMSF.

Repairs, maintenance and improvements to

assets

Under the new super laws, an asset in the Holding

Trust can be ‘repaired and maintained’, but it can’t be

‘improved’ using borrowed money. In most cases –

especially real estate – the asset can’t be replaced.

So what’s the difference between an improvement and

repair?

An ‘improvement’ involves adding new or substantial

features or rights to an asset that substantially

increases the asset’s value or functional efficiency. So,

for instance, an SMSF would generally want to steer

clear of a ‘renovator’s delight’ because it would not be

able to use borrowed funds to improve the property.

Note: it’s a different kettle of fish if the SMSF doesn’t

need to borrow funds; in such cases, it can use

existing money to make improvements to a property.

On the other hand, ‘repairing’ an asset means the act

of fixing defects, damage or deterioration, including

the renewal of parts. A repair doesn’t imply a total

reconstruction. The repair may result in an

improvement to an asset, but only to a minor and

incidental extent.

As mentioned, assets held through an LRBA should

not be replaced. But in some cases, repairing an asset

may involve replacing it. Therefore, you should seek

specific advice to make sure you are taking the right

course of action before you repair or improve any

asset.

The situation can be summarised as follows:
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The differences between what constitutes a repair,

maintenance, improvement or replacement can be

highly complex. If in doubt, consider seeking good

advice before proceeding.

Off the plan property purchases

An SMSF can use an LRBA to invest in a property ‘off

the plan’, however, it can’t borrow to pay for the

initial deposit – this deposit must be paid for using

existing funds. Once construction of the property is

complete and it has been strata titled, the super fund

can complete the purchase using a super gearing

arrangement.

Real estate with more than one title

Ordinarily, only a single acquirable asset can be

purchased using an LRBA. (An exception to this is a

group of ‘like’ assets, such as shares. In such cases,

the assets in the Holding Trust must be the same and

have the same value.)

This creates an obvious problem for property that

involves more than one title. The ATO has now

confirmed that a super fund can purchase real estate

that involves more than one title only if the assets

can’t be dealt with separately.

If a vendor wants to deal with assets as a package or

the lender will only lend over a group of assets, but

the assets can actually be dealt with separately, then

this isn’t a permitted super gearing asset.

The bottom line

Some important points to note:

the ruling only covers LRBAs put in place

after 6 July 2010;

make sure you get good advice regarding

LRBAs from a lawyer who understands both

super and property law very well. LRBAs

involve a complex mix of trust law, property

law, State and Federal tax laws and the super

laws. You need someone on your side who is

experienced in all these areas otherwise your

documentation might be substandard.

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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Chart of the week: a buying opportunity lies ahead

by Lance Lai

The last time I spoke with Peter about the

all-important S&P 500 chart was on 10 May 2012,

when the theme of the interview was ‘Sell in May and

Go to Bahrain‘. And that’s exactly what I did.

So now that I’m back, do we buy again?

Chart update: the S&P 500

In my interview of 10 May (which I encourage you to

click on and review if you haven’t seen it), I had two

support levels for the S&P 500: 1,278, which was 5.6%

lower at the time, and 1,249, which was 7.7% lower at

the time.

The index has now hit 1,278 after dramatically falling

2.5% to close at 1,277 on Friday night. I have since

refined my levels, with a target on the downside of

1,228, which is 3.8% lower from where we are now.

The above chart is updated for Friday’s close from my

last appearance on Switzer. I have marked my 10

May appearance as ‘May 1,354′, and kept the small ‘s’

at 1,278 as Support and the large ‘S’ at 1,249. These

support levels are unchanged.

What I like about the chart

1) I actually disagree with the saying, ‘What goes up,

must come down’ because if it goes up steadily and

calmly, then it does not have to come back down.

Unfortunately, the S&P 500 was going up way too fast

– it was up 22.5% since the end of November 2011 at

1,160 on the chart to the high in March 2012 of 1,422.

When it does this, then it is TOO MUCH and ‘What

goes up in a ballistic fashion, MUST come down’.

Despite the dramatic falls on Friday night, to go up

22.5% in five months means we need to return to

some level of normal returns. That means falls are

needed and healthy if we wish to make those 22.5%

gains real and sustained for the longer term.

For now, we have a pull back to my first level of

support, 1,278, closing on 1,277.

2) The next level of support – the large ‘S’ – is now in

play at 1,249. Not only is this in focus, I fully expect it

to go through this level as I have a new target.

3) My new target is marked ‘T’ at 1,228. This is now

3.8% lower than previously.

For regular viewers and followers of my commentary,

you will know that when I have a target projected, I

expect the market to go there. This will make the falls

from the high of 1,422 a fall of 13.4%. Or from the

base of 1,160, a rise of only 5.8%. This is

reasonable. Should it pull back to this level, and I

expect it will (not so as to rejoice as there is further

loss of value in people’s portfolios), this would

represent a return to a level of normality from which

longer term sustained gains can be rebuilt.

Put another way, it represents an opportunity to buy

at much better levels if you did not buy earlier. Be

patient and wait for now.

What I don’t like
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1) The falls have only just begun. My previously stated

‘support’ level (being a large support at 1,249), is

expected to be broken. This is not good.

2) My target level is below the above mentioned

support. It would have been nice if the target was

closer to the second support.

3) A significant break of 1,228 without a decent

bounce back up will mean something uglier is afoot in

the macro economic situation. For now, the charts are

not indicating anything untoward. However, we do

need to be vigilant.

Important note: 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. Currently regards Shanghai, I am in a

cautionary observant position. Your utilisation of this

information needs to take into account the time frame

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.

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: five more Buy ratings

by Rudi Filapek-Vandyck

Changes to stockbroker ratings in the past

week

Upgrades to broker ratings outweighed downgrades

by a total of nine to six over the past week, bringing

total Buy ratings to 49.28%, according to the eight

brokers in the FNArena database.

Upgrades

Among the upgrades was AGL Energy (AGK),

upgraded to a Buy by Citi as part of a resumption of

coverage following the Loy Yang A acquisition. The

deal is earnings accretive, adds more energy to AGL’s

portfolio and reduces supply risk, all of which are

positives in the broker’s view.

Citi also upgraded Centro Retail (CRF) to Buy,

reflecting not only recent relative underperformance

but some company specific positives. These include

the settlement of class action litigation and solid asset

sale results and imply the stock now offers better

value and a less risky proposition.

A solid full-year earnings result from Programmed

Maintenance Services (PRG) was enough for Citi

to upgrade it to a Buy, with the key to the more

positive view being greater stability in earnings

following restructuring efforts over the past few years.

There is also value on offer according to Citi given an

attractive earnings multiple and dividend yield.

Improved valuation was behind Citi’s decision to

upgrade Sigma Pharmaceutical (SIP) to Buy.

Over the past month Sigma shares have fallen around

12%, enough to make the stock look relatively

attractive to Citi again.

For similar reasons, JP Morgan has upgraded 

Ausenco (AAX) to Buy, noting that the stock has

lost around 20% over the past month to the point

where the shares now offer “compelling value”.

JP Morgan also upgraded ANZ Banking Group

(ANZ) to Neutral, reflecting recent relative price

moves among the major banks. While the sector is

likely to struggle from a lack of credit growth in the

medium-term, the broker has lifted its ANZ rating

while downgrading National Australia Bank

(NAB) to Underweight from Neutral on respective

share price changes.

JP Morgan’s earnings estimates and price targets

have been adjusted across the banking sector, while

Macquarie has upgraded Suncorp Group (SUN) to

Neutral. This reflects improved valuation from recent

share price weakness, while the broker also sees

potential longer term benefits from further cost

efficiencies.

RBS Australia has upgraded CSG (CSV) to Hold on

news of the sale of its Technology Solutions business.

The sale is viewed positively because it allows for a

better focus on the remainder of CSG’s operations,

while also opening up the potential for a special

dividend to shareholders. The price target was also
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lifted on the news.

Deutsche Bank has upgraded Monadelphous

(MND) to a Buy given a solid earnings growth

outlook, despite a trimming in price target. The

attraction of MND for Deutsche is the group’s level of

contract sales and exposure to projects unlikely to be

deferred, which in the broker’s view means the stock

is being undervalued at current levels.

Downgrades

Turning to the downgrades and RBS Australia has cut

its rating on Acrux (ACR) to Hold on valuation

grounds as the stock has gained 25% since the

broker’s last report.

Echo Entertainment (EGP) was also downgraded

to Neutral by JP Morgan after a trading update

implied a tougher outlook for some of the group’s

casino operations. While forecasts and price targets

have been lowered, JP Morgan continues to see some

downside risk to earnings.

Transurban (TCL) has been downgraded to Hold

by BA Merrill Lynch due to the valuation impact of

the pushing back of the M2 completion date, a toll

freeze on the same road and softer than expected

traffic numbers. BA-ML says the stock is very yield

sensitive and the changes to its model generating a

slight cut in dividend expectations support the

downgrade.

The only stock to be downgraded by two brokers in

the past week was Sims Group (SGM), cut to Sell

by both Macquarie and BA-ML. The changes come

after a trading update included weak earnings

guidance, and both brokers suggest that share price

outperformance is unlikely in the currently difficult

trading environment.

Note: FNArena monitors eight leading stockbrokers

on a daily basis and the tables below are based on

data analysis from the week past concerning these

eight equity market experts. The eight experts are:

BA-Merrill Lynch, Citi, Credit Suisse, Deutsche Bank,

JP Morgan, Macquarie, RBS and UBS.

Changes to earnings forecasts (EF) in cents

per share

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. Any

individual 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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Act now to save on private health cover

by Paul Rickard

This has nothing to do with super. However, as it is a

one-off opportunity that will affect many of you, and

you only have 26 days or less to act, I trust you will

forgive this deviation from the norm. I saved over a

$1,000 by pre-paying my private health insurance for

next year and accessing the tax rebate (offset) now –

and many of you will be in the same position.

I was pretty sceptical when I first heard about this

some weeks ago and I didn’t give it too much more

thought. However, now that I’ve checked with my

health insurer, paid the lower premium, and

established the basis that makes this possible, it is

time to go into print.

What are you saving?

The basis goes back to an ATO Interpretative Decision

(ATO ID 2004/713) that says a taxpayer is entitled to

the 30% private insurance tax offset for premiums

paid that cover the taxpayer for an income year other

than the current year. The tax offset is being

abolished for many taxpayers from 1 July, so this

means that you can prepay next year’s private health

insurance now and apply the offset to effect a reduced

premium – potentially a saving of up to 30%!

The changes

The private health insurance rebate is being means

tested from 1 July, which means eligibility will depend

on your income and age. The following table sets out

the new rebates:

Private Health Insurance Rebates – from 1

July 2012

 * The family thresholds increase by $1,500 for the

second and each additional dependent child.

The definition of income

As always, ‘income’ is not straightforward. Income for

the rebate is your taxable income, plus reportable

fringe benefits, plus reportable super contributions

(amounts your employer pays in excess of the 9% and

salary sacrifice amounts, or if self employed, amounts

you claim as a tax deduction) plus net investment

losses. The latter includes losses on borrowing money

to invest in shares, or from investing in negatively

geared properties.

For example, if you are single and your taxable

income is $100,000, you salary sacrifice $15,000 into

super, and you make a loss of $20,000 on an

investment property, your ‘income’ for calculating

eligibility to the rebate is $135,000 – you aren’t

eligible!

And the Medicare Levy Surcharge

If you don’t have private hospital cover, you may be

liable to pay the Medicare levy surcharge. Again,

‘eligibility’ is based on income, using the same

definition above. The thresholds are:
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* The family thresholds increase by $1,500 for the

second and each additional dependent child.

Note: while eligibility to pay the levy is based on the

broader definition of income described above, the

actual levy is only applied to your taxable income and

reportable fringe benefits. That said, in addition to

any health benefits, it will still make financial sense

for most moderate to high-income earners to hold

private health insurance.

How to prepay your health insurance

You need to act quickly because the Health Insurance

Funds may impose early cut-offs. Contact your fund.

The starting point for me was to complete and return

an ‘Application to receive the Federal Government’s

30% Rebate as a reduced premium’ form, obtain a

quote, and then make the payment. There is a little bit

of a process, however, I’m not complaining – over

$1,000 saved give or take a bit of foregone interest is

worth doing. I won’t have this opportunity next year.

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. Any

individual 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 4 June: Key business indicators (March quarter)

Monday 4 June: TD Inflation gauge (May)

Monday 4 June: Job advertisements (May)

Tuesday 5 June: Reserve Bank Board (RBA) interest rate meeting

Wednesday 6 June: Economic growth (March quarter)

Thursday 7 June: Employment/unemployment (May)

Friday 8 June: Housing finance (April)

Friday 8 June: Speech by RBA Governor Glenn Stevens to the American Chamber of Commerce

Overseas

Monday 4 June: US Factory orders (April)

Tuesday 5 June: US ISM services (May)

Wednesday 6 June: US Beige Book of economic activity

Thursday 7 June: Testimony on economy

Friday 8 June: US Trade figures (April)

Friday 8 June: Chinese economic indicators (May)

Did you know?

You have four weeks until the end of the financial year to get your self-managed super fund in order. If you

missed them, make sure to read through Andrew Bloore's checklist of things you need to complete now to make

sure your tax return is as tax effective as possible.

End of financial year checklist: part 1

End of financial year checklist: part 2
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