
Issue 101, 16 July 2012

Short rally

Global stock markets have broken their downward trajectory with a rally, and Australia has joined in

on the action. But can this rally be sustained? I tell you what I think in today's note.

Also in the Switzer Super Report, the government has officially pushed back a ban on off-market

transfers between SMSFs and related parties, which is good news. Plus, we have our weekly broker

wrap and chart, and we look the 'buyer's market' in art and what you need to know before you head to

auction. Good luck this week!

Sincerely,

Peter Switzer
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A short stock rally kicking off today

by Peter Switzer

Despite all of the black clouds hanging over financial

markets (although they are fading), the triggers for

the stock market rallies from New York to Athens

were China’s 7.6% annualised economic growth rate

(which was the worst since early 2009) and an

earnings report from JP Morgan on Wall Street. Both

were better than expected.

A rally starts today on the local market, but has it got

legs?

Busy week

Well, it is highly likely we will see a few days of

positivity and undoubtedly US reporting and

economic data will have a big bearing on this

expected rally. It’s a huge week this week; have a look

what is due out:

In the US, there’s retail sales, manufacturing

in New York state, business inventories, the

Consumer Price Index, industrial production,

housing market index, housing starts, the

Beige Book of economic activity, existing

home sales, the Philadelphia Fed survey as

well as the leading indicators.

Crucial company earnings from Citigroup,

Coca-Cola, Goldman Sachs, Intel, Bank of

America, Morgan Stanley, Google, Microsoft

and GE.

Australian data takes a backseat, with

Reserve Bank of Australia (RBA) minutes,

new car sales and building activity data being

the most important.

Also the US Federal Reserve chairman Ben

Bernanke will speak and Wall Street analysts

will be looking long and hard for any hint

that QE3 (a third quantitative easing

package) is on the way. In fact, a bad week of

economic data could seal QE3 for the next US

monetary policy meeting.

Driving a rally

These are the known unknowns ahead, but it will be

the unknown unknowns – that is, the left field events

(from Europe in all likelihood) – that could determine

how long this rally lasts.

Undoubtedly it will end sooner than we want, but I

still see, on net, things to create the end of the bear

market are gradually happening and Europe is the

main game. This is because recent economic

weakness in both China and the USA can be sheeted

back to Europe’s leadership mistakes as well as the

economic consequences of these poor decisions and

comments.

Matt Sherwood, head of research at Perpetual doesn’t

give this rally too many legs.

“Nonetheless, the two month battle between growth

bears and value hunters is unlikely to be resolved

anytime soon as it appears hard for global growth to

lift much from here,” he insists.

Lucky 13

But it was a lucky Friday the 13th, where black meant

stock markets avoided the red. The markets of

Germany (+2.2%), France (+1.5%) and the UK

(+1.0%) led the gains, but the dodgy markets of

Portugal (+0.9%), Italy (+0.9%) and Spain (+0.5%)

were less convincing.

Against these rises, I liked Greece’s market putting on

3.6% and while I don’t want to read too much into it,

it could be a positive sign.

Europe’s impact on global growth will be the main

focus for stock markets between now and the end of

the year. If we get some surprisingly good company

reporting and US economic data (which I think could
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be challenging) then with the better China news,

markets could head up.

Right now, the impact of past economic news has

seen the Asian Development Bank cut growth

estimates for emerging Asia from 6.9% to 6.6%.

Emerging Asia is important for the global growth

story, with Europe, the USA, China and Japan

struggling, growth-wise, at the moment.

Key factor

The big watch for me is the bond yields on Spanish

and Italian bonds. If they come down, then Europe’s

leaders are cutting the mustard. If they manage this

culinary task, then it might be time for investors to

get back into the kitchen because the heat will be

coming down to a much more tolerable temperature

for those who are in cash.

Can we hope for lower bond yields? Well, we are

seeing them already, but it is early days. A recent €3.5

billion auction of Italian three-year bonds saw yields

fall to 4.65% from 5.3%.

This rally will be challenged, but we are getting closer

to that time when a rally will last and that’s when

stocks will surge.

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 consider the appropriateness of the

information in regards to their circumstances.
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SMSF off-market transfer ban delayed

by Tony Negline

The Government has officially pushed back the start

date for a ban on off-market transfers for

self-managed super funds, meaning SMSFs have until

1 July 2013 if they plan to make a transfer under the

old rules.

The ban – which would impact the sale of assets

between SMSFs and related parties as well as

in-specie contributions and benefit payments between

SMSFs and related parties – was meant to come into

force at the start of this financial year. However, with

no official legislation announced before the 1 July

2012 start date, SMSFs were left to assume the old

rules remained in force.

Treasury’s announcement via their website on Friday

confirmed that the ban would be delayed until next

financial year.

The change

The proposed change is that any asset transfers

between an SMSF and a related party of the fund

should occur through an underlying market; for

example, the ASX for entities listed on that exchange.

If a market doesn’t exist, then a valuation would have

to be provided by a suitably qualified independent

valuer.

In-specie benefit transfers and contributions involve

the change in ownership of an asset. In the case of

contributions, the market value of the asset is deemed

to be the contribution.

Similarly, the value of the assets is deemed to be a

benefit payment. Government regulators have

expressed the view that you can’t use in-specie

contributions to make pension payments, although

many super lawyers disagree with this. Laws are

always up to interpretation, but I’m not aware if this

restriction has been tested in the Administrative

Appeals Tribunal or a Court, so I suggest you abide by

the wishes of the regulators.

Evolution

When I first began working over 25 years ago,

in-specie contributions and benefits hardly ever

occurred. They first began to be seen in the early

1990s and these days are very popular and even quite

a few retail super funds allow some investors to use

them.

The policy change has come about because of a

recommendation of the Cooper Review – which was

handed to the Government in mid-2010 – and a

Government review of the Cooper Review, which said

that the change should be made because of the

“mischief (perceived or otherwise) of manipulation of

capital gains tax … or excess contributions tax.”

Putting to one side whether this comment is valid,

Minister Bill Shorten accepted this view and said in

September 2011 that all in-specie transfers would be

subject to these new rules from 1 July 2012. No one

could argue that we didn’t have sufficient warning

about this change. So why the delay?

Final legislation

Normally with proposed rules, the Government

releases draft versions so that unintended

consequences can be identified and removed before

the rules are finalised.

However, legislation to put this new rule involving

in-specie contributions or benefits into place hasn’t

been introduced into Parliament.

Since Shorten’s official announcement that the

Government would legislate, there has only been

official silence. I had heard and read several rumours
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about a potential delay to the start date of these new

rules due to legislative hurdles.

While the date has now been pushed back, I’m still

hoping the Government has found the drafting of

these rules too difficult and will quietly drop them.

Hurdles

This policy proposal apparently contravenes the

Corporations Act, which forbids anyone – or their

related parties such as their SMSF – from selling an

asset and then quickly buying that security back. This

policy proposal also has problems under the ASX

market integrity rules, which prohibits the false or

misleading appearance of active trading in a security.

Until these problems are sorted out, the current rules

continue to apply.

This means that when dealing with related parties,

you need to consider the super law arm’s length rule

(discussed here in detail) as well as the acquisition

from related parties rules (discussed here in detail).

You will also need to consider the contribution caps.

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 consider the appropriateness of the

information in regards to their circumstances.
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The broker wrap: 11 stock buys

by Rudi Filapek-Vandyck

The past week has been balanced in terms of changes

to stock ratings by brokers in the FNArena database.

Total Buy ratings now stand at 50.12% following 13

upgrades and 14 downgrades.

Upgrades 

Citi upgraded both ANZ Banking Group

(ANZ) and Commonwealth Bank (CBA) to

Buy due to attractive yields. Price targets were also

increased. 

Beach Energy (BPT) enjoyed an upgrade to Buy

courtesy of BA Merrill Lynch, with recent share price

weakness seen to have been excessive, with the

market overly pessimistic about the group’s Cooper

shale assets. BA-ML also upgraded Brambles

(BXB) to Buy as part of a resumption of coverage

given the combination of a defensive exposure,

balance sheet flexibility and valuation support. 

UBS continues to have a bias to leverage over safety

with respect to Australian building material stocks

and given this the broker has upgraded CSR

(CSR) to Buy. The change follows cuts to forecasts

and its price target to reflect soft housing numbers

and a weak aluminium price. 

However, Credit Suisse doesn’t agree leverage is the

key attribute for the sector and has downgraded CSR

to Sell following its market update. For Credit Suisse,

a positive rating doesn’t seem justified given the

downside earnings risk in the current environment.

Changes to stockbroker ratings in past week

Changes to commodity price forecasts have prompted

Credit Suisse to upgrade Evolution Mining (EVN)

to Buy. The upgrade is accompanied by adjustments

to earnings estimates, but the price target has

remained unchanged.

It is a similar story for Western Areas (WSA), with

Credit Suisse upgrading it to Buy following changes to

commodity price and forex assumptions. Earnings

estimates have also been revised, the result being a

cut in price target.
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As well, Credit Suisse has upgraded Incitec Pivot

(IPL) to Buy given potential upside from increased

ammonium nitrate capacity, which should be

absorbed by the market in coming years.

In contrast, Citi takes the view the earnings

downgrade cycle for Incitec Pivot will continue as

higher gas prices are increasing costs at the same time

as ammonium nitrate volumes are falling. Citi cut its

rating to Hold.

With Lend Lease (LLC) securing $2 billion in

equity for the Barangaroo project, BA-ML sees far less

risk with the project now than had been the case.

Some changes to its model have resulted in an

increase in price target and BA-ML has upgraded it to

Neutral.

Some contract wins by Matrix Composites and

Engineering (MCE) caused JP Morgan to lift

earnings forecasts and the price target for the stock.

With the shares now trading around the broker’s

estimate of fair value, the rating has been upgraded to

Hold.

Factoring in acquisitions has seen UBS adjust its

model for Stockland (SGP), as the deals should

boost growth even without an improvement in market

conditions. Its rating has been upgraded to Buy.

Downgrades

Tough operating conditions have caused RBS

Australia to factor in lower growth assumptions for 

Ansell (ANN), which pushed down its earnings

assumptions, price target, and its rating to Hold.

RBS has similarly downgraded its rating on Ramsay

Health Care (RHC) to Sell due to current earnings

multiples being seen as unattractive and the stock

trading above five-year averages. Changes to forecasts

for Iluka (ILU), given lower sales forecasts and a

deteriorating operating outlook, have also prompted

RBS to downgrade the stock to Neutral.

Credit Suisse has been active in downgrading ratings

as well, cutting BHP Billiton (BHP) to Hold as

changes to commodity price expectations have

impacted earnings assumptions. The price target for

the stock went south as well. For a similar reason the

broker has downgraded Caltex (CTX) to Hold, while

moving to Sell on Sandfire (SFR) and to Hold on 

Santos (STO).

Domino’s Pizza (DMP) continues to perform

solidly and to reflect this Macquarie has lifted its

earnings estimates and price target. But at current

levels, valuation multiples are less attractive, leading

the broker to cut its rating to Neutral.

Ongoing weakness in European markets in particular

and potential cuts to pathology fees may weigh on

earnings for Sonic Healthcare (SHL) according to

RBS, which downgraded it to Hold.

An increasingly competitive environment caused

Deutsche Bank to Telecom New Zealand (TEL) to

Hold. The change comes after the TelstraClear

acquisition by Vodafone, which is seen as evidence of

more aggressive action in the market.

Macquarie has cut UGL (UGL) to Neutral with lower

earnings forecasts and the price target reflecting a

slowing domestic economy and an associated lag in

resource related project work.

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 consider the appropriateness of the

information in regards to their circumstances.

08

http://www.switzersuperreport.com.au/assets/20120716_EF.jpg


Global stocks waiting for China to turn

by Lance Lai

Given all the turmoil in Europe, readers would have

probably expected that I update them on a European

stock market chart. The reason I haven’t is because

Europe is trading as expected. Similarly, the US chart

is trading nicely to plan from last Monday’s update,

bouncing off 1,330.

The Shanghai Stock Exchange chart on the other

hand has become interesting. There remains doubt

and scepticism regarding China – our largest trading

partner – because if China derails, we derail.

I am pleased to say though that the positives outweigh

the negatives comfortably at this point, so we are

going to have a ‘risk on’ week. Shanghai remains one

of the last major markets I’m waiting on to turn

around, but we’re nearly there.

The chart below has been updated from my last

mention of it on 20 June 2012.

Shanghai Stock Exchange

Now at 2,186. Target 2,424, (up 10.8%)

Positives

1) I identified the second and more major support of

2,134 back in June. This was threatened with a low of

2,153 on 12 July and appears to have bounced off this

low. The 12th is indicated on the chart with an arrow,

and was only 2 trading days ago.

2) Volume on 12 July was the highest since 4 June,

confirming that there is good support buying around

these lows.

3) Volume while low, has been slowly increasing as

the index falls, although it peaked on 12 July, which

was an up day. This suggests accumulation buying at

the lower levels.

4) Given my above positives, I fully expect we will be

in for a bounce this week in Shanghai.

5) The target level at 2,424 marked ‘T’ identified in

June remains in place. This is now 10.8% higher.

Negatives

1) First Support has been broken at 2,244. I was

hoping the market would stabilise and not go to this

level, which was 7% lower at the time. It in fact broke

it two days later. I count this a small negative that is

balanced out by the first positive point above.
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2) Major support is at 2,134, only 2.4% lower. This is

an important level. If this level breaks, then we will be

forced to focus on lower, and perhaps much lower

levels.

First level, market with an ‘l’ is at 1,995, or another

6.5% lower again. The importance of 2,134 can’t be

overstated, as a fall below this point will mean the

chart will have to try to re-establish a base between

2,134 and 1,665. This is in a range of 22%. A drop to

1,672 would take us back to 27 October 2008, post

Lehman Bros crash. I only give this negative scenario

a 20% chance, or less, but I do list it due to its

significance.

3) The 200-day moving average remains pointing

down.

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 consider the appropriateness of the

information in regards to their circumstances.
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It's a buyers market in art, but be wary at auction

by Alistair Bailey

Five bidders battled it out for 12 adrenaline-fuelled

minutes at Christies, New York, last month, and when

the gavel fell, Edvard Munch’s The Scream was

crowned the most expensive artwork ever to sell at

auction, netting a cool US$120 million (inclusive of

buyer’s premium).

Art history continues to be written in the major, and

increasingly minor, auctions, and it is easy to see why

such headlines draw the attention of the more

sophisticated investor.

Buyers market

But while some exceptional artworks are breaking

auction records, it’s generally a buyer’s market for

artworks at present.

Perhaps it was the cold, concerns over the eurozone

or simply inertia, but the Menzies auction in

Melbourne last month really failed to fire, despite

some good results. It was encouraging to see a new

auction record set for Angus MacDonald ($34,864)

and Adam Cullen ($27,000) for one of his now

infamous Kelly series.

The Tim Storrier (Lot 30) also performed well selling

for $146,272, however a number of good works were

passed in, including an excellent Rick Amor and a

fantastic Anthony Lister.

The sale did see the fourth Australian work to breach

the $1 million mark at auction, with the sale of Brett

Whiteley’s Sunrise, Japanese for $1.32 million – but

that was the same price as its 2009 outing.

The need-to-know

Collectables now account for up to 10% of portfolios

held by individuals with more than US$1.5 million in

investable assets, according to a recent report by a

wealth management firm in London. Of those holding

collectables, which the report goes on to describe as

‘treasure’, 85% hold ‘Fine Art & Sculpture’.

But if you plan to invest in art, there are some things

you should be aware of when buying and investing

through the auction markets.

Auctions, by their very nature, pray on the finer and

less desirable traits of humanity. The immediacy of

having to make a decision can be daunting. It is also
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an environment where the foolhardy or brash are

cajoled into spending more than they arguably need

too. Auctions play on insecurities, greed and pure,

and sometimes irrational, desire. Combine these

elements with scarcity, whether it be real or induced,

and you have a potent cocktail. The bidding for the

Scream saw the price rise by US$1 million with each

wave of the paddle – or blink of an eyelid.

One of the big criticisms of fine art as an asset is that

it is an opaque market. In the larger markets, the use

of Irrevocable bids, third party guarantees and similar

functions mean that catalogues have a series of

hieroglyphics that require an enigma code-cracker to

decipher, but all indicate there has been an inside

deal hatched to facilitate the sale of the item. In

Australia, these sorts of mechanisms are less evident

and largely left unpracticed.

The next point to consider is that auctions are largely

only going to be as successful as the works presented

for sale.

Shopping

The emergence of a Whiteley ‘fresh’ to market at the

Menzies auction in Melbourne last month should

have been a major draw card, however the work failed

to sell on the evening potentially because it may have

been ‘shopped’ around the market privately prior to

being consigned for the sale.

Understanding whether or not these works have been

‘shopped’ privately beforehand is important

information to have as an investor. I can recall in late

2007 being offered a major work at about $400,000.

The work was withdrawn from market and then

appeared at auction within four months. I spoke to

the auction house concerned and was told

categorically that my buyer would need to spend

$400,000 otherwise don’t bother bidding. We didn’t

and nor did anyone else for that matter as the work

was passed in.

Auctions also operate under the ‘caveat emptor’

clause, i.e. buyer beware. Now in their defence,

auction houses do an excellent job of allowing serious

buyers access to works and do ensure that their

condition reports are conducted by well-regarded

independent experts. However, if you enter into any

market that operates legally under buyer beware and

you are green to the market, then doing so without

expert advice is foolish and negligent.

When it comes to buying at auction for the first time

as an investor, you must consider those common

bedfellows of sound portfolio management –

research, market expertise and advice.

To do anything less is simply taking a punt because at

the end of the day, if you are the winning bid, then

you have decided to pay more than anyone else in the

room for that work. Having the compulsion and

necessary information to make this an informed

decision is paramount because you must always

remember the investment will always lie in the

quality.

Alistair Bailey is now based in London and is the

managing director for Art Equity’s UK office.

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 consider the appropriateness of the

information in regards to their circumstances.
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The week ahead

Australia

Tuesday 17 July: Reserve Bank Board Minutes (July)

Tuesday 17 July: New Motor Vehicle Sales (June)

Wednesday 18 July: Building Activity (March quarter)

Thursday 19 July: RBA Head of Economic Research speaks at the AEF

Friday 20 July: Import & export prices (June quarter)

Overseas

Monday 16 July: US Empire Manufacturing (July)

Monday 16 July: US Retail Sales (June)

Tuesday 17 July: US Consumer Prices (June)

Tuesday 17 July: US Industrial Production (June)

Tuesday 17 July: US Fed Beige Book (July)

Wednesday 18 July: US Housing Starts (June)

Wednesday 18 July: US Building Permits (June)

Thursday 19 July: US Leading Indicators (June)

Did you know?

I spoke to Michael Heffernan from Lonsec about the 10 stocks he would buy now for someone who may have

been sitting in cash and wants to get back into the market ahead of the next rally. Hear what he likes on Super

TV.
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