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Congratulations Europe

The Greeks have voted for the party that will allow them to stay in the eurozone, Spain's banks have

been offered a bailout, the UK is supplying cheaper funding to its banks to stoke growth, and the new

French government has won the majority in the National Assembly – it looks like Europe is finally

pulling itself together and the markets have taken note! I talk about what's ahead for the market in

today's report.

Also in the Switzer Super Report, Paul Rickard tells us about a once mighty company that has fallen

out of the ASX100, and he also spotlights those that are climbing the ladder. Plus, Rudi

Filapek-Vandyck brings you our weekly broker wrap of Buys, Sells and Holds, and Tony Negline

explains how to apportion your SMSF earnings and deductions for tax season. Have a great week!

Sincerely,

Peter Switzer
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Europe finally does right by stocks

by Peter Switzer

Another milestone in my ‘muddle-through thesis’ for

the global economy and the financial markets was

reached over the weekend. Regular readers know I’ve

been punting on gradualism as the cure for the global

financial crisis (GFC) mess and over the past two

weeks we’ve seen Europe make some long overdue

good decisions. However, there’s still a long way to

go.

Turning tide

Last week we saw Spain’s banks offered a bailout plan

and now the Greeks have voted for the party that will

keep it in the eurozone. In addition, French president

François Hollande’s Socialist Party gained the

majority in the French parliament, which is a

development that is a plus for the forces arguing

against the German demand for excessive fiscal

discipline.

Right now the pendulum has swung too far to the

fiscal-discipline approach to policy and this needs to

come back towards more pro-growth policies so jobs

can be created and taxes are paid to reduce the debts

shouldered by the likes of Portugal, Ireland, Italy,

Greece and Spain (PIIGS).

Wall Street anticipated a favourable election outcome

with the Dow up 115.26 points, or 0.91% to finish at

12,767.17. The index put on 1.7% for the week and 3%

for the month but has shed 3.37% for the quarter. So

the question is, have we turned the corner?

What’s next?

Well, if the Greeks had played the extreme socialist

card, we would be collapsing today on stock markets.

One interesting development on the Dow was the fact

that on Friday the index beat its 50-day moving

average for the first time since early May and so we

have to hope we see a few more of these ‘beats’ as it

could be a precursor to some good times ahead.

Also helping stocks, as a kind of second-rate plus, is

the fact that central banks were ready to spin out

liquidity if the Greeks voted against the euro. In a

perfect world, I would like to see the US recover

without a third quantitative easing package (QE3).

More stimulus wouldn’t have been on the agenda if

Europe had dealt with its debt issues in a more timely

way.

The latest economic signs out of the US say its

recovery is slowing, with industrial output,

manufacturing in the state of New York and consumer

sentiment figures, all out last Friday, looking pretty

disappointing.

Against that, the VIX, or fear index, fell to 21 and this

says that share buyers are becoming less spooked,

which is extraordinary considering what has been

happening lately.

I know the EU has some of the world’s greatest slow

learners when it comes to constructing policies to

help economic activity and the stock market, but

compared to last September there has been progress.

The Poms are set to increase their money supply to

the banks by £100 billion with the goal of getting

banks lending to business and consumers. And the

next big challenge will be the likes of the French

president mustering support from other EU leaders to

lean on the Germans to ease up on their fiscal

austerity demands on the PIIGS.

Opportunity knocks

We are muddling through in the right direction,

although at a slower than desired pace, and that

explains why our stock market has been

disappointing. But there will be a breakout in the
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future and stocks will soar and that’s why I’ve been

arguing that the bad times for shares can be a buying

opportunity.

I expect a surge in stock prices this year, probably in

the last quarter, but I will take it earlier if it happens

to turn up – although I don’t think there is enough

going right just yet.

That said, I congratulate the Greeks and the

Europeans, and I don’t do that often.

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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Another nail in coffin for once mighty company

by Paul Rickard

Changes were made to Australia’s key share market

indices after the close of trade on Friday, with a once

leading company falling out of the top 100.

Every calendar quarter, S&P reviews the constituents

of each index and, based on changes in free-float

market capitalisation, adds or removes companies.

The interesting point about this set of changes is that

it puts yet another nail in the coffin for ‘CSR’ – once a

top 10 company that is now out of the ASX100!

CSR’s demise follows a continuing decline in its share

price and its recent announcement to suspend the

franking of dividends. Now a shell of its past glory, it

is largely a manufacturer of building products – gone

is the sugar, the timber and other products in what

was probably Australia’s first true conglomerate. How

the mighty have fallen!

How this impacts you

Index changes matter to investors because, over time,

index fund managers adjust their portfolios by buying

into companies joining an index like the ASX100, or

selling out of companies that leave an index. Some of

the larger so-called ‘active’ institutional managers

also take note because they are often forced to hug the

index due to the risk of underperforming the

benchmark. Further, analysts initiate or cease

coverage based on companies that are in certain

indexes. All these factors can lead to changes in the

natural ‘demand’ for a stock.

Index changes in June

Companies to watch

The most important changes are to the S&P/ASX200

Index because this is the benchmark index used by

most index funds, including exchange-traded funds

(ETFs). Focusing on the additions, a brief review of

the new companies is detailed below (consensus

forecasts courtesy of FNArena).

Cardno Limited (CDD)

Cardno is a professional services firm, which provides

engineering and environmental services to

infrastructure projects and operations encompassing

building and property, coastal and marine, transport,

mining, urban development and water services.

Headquartered in Brisbane, Cardno has more than

6,500 employees and operates in 85 countries.

This company has been one of the better performers

in the market, rising from around $5.00 in Dec/Jan

to close at $7.50 on Friday. Consequently, the market

price is above the consensus target price of $7.06.

Two brokers still rate it a ‘buy’, one an ‘outperform’,

and one a ‘neutral’.

Other key data for Cardno:
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M2 Telecommunications (MTU)

Like Cardno, the M2 Telecommunications Group has

had a fairly impressive run up in share price,

notwithstanding a recent entitlement issue to fund

the acquisition of Primus Telecom. M2 is Australia’s

largest network independent telecommunications

provider, offering fixed line, mobile and data

communication services specifically tailored towards

small to medium businesses. Brands include

‘Commander’ and ‘iPrimus’.

While only a handful of brokers currently research

M2 (this will no doubt change), the consensus seems

to be that Primus is pretty close to the

valuation/target price. Acquisition risk, and the

prospect of increased competition under the National

Broadband Network (NBN) have led the market to

hose down their ratings to ‘hold’ territory.

Key data for M2:

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: stocks to buy and sell

by Rudi Filapek-Vandyck

Changes to stockbroker ratings in the past

week

It was a quiet week for changes to stock ratings with

the eight brokers in the FNArena database upgrading

just three recommendations while downgrading five.

Total Buy ratings now stand at 49.31%.

Upgrades

Credit Suisse was responsible for two of the upgrades,

lifting ratings on both OrotonGroup (ORL) and 

QBE Insurance (QBE) to Buys. For Oroton, the

upgrade is a valuation call and comes on the back of

recent weakness in the company’s share price. This

weakness is giving investors the change to acquire a

quality retailer at a more attractive price in the

broker’s view.

For QBE Insurance, the value on offer is also

improving, while premium rate rises are starting to

flow through and balance sheet pressures for the

group are also easing. Benign weather is also helping

the investment case for QBE at present, according to

Credit Suisse.

Seven West Media (SWM) was the other upgrade

for the week, with Citi lifting it to a Buy. A tough

operating environment means things could get worse

before they get better, causing Citi to adjust earnings

estimates and its price target.

While there is scope in Citi’s view for Seven West to

make a rights issue to address balance sheet concerns,

the broker argues the share price is already factoring

this in and value is thus seen as attractive at current

levels.

Downgrades

On the downgrades side, Macquarie has cut its rating

on Cabcharge Australia (CAB) to Sell, reflecting

the potential for earnings to be impacted if credit card

surcharge levels are capped, as might be the intention

from authorities in Australia. Its price target has been

cut to reflect the potential earnings impact, while the

uncertainty leads Macquarie to suggest the shares are

more likely to underperform.

Deutsche Bank has downgraded Cochlear (COH) to

Sell on market share concerns stemming from the N5

recall and the impact this has had on the company’s

reputation in the market. Earnings will slip in fiscal

2013 in Deutsche’s view and the stockbroker has cut

its forecasts and price target to reflect this

expectation.

While the announcement of a capital raising by Echo

Entertainment (EGP) has caused Credit Suisse to

adjust its earnings forecasts and price target, it is

recent share price appreciation that has caused the

broker to downgrade it to a Sell. The gains of late

make the stock too expensive in the broker’s view

(even though the cause is takeover speculation).

Credit Suisse has also downgraded Specialty

Fashion (SFH) to Sell given the expectation that

ongoing retail headwinds will impact earnings for

some time.

Fletcher Building (FBU) has some franchise

strength in New Zealand that probably deserves a

premium multiple in the view of UBS, but a review of
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the broker’s model sees earnings forecasts cut

through fiscal 2013.

The changes mean a reduction in price target and

given few signs yet of any cyclical upturn, UBS has

downgraded it to a Neutral.

Changes to earnings forecasts (EF) in cents

per share

Note: FNArena monitors eight leading stockbrokers

on a daily basis: 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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Apportioning expenses for tax deductions

by Tony Negline

Several weeks ago my fellow Switzer Super Report

commentator, Jo Heighway, discussed the important

issue of claiming expenses in your self-managed super

fund (SMSF). You can re-cap on her article here.

With the end of the financial year less than two weeks

away, many of you will be thinking about what your

fund can and can’t claim. Something many of you will

need to think about is apportioning your fund’s

expenses. This will be particularly relevant if one

member of your SMSF is receiving a pension while

another is still in the accumulation phase.

Don’t claim this

But before I discuss this, I need to point out one thing

your fund definitely can’t claim, and that’s costs of a

capital nature incurred by your SMSF. For example,

any expenditure on acquiring an asset is not allowed

as a tax deduction.

Deductions and pensions

The first point to note is that the tax deductibility of

expenses in super funds is made more complex if your

fund pays a pension.

If your fund does nothing more than pay a pension,

then it can’t claim any administration costs or

professional fees as a tax deduction because it doesn’t

pay tax on that income.

But what happens when your fund has both

pre-retiree and pension money in the fund?

Well, this actually depends on the type of expenditure

you hope to claim. Tax Ruling 93/17 details what the

Australian Taxation Office (ATO) thinks should occur.

It says, “expenditure incurred in gaining or producing

exempt [pension] income only is not deductible.”

However, any expenditure that is used partly for

pre-retiree and exempt [pension] income must be

‘apportioned’ or shared out.

How to apportion your expenses

The ruling provides two methods of apportionment:

1. Ratio approach: this is used if a distinct or

severable part of the fund’s expenditure is devoted to

gaining or producing tax assessable income. This is

the ATO’s preferred methodology for distributing

expenses between pre-retiree and pension income.

2. If it’s not possible to use the ratio approach, then

another fair and reasonable approach must be

adopted. TR 93/17 proposes two other possible ways

of apportioning expenses:

Expenditure to produce investment income

only:

Expenditure   x   ( Assessable investment

income ÷ Total investment income )

General administrative expenses that apply

to the whole of the super fund:

Expenditure   x   ( Assessable income ÷ Total

income )

Note: Total income means income from accumulation

assets and from pension assets.

The ruling goes on to stress that the apportionment of

expenses isn’t necessary for the costs incurred in

gaining contributions made to a super fund. Although

there have been many changes to the super and

related tax laws since this ruling was released, the

ATO has said it believes this view still applies. In ID

2012/47, released in late May 2012, the ATO stated

that:
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“A complying superannuation fund can deduct

amounts incurred in obtaining all ‘contributions’,

including non-assessable contributions (for example,

contributions which the contributor cannot deduct

…). That is, … it is not necessary for a fund to consider

whether a particular contribution is assessable

income, or is assessable income only in part.”

In a Private Binding Ruling (No. 1011710391051

published in April 2011), the ATO said the cost of

managing the tax affairs of a super fund can also be

used as a full tax deduction.

It said in another Private Binding Ruling (No. 17651)

that the following expenses are allowed as deductions:

Electricity

Telephone calls

Internet expenses

Car expenses incurred for travel to your

financial planner, bank and accountant

deductible

The decline in value of a computer that is

utilised for managing the fund’s assets

The decline in value of software that is

utilised for managing the fund’s assets

I will discuss how to apportion these expenses next

week, especially in regards to situations where trustee

costs might be intermingled with your own personal

expenses.

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

June 19 RBA Board minutes from the 5 June meeting.

June 20 Speech by RBA official Tony Richards, Head of Payments

June 20 Dwelling starts (March quarter)

June 20 Population data (December quarter)

June 21 Census data 2011 released

June 21 Reserve Bank Bulletin

Overseas

June 19 US Housing starts (May)

June 19 US Federal Reserve meeting

June 21 US Leading index (May)

June 21 US Existing home sales (May)

June 21 US Philadelphia Fed index (June)

Did you know?

The Switzer Super Service can help you set up and administer your self-managed super fund. Find out more at 

switzersuper.com.au.
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