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Welcome to our final edition of The Investing Times for 
2014. With everything that has gone on in the world 
it’s hard to believe that our market is virtually back to 
where it started at the beginning of the year. The  
S&P/ASX200 commenced 2014 at 5,352 points 
before climbing above 5,650 points in September 
- however at the time of writing, the market had 
fallen back to 5,282 for a -1.3% result over the 2014 
calendar year. 

If you compare this to the S&P 500 Index in the US 
and the MSCI World Index (unhedged) which put on 
11.4% and 11.3% respectively, the performance of the 
Australian share market is certainly nothing to write 
home about. 

However, what investors should take into account is 
that the S&P/ASX200 Accumulation Index (that is, the 
index including dividends), has returned a whopping 
23.7% over the past two years. If you were told two 
years ago that the Australian component of your 
portfolio was set to return this amount, chances are 
that most investors would have jumped at it – this 
return is excellent under any circumstances, let alone 
in an uncertain economy which it was at the time, and 
arguably still is. 
 

our two-speed share market

Despite the impressive index returns from the 
Australian market over the past two years, investors 
could either have significantly under or outperformed 
depending on stock selection. If we generalise for a 
moment, chances are that investors who have been 
overweight in high-yielding, top-quality companies 
(eg, banks, big healthcare names, utilities and telcos), 
would have done exceptionally well. Those who were 
overweight in materials, resources and mining services 
have undoubtedly felt the pinch as our previous two-
speed economy (during the mining boom) has created 
a two-speed share market (on the reduction in mining 
activity), relegating mining and related industries to the 
slow lane. 

This two-speed market has created a plethora 
of potential value investments, but the danger is 

sentiment could easily push these stocks down further 
so we need time before attractive valuations can be 
split-out from the value traps out there. 

On the flip side, the banks and a number of other 
high-yielding stocks have caused many experts to 
claim that some of these companies are trading at 
above their intrinsic values due to the continued chase 
for yield in the low-rate environment. However, share 
prices over a short-time period don’t always make 
sense – and nor do they necessarily need to. Focusing 
on the current state of the economic environment 
and how the particular landscape is helping to drive 
particular assets in one direction or another, is what is 
important. An assessment then needs to be made on 
whether the economic landscape is set to change in 
the near future, and if so, will this change where the 
money in our market is being directed? 

The situation here, is that interest rates in Australia 
will remain low throughout the course of 2015 and 
they may in fact move even lower during the year. As 
such, the high-yield theme is likely to continue in 2015 
and the fast lane looks set to accelerate even further 
ahead.  

in this issue

In our last edition of The Investing Times for the 
year, Ali Cain discusses the different paths Central 
Banks are taking and what the divergence means for 
markets.

Mark Sullivan revisits the Future of Financial Reforms 
(FoFA), and Simon Bridgland takes the controversial 
view that emerging markets may not actually be as 
volatile as most people would have you believe.   

Finally, on behalf of all our contributors at The Investing 
Times, we would like to take this opportunity to wish all 
our readers a safe and happy Christmas, and wish you 
all profitable times ahead in 2015 and beyond. 

As always, we welcome any feedback or questions 
that you may have for any of our writers.  

The home stretch

Philip Pezzi, Head of Accounting and Business Advisory, Shadforth Financial Group.
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Emerging markets – not as volatile as you think? by Simon Bridgland

not as voLatiLe as you may think 

In the eight months to end of August 2014, the MSCI Emerging Markets Index jumped 8.5% versus the 
MSCI World Index, which gained just 5.3% over the same period. As the Ukraine and Russia conflict 
subsided, markets were given a shot in the arm with the European Central Bank (ECB) and US Federal 
Reserve providing reassurance that interest rates would remain low. 

Investor faith in the central banks was short-lived, as concerns re-emerged that interest rates may be 
lifted sooner rather than later, causing global share markets to effectively wipe-out eight months of gains 
over just a five week period. 

 
outLook For emerging markets

We continue to hear just how volatile emerging markets have been and are likely to remain into the 
future, amid growing speculation that the US will lift its official interest rates in 2015, combined with a 
continued and gradual slowdown in the Chinese economy.  

While acknowledging that China’s economy has slowed, China’s all-important policymakers are 
seemingly in sync with investors and we are hopeful growth rates will not slow significantly below current 
levels. Both at corporate and governmental levels, economic fundamentals in wider emerging markets 
continue to gradually improve. 

Policymakers are also increasingly aware they are in fierce competition for more expensive global 
capital, triggering a raft of structural reforms within larger emerging economies such as Mexico and 
India. Unlike the US, corporate earnings in emerging markets remain rather lacklustre, and a recovery is 
yet to take shape. However, profitability is gradually improving, as are operating margins and earnings. 
Emerging market companies have focussed heavily on balance sheet strength and investors will view this 
change in attitude and more responsible financial management as a step in emerging markets maturity. 
Even more pleasingly, the biggest turnaround in balance sheet strength has been for those countries 
encountering the toughest of conditions. Investors will be looking for better profit margins and more 
consistent and robust earnings growth. 

Whilst the comparison with corporate US is probably harsh given the level of quantitative easing 
employed by the Federal Reserve, nevertheless, it continues to be the benchmark. 

 
voLatiLity 101

Markets which are more vulnerable to asset price movements are usually the smaller, less liquid markets 
and these markets are of often susceptible to capital outflows over the short-term. Generally speaking, 
emerging markets fit into this category and are prone to heightened volatility. 

With that in mind – and this may come as a surprise – volatility in financial markets, particularly within 
emerging markets, should not be cause for investor trepidation or panic because emerging markets as a 
whole haven’t been as volatile as they first seem – depending on how you interpret the data. 

A broadly used measurement of volatility in financial markets is the tried and trusted beta. 

The beta of the MSCI Emerging Markets Index over the three calendar years to 31 December 2013 was 
1.22. This number is quite clearly greater than 1.0 (market neutral) and, therefore, it absolutely fits into 
the ‘more volatile’ bucket. 

However, the major economies which make up the bulk of the emerging markets index; often referred to 
as the BRIC economies are Brazil, Russia, India and China. Together with South Korea and Taiwan, these 
six economies hold a dominant and concentrated position, accounting for 71% of the emerging markets 
index. 
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Emerging markets – not as volatile as you think?

To draw a familiar comparison, the Australian market is dominated by the big four banks, accounting for nearly 28% of the S&P/ASX 200. To 
decrease concentration risk in our market, what should investors do? They should move away from banks and diversify into other Australian 
companies! 

With the BRIC economies dwarfing our S&P/ASX 200 index by some 250%, what do you think emerging market investors could do? You 
guessed it, diversify into other emerging economies! 

Whilst the big four BRIC economies have an average beta of more than 1.0, an astounding 15 of the remaining 18 countries that make up 
the emerging markets index have a beta of less than 1.0. So, don’t you think it makes sense to diversify into these other economies wherever 
possible? 

 

Source: Emerging Global Advisors

 
The arguments against diversifying into these smaller economies are generally: 

a) The smaller countries are too risky; and

b) Low beta assets generally underperform. 

If you consider the first argument, yes, investing in emerging markets carries risks, just as every other investment in your portfolio does. But as 
we all know, one of the first rules one learns in investing is that, “you never put all your eggs in one basket”. Emerging markets are no different.

Just as most investors tend to do with small cap investments in the Australian market, the same approach should apply to investing in emerging 
markets, with sensible allocations based on your appetite for risk and regard for diversification. 

In terms of the ‘low beta underperforming’ argument, that’s not necessarily true. 

Lower beta assets tend to lose less in a declining market and, therefore, when the market eventually turns around, the starting base is higher 
and these assets have less distance to recover until the breakeven point is reached. 

Don’t take our word for it, do the sums yourself. 

As stated previously, the main cause of volatility is likely to be speculation surrounding the timing of interest rate hikes by the US Federal 
Reserve. Rather than this being a cause for concern, investors should step back for a second to get a better understanding of what this actually 
means. 

We expect that an eventual interest rate rise in the US would be tied to a sustainable recovery and the US Federal Reserve’s confidence that the 
ongoing recovery would not falter in a higher interest rate environment. In turn, a sustainable recovery, even if interest rates are higher, should 
spur global demand and benefit the export-driven emerging and developing economies.

continued from page 2

continued on page 4
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Simon Bridgland, Editor of The Investing Times and Research Analyst.

continued from page 3

are emerging markets priCed attraCtiveLy?

Whilst emerging markets are not trading at cheap levels on a historical basis, we believe that emerging markets are one of the better priced indexes 
at these levels, albeit, a riskier proposition than most developed markets.

Emerging markets are currently trading at about 12 times current earnings, compared with global equities trading at 16 times current earnings. On 
this measure, emerging markets would appear to be about 25% cheaper than non-emerging markets. 

                   

                 Source: Bloomberg

 
When measured against the S&P500 Index in the US and the S&P/ASX200 in Australia, both trading at 18 times current earnings respectively, 
emerging markets also appear attractively valued on a relative basis. What might surprise many investors is that based solely on a price-earnings 
ratio, the Australian market is marginally more expensive than the US. Given the recent bull market we have seen in the US, this paints a relatively 
bleak earnings picture for Australian companies. 

aCCessing the emerging markets

There are several high-quality investment managers that offer retail investors access to emerging markets. The manager has proven the worth of 
their processes over the long-term, consistently beating the index return over 3, 5 and 10 year periods.

Global allocation of this Fund Manager  

 

           Source: Morningstar 

 
One of the characteristics we like about the fund is its lower allocation to BRIC economies, with only around 38% exposure to these four countries. 
The sheer diversification employed by this manager is an aspect which we believe is pivotal to successful investing in the emerging markets.
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Central bank divergence: what does it mean for markets? by Alexandra Cain

For the first time in years, central banks around the world are following divergent paths, with some demonstrating an easing bias, while others 
have a more bullish outlook. This marks a significant change for global markets, as all major central banks have maintained an easing bias since 
the financial crisis of 2007/2008. But now, with certain economies showing signs of growth, central banks are going in different directions. This 
dynamic will be one of the most important forces in financial markets in 2015.

As the US economy has improved, its central bank, the US Federal Reserve, has ended its policy of ‘quantitative easing’, a program whereby it 
bought bond market assets to generate liquidity and stimulate demand in markets. The ‘Fed’ as it’s popularly known, bought US$4.5 trillion in 
assets in three quantitative easing programs, between 2009 and 2013. The program seems to have had its desired effect, with the outlook for US 
economic growth positive for 2015.

The Bank of England (BoQ) has also ended its quantitative easing program. Improving economic conditions in the UK have also been the catalyst 
for the move towards more normal monetary policy settings. The BoQ also had three rounds of quantitative easing, pumping £375 billion into its 
economy from 2010 to 2013.

There are also expectations that both the US and UK central banks will move to raise their official cash rates in the second half of 2015, as long as 
economic conditions in both markets continue to improve.

Meanwhile, the European Central Bank (ECB) and the Bank of Japan are following a different monetary policy path. The ECB is using the 
somewhat limited weapons in its arsenal to jump start its economy. At the same time Japan, is increasing its quantitative easing program. China 
also recently loosened its monetary policy stance. All three banks are hoping these moves will help to shore up economic conditions in their 
respective markets. 

Michael McCarthy, chief market strategist, CMC Markets, says this situation will produce a more complex environment in financial markets in 2015 
than has been seen for some time. “There are a number of cross-currents at play, with [economic] growth in some markets increasing and in other 
markets deteriorating, and an overall flat growth outlook globally,” he explains. “With so many complexities at play, we expect currency and equities 
markets to move sideways in 2015,” McCarthy adds.

Interestingly, he points out that the ECB is prevented from using the same tactics as Britain and the US used to stimulate economic growth as it’s 
precluded under its charter from buying government bonds. Instead, it has introduced the Targeted Long-Term Refinancing Operations (TLTRO) 
program, which provides term funding for up to four years at a very low fixed rate. This allows the ECB to provide finance to European banks 
at very low interest rates. It’s too early to say whether this program is assisting to increase inflation back to target levels and put a stop to asset 
devaluation, which is the purpose of the policy.

“Europe is the biggest worry globally, with significant economic structural reform required,” says McCarthy, noting that the Spanish and Italian 
governments have taken steps to shore up their markets, but countries such as France still have much work to do. Germany, for many years the 
powerhouse of the European economy, is also under pressure to improve economic conditions. 

Back in Australia, McCarthy says he’s expecting steady economic growth for 2015, which should support current central bank policy settings. But if 
the US raises its cash rate in 2015, this could be a catalyst for Australia to also lift its cash rate.

“Speculation about further cuts to rates seems misplaced. The RBA has clearly signalled it’s comfortable with rates at their current levels,” he 
explains. Nevertheless, he says pressures on commodity prices will constrain the Australian equity market next year.

The US is expected to be the standout country for economic performance in 2015, and about time too. Says McCarthy: “This is the real positive for 
global growth.”

The same can’t be said for Japan. Prime Minister Shinzo Abe spearheaded a three-pronged program of economic reform when he was elected 
in 2012, comprising monetary easing, fiscal policy stimulus and structural reforms. But these initiatives haven’t produced the desired effect of 
stopping deflation and boosting economic performance.

‘There’s certainly a commitment in Japan to improve the economy, but the lack of progress suggests there’s no quick fix solution. The point at 
which there will be a turnaround is not clear,” he says.

While still aiming for growth above 7% in 2015, the Chinese economy is facing headwinds, especially in terms of an escalation of prices in property 
markets. Recently, the Bank of China stepped in to drop the official cash rate, after initially indicating this was not on the cards. The fact it was 
prepared to step in when required to address structural issues in its markets is a sign that it’s not averse to stepping in to intervene.

Overall, the best that can be hoped for in financial markets in 2015 is a ‘steady as she goes’ approach. As long as economic conditions in the US 
and UK continue to improve, and stimulus measures in Europe and Japan help support these economies, there’s no reason why markets should 
not continue on a gradual upward trajectory.

Alexandra Cain is a freelance finance journalist who is passionate about sourcing insightful market commentary and key insights from 
leading personal finance experts to share with readers.
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Revisiting the future of financial advice (FoFA) reforms

On 19 November 2014, the Federal Senate voted to disallow the 
Corporations Regulations 2014 - Streamlining of Future of Financial 
Advice (FoFA), in a move that has significant implications for the 
financial advice community and users of financial advice in Australia. 
Although some have argued that the move by the Senate to block the 
Coalition’s proposed amendments is a positive to users of financial 
advice in Australia, regardless of one’s political persuasion, we need to 
also look at the practical implications of the current FoFA reforms on 
advice to Australian consumers, as well as what this means to financial 
advisory firms. This article discusses the current ‘state of play’ in 
regards to FoFA reforms.

Stage 1 - The FoFA Reforms

The initial FoFA reforms, which were aimed at providing better 
protection to consumers of financial products and services, was 
announced by the then Labour Federal Government in April 2010. 
The proposed reforms were later passed as legislation and became 
mandatory law for Australian financial advisers to abide by from 1 July 
2013. The law, whose underlying objective was to improve the quality 
of financial advice in Australia, through building trust and confidence 
in the financial advice industry, was a direct result of financial planning 
scandals which had and continue to plague the industry.

Notably, two of the more important consumer protections as legislated 
in the FoFA reforms that applied from 1 July 2013 are: 
•	 FoFA	imposes	a	best	interest’s	duty	on	advisers.	This	duty	requires 
     advisers to act in the best interests of clients when providing 
     personal advice to retail clients. And it requires all advisers to give 
     priority to their client’s interests over their own interests, or those of 
     their licensee (AFSL) or any product provider; and 
•	 The	FoFA	legislation	seeks	to	remove	‘conflicted	remuneration’ 
     across the industry, which is defined as any benefit (either monetary 
     or non-monetary) given to a licensee (AFSL) or their representative 
     who provides general or personal financial product advice to 
     retail clients. In general, the definition captures commissions, sales 
     incentives, volume payments and soft dollar benefits to advisers/ 
     representatives.  
Source: www.futureofadvice.treasury.gov.au 
 
 
Stage 2 - Streamlining of Future of Financial Advice

In July 2013, however, the Coalition Government announced the 
release of key amendments to the FoFA reforms as outlined in the 
Streamlining of Future of Financial Advice, which were designed to 
reduce compliance costs for small business, financial advisers and 
consumers who access financial advice in Australia. The proposed 
amendments included the following:

•	 Removing	the	need	for	clients	to	renew	their	ongoing	fee 
     arrangement with their advisor every two years (often referred to  
     as the ‘opt-in’ requirement); 
•	 Making	the	requirements	for	advisers	to	provide	a	fee	disclosure 
     statement only to those new clients who entered into a financial 
     planning arrangement after 1 July 2013; 
•	 Removing	paragraph	961B(2)(g),	the	‘catch	all’	provision,	from	the 
     list of steps an advice provider must take in order to satisfy the best 
     interests obligation; 
•	 Better	facilitating	the	provision	of	scaled	advice;	and 
 

•	 Exempting	from	the	ban	on	conflicted	remuneration,	benefits 
     relating to general advice.

Source: www.futureofadvice.treasury.gov.au 
 
According to the Federal Government, these proposed amendments 
were designed merely to streamline regulation, prompted by the need 
to reduce bureaucracy and red tape. However, opponents of these 
amendments had suggested that the Federal Government watered 
down some of the more controversial FoFA aspects to help the ‘big four 
banks’ and the ‘financial advice industry’ which exposed consumers to 
[still] significant risk. 
 
Where to from here?

Although the detailed implications of the reversal of law back to the 
original FoFA legislation are somewhat unclear, particularly as to how 
the Australian Securities and Investment Commission (ASIC) will 
enforce the ‘original’ FoFA reforms given the level of uncertainty that 
has operated within the industry since July 2013 proposed amendment 
changes, it is clear that a number of the current FoFA laws will continue 
to lead to less affordable financial advice for Australian consumers.

The FoFA laws do give a much greater level of protection through 
increased fee disclosure, which should be applauded; however this 
comes at a cost to the consumer. With increased fee disclosure and 
requirements for ongoing fee arrangement negotiations every two 
years, so too comes an increase in costs to consumers of financial 
advice. Processes and systems need to be updated, often by small 
business practitioners acting as a trusted adviser to clients, at a cost to 
them, which will ultimately drive up the costs these practitioners pass 
on to consumers.

Also, the FoFA reforms still fail to set clearly defined educational 
standards for financial advisers. Whilst there are educational standards 
in place for the industry’s main body, the Financial Planning Association 
of Australia (FPA) to become a Certified Financial Planner, which 
includes a recognised university degree, the completion of five 
FPA designated learning modules as well as 12 months minimum 
experience, the entry requirements to becoming a financial adviser 
still continue to be wide and in some cases only take eight weeks to 
complete – which as a recent article mentioned, is less than the nine 
needed to qualify as a Hairdresser (Sources: www.fpa.com.au and ‘Call 
for financial advisers to improve qualifications and training standards’, 
www.smh.com.au, 6 July 2014).

What this means to advisory firms in Australia?

Quality financial advisory practices have already implemented 
processes to satisfy the requirements of the original FoFA consumer 
protections and have in fact been providing ‘best interests’ advice to 
consumers for decades. Many firms, like Shadforth Financial Group, 
require their advisors to be degree/ diploma qualified and either have 
completed the Certified Financial Planner designation with the FPA 
or be working towards completing the qualification. Likewise ongoing 
continuing professional development programs are in place, for example 
40 hours per year in the case of Shadforth Financial Group’s Private 
Client Advisers, that are designed to educate advisers and protect 
consumers. So, the reversal of law, however it is administered by ASIC, 
should have no impact to those advice firms at the forefront of the 
industry.

Strategies & Opportunities

by Mark Sullivan

Mark Sullivan, Private Client Adviser, Shadforth Financial Group.
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total market price earnings  
(pe) ratio

market average 
 div yield

Current 12/12/14 14.86 4.79%

Comparison 12/12/13 14.94 4.58%

Current position - indices 12/12/14

australia

All Ordinaries 5,196.8 24.2% below November 2007 high of 6,853.6

50 Leaders 5,372.8 19.0% below November 2007 high of 6,636.5

united states

Dow Jones 17,280.8 3.8% below 5 December 2014 high of 17,958.8 

S & P   2,002.3 3.5% below 5 December 2014 high of 2,075.3

 defensive assets growth assets

Zone 1 90% 10%

Zone 2 72% 28%

Zone 3 50% 50%

Zone 4 28% 72%

Zone 5 10% 90%

Current position and market mood
As the year draws to a close, attention is now turning to 2015 to see what 
might be in store for investors. 

The US-led global recovery looks set to continue into next year with a lack 
of inflationary pressure keeping monetary policy loose and supportive of 
a continuation of the bull market.  The loose monetary policy has already 
seen the US’ S&P 500 index triple from the low point in March 2009. 
Our view is that the US Federal Reserve (Fed) is likely to start normalising 
interest rates during the year, but an aggressive approach from the Fed is 
unlikely to take place and therefore it is unlikely that a bear market will be 
triggered. The problems with the rest of the world mean that US monetary 
policy could be kept looser for even longer.  A lack of wage inflation 
points to the existence of slack in the developed economies while excess 
capacity and the structural slowdown in China are keeping commodity 
prices under downward pressure. 

Despite US equity markets being at all-time highs, a housing market 
which continues to strengthen and an end to fiscal tightening continue to 
underpin a solid expansion. Corporate earnings in the US have also been 
strong on a comparative basis, particularly against the likes of Europe 
and this points to the Fed being one of the first major central banks to 
rise rates. While a rise in rates from the Fed does have the potential to 
increase volatility for a period of time, rates will only be raised if the Fed 
deems the economy strong enough to cope with a rise, and that is an 
important point to remember. 

In other economies, the picture is somewhat mixed. With China 
continuing to slow, the Australian equity market does have the potential 
to underperform other global markets as our market is has large a 
large resource sector. Europe continues to be in a muddle and growth 
momentum in a number of countries appears to have peaked and some 
have moved into deflation.     

2015 looks set to be a year where volatility may rise at various periods 
and there may be some tricky periods to navigate through during the 
year. However, with the US recovery continuing to roll on an lead the way, 
there should be opportunities to buy the right assets at the right prices, 
and a diversified portfolio is going to be best positioned to withstand any 
heightened volatility that may come our way next year.  

Australian shares – Zone ranking extract for period January 1977 to date
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Total Market
Price Earnings  

(PE) ratio
Market Average 

Div Yield

Current  24/6/13 14.58 4.70%

Comparison 24/6/12 12.49 5.07%

CURRENT POSITION - INDICES 24/6/2013

Australia

All Ords 4,654 32.1% below November 2007 high of 6,854
50 Leaders 4,817 27.4% below November 2007 high of 6,637
United States

Dow Jones 14,799 4.0%  below May 2013 high of 15,409
S & P 1,592 4.6% below May 2013 high of 1,669

 Defensive  
Assets 

Growth 
Assets

Zone 1 90% 10%

Zone 2 72% 28%

Zone 3 50% 50%

Zone 4 28% 72%

Zone 5 10% 90%

Global equity markets have been sold off heavily over the past few weeks, with all eyes on US Federal Reserve Chairman Ben 
Bernanke. 

Every word out of the Chairman’s mouth has been analysed, scrutinised and then reacted to by investors around the globe. 
Bernanke informed markets that the Fed will begin tapering its bond purchases toward the end of 2013 if economic conditions 
continue to improve, and the markets didn’t welcome the news too kindly.  

The Dow Jones sunk more than 550 points in the following two days, with the largest single day point fall occurring since 
November 2011. The VIX (volatility index) has spiked by more than 60% in the past 5 weeks, gold and gold stocks continue to be 
heavily punished and the AUD/USD finds itself at its lowest level since September 2010, providing some relief for exporters. 

Our market has been sold off, but it perhaps provides an attractive opportunity if you decide to take a long-term view.  

CURRENT POSITION AND MARKET MOOD

AUSTRALIAN SHARES – ZONE RANKING EXTRACT FOR PERIOD JANUARY 1977 TO DATE
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ASX  
Code

Name Sector
Current 
Price
($)

Movement 
(%) ̂

Dividend 
Yield
(%) ~

Franking
(%) ~

Grossed 
Yield 
(%) ~

P/E Ratio 
(x)  ~

Sector P/E 
(x) ~

EPS Growth (%) ~ Net Debt/ 
Net Debt 
+ Equity 
(%) ~

Interest 
Cover 
(x) ~

Dividend 
Cover 
(x) ~

Return 
on Equity 

(%) ~
Cyclical Y/N

Yr 1 Est Yr 2 Est

WES Wesfarmers Ltd Consumer Staples (Food & Staples Retailing) 41.42 -1.91 5.4 100 7.7 18.8 16.5 9.3 11.9 13.7 3.16 0.98 9.9 N

WOW Woolworths Consumer Staples (Food & Staples Retailing) 29.86 -14.27 4.9 100 7.0 14.4 16.5 4.1 4.7 24.2 2.54 1.42 24.3 N

CCL Coca-Cola Amatil Consumer Staples (Food Beverage & Tobacco) 8.92 2.41 4.9 100 7.0 17.8 16.5 -24.3 3.8 52.4 6.89 1.15 21.8 N

STO Santos Energy (Oil & Gas) 7.16 -43.97 5.3 100 7.6 12.6 12.8 7.7 0.4 39.2 14.07 1.48 5.4 Y

WPL Woodside Petroleum Energy (Oil & Gas) 34.60 -13.61 8.2 100 11.7 9.9 12.8 29.8 -27.1 1.6 0.18 1.24 14.9 Y

EGP Echo Entertainment Group Consumer Discretionary (Casinos) 3.67 4.56 2.9 200 5.5 15.9 16.0 18.8 5.3 16.9 4.17 2.13 6.1 Y

AGK AGL Energy Utilities (Multi-Utilities) 13.18 0.00 5.0 100 7.1 14.1 N/A -2.9 18.3 32.2 7.16 1.43 7.3 N

AST AusNet Services Utilities (Electric-Utilies) 1.31 0.78 6.2 33 7.1 16.0 18.1 -7.8 2.4 64.1 16.07 1.01 6.9 N

ANZ ANZ Ltd Financials (Banks) 31.00 -3.39 6.0 100 8.6 11.6 13.3 2.2 4.5 N/A N/A 1.43 15.0 Y

CBA Commonwealth Bank of Australia Financials (Banks) 81.74 3.77 5.2 100 7.4 14.7 13.3 3.4 3.4 N/A N/A 1.32 18.5 Y

NAB National Australia Bank Financials (Banks) 31.95 -3.99 6.5 100 9.3 11.5 13.3 19.1 4.2 N/A N/A 1.34 14.5 Y

WBC Westpac Bank Financials (Banks) 32.05 -3.77 6.0 100 8.5 12.7 13.3 2.2 3.3 N/A N/A 1.32 16.0 Y

AMP AMP Ltd Financials (Insurance) 5.42 -2.52 4.9 50 5.9 15.4 13.3 20.1 7.8 61.3 114.87 1.33 11.9 Y

QBE QBE Insurance Financials (Insurance) 10.99 -1.35 3.9 20 4.3 12.3 13.3 13.4 29.3 30.4 10.86 2.07 8.1 Y

COH Cochlear Healthcare (Health Care Equipment) 73.00 1.07 2.5 100 3.5 27.8 22.4 36.1 14.3 32.4 2.77 1.45 42.0 N

RHC Ramsay Health Care Healthcare (Health Care Services) 54.59 5.79 1.8 100 2.6 28.3 22.4 18.7 14.7 61.9 8.28 1.92 21.6 N

BXB Brambles Industrials (Commercial Services & Supplies) 10.08 6.89 3.3 10 3.4 19.4 19.1 13.9 11.0 51.1 7.43 1.57 22.9 Y

ORI Orica Ltd Materials (Diversified Chemicals) 17.37 -7.48 5.3 35 6.1 10.9 12.6 -6.7 6.6 29.0 5.44 1.72 13.1 Y

BHP BHP Billiton Materials (Diversified Mining) 28.46 -15.65 5.6 100 8.0 11.6 12.6 -21.7 7.3 22.8 3.06 1.54 12.9 Y

RIO Rio Tinto Materials (Diversified Mining) 53.67 -10.62 4.9 100 6.9 8.8 12.6 -11.6 -10.3 23.5 3.72 2.33 17.6 Y

JBH JB Hi-Fi Consumer Discretionary (Computer & Electronics Retail) 15.35 3.44 5.7 100 8.1 11.6 16.0 1.6 5.5 24.7 1.51 1.52 42.0 Y

IVC Invocare Consumer Discretionary (Diversified Consumer Services) 11.73 0.77 3.1 100 4.5 27.4 16.0 -4.7 10.5 55.8 6.34 1.17 27.1 N

MTS Metcash Consumer Staples (Food & Staples Retailing) 1.76 -34.56 7.5 100 10.8 8.0 16.5 5.4 -2.8 34.7 6.67 1.66 11.8 N

WOR WorleyParsons Limited Energy (Energy Equipment & Services) 9.33 -31.75 8.8 75 11.6 8.3 12.8 2.9 -2.4 15.5 2.30 1.37 12.1 Y

PTM Platinum Asset Management Financials (Asset Management) 6.98 9.06 4.9 100 7.0 20.2 13.3 3.7 12.6 1.01 51.9 Y

PDN Paladin Energy Energy (Coal & Consumable Fuels) 0.31 -6.06 0.0 0 0.0 n/a 12.8 37.3 89.2 43.6 7.24 N/A -11.7 Y

NCM Newcrest Mining Materials (Gold) 10.72 6.88 0.0 30 0.0 25.6 12.6 -26.4 59.5 32.6 9.44 415.00 4.3 Y

TA
CT

IC
AL

  L
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T
Long term ASX listed shares — Core and tactical lists — 12 December 2014
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ASX  
Code

Name
Current 
Price 
($)

Movement 
(%) ̂  

Standard 
Yield (%) ~

Franking 
(%) ~

Gross Yield 
(%) ~

P/E Ratio 
(x) ~

Sector P/E (x) 

EPS Growth (%) ~ Net Debt/Net 
Debt + Equity 

(%) ~

Interest Cover 
(x) ~

Dividend 
Cover (x ) ~

Net Tangible 
Assets 
(NTA) ~

Return on 
Assets (%) ~

Return on 
Equity (%) ~

Yr 1 Est Yr 2 Est

SGP Stockland 4.12 1 1.1 0 1.1 15.8 13.3 7.5 7.0 26.1 55.3 1.08 4.3 7.2

WFD Westfield Group 8.94 18 0.6 0 0.6 20.4 13.3 -35.0 0.0 28.8 34.7 1.59 4.0 10.0

ASX  
Code 

Name
Current 
Price       
($)

Movement 
(%) ̂

Revenue 
Growth 
(%) ~

Stanrdard 
Yield (%)~

Franking 
(%) ~

Net Debt/
Net Debt + 
Equity (%)

Interest 
Cover (x) ~

Return on 
Assets (%) ~

Return on 
Equity (%) ~

Business Description (Major sector)

SYD Sydney Airport 4.74 10 1.1 5.0 0 76.9 13.1 4.4 10.9 Majority stake holder and operator of Sydney Airport

TCL Transurban 8.69 8 1.3 4.4 23 59.3 23.4 3.9 6.0 Toll roads throughout Australia and USIN
FR

AS
TR

UC
TU

RE
 

SE
CU

RI
TI

ES
PR

OP
ER

TY
  

SE
CU

RI
TI

ES

ASX  
Code

Name
Current 
Price
($)

Movement 
(%) ̂

Base Rate*
Margin 
(%) >

Bank Bill 
Swap Rate 

(%) **

Coupon Rate 
(%)

Grossed 
Up Yield to 

Maturity (%)

Grossed Up 
Running 
Yield (%)

Franking 
(%)

Years to 
Maturity

First Reset/ 
Maturity 

Date

Face  Value
 ($)

S & P 
Rating

Payment 
Frequency

ANZPA ANZ Convertible Preference Shares 100.40 -0.8 90 Day BBSW 2.50 2.63 3.59 4.91 5.11 100 2.0 15-Dec-16 100.00 A+ Quarterly

PCAPA CBA Perls III 195.68 0.8 90 Day BBSW 1.05 2.63 2.58 5.44 3.76 100 1.3 6-Apr-16 200.00 A+ Quarterly

IANG IAG Reset Exchange Securities 102.44 -0.2 90 Day BBSW 4.00 2.63 4.64 5.99 6.47 100 5.0 16-Dec-19 100.00 A- Quarterly

SVWPA Seven Group TELYS 4 84.11 -4.6 180 Day BBSW 4.75 2.75 5.25 N/A 8.92 100 N/A N/A 100.00 Not rated Half Yearly

WCTPA Westpac Trust Preferred Securities 96.85 0.3 90 Day BBSW 1.00 2.63 2.54 5.84 3.75 100 1.5 30-Jun-16 100.00 A QuarterlyPR
EF

ER
EN

CE
  S

EC
UR

IT
IE

S

 
Notes 
 
CBAPA was removed from official quotation. 
*   Base Rate is rate that the hybrid issuer uses to set the market rate for the coupon payment (distribution). 
** Bank Bill Swap Rate (BBSW) is a major indicator that most hybrids use. 
~   Percentages are the forecast for the forthcoming year. 

^   Movement is change in price since last issue of Investing Times newsletter 

>   The margin is a rate above the BBSW. Please note: The data in the above tables is now provided by Bloomberg.  

The data is an average consensus of the leading brokers throughout Australia.

These lists may differ to the investment recommendations of the Shadforth Wealth Management Investment Committee.



10 Issue 370 - 17th December 2014

Sharemarket

Riding through volatility with diversification by Eric Wong

continued on page 13

The past three months has certainly been a challenging period for investors with the local market losing all its year-to-date gains in the month of 
September and then recovering most of them in October. As December unfolds, we are back in the red yet again. 

For most, volatility is a bitter pill to swallow particularly with media outlets constantly reporting on issues that contribute to local investor fear ranging 
from, not but limited to, the following:

•	 Speculation	around	when	the	US	Federal	Reserve	will	raise	interest	rates	now	that	Quantitative	Easing	has	completely	wound	up; 
 
•	 The	potential	ramifications	the	timing	of	the	above	will	have	on	the	market;	and	 
 
•	 The	major	concerns	and	laws	with	the	European	economy	with	little-to-nil	improvement	being	shown	in	this	region.

Let’s recall that volatility, a measure of risk, refers to the rate at which the price of a security moves up and down - the change in value can both be 
a positive or negative one. Yet the media is biased towards reporting, or even over reporting, on the downside potential. Markets do not move in one 
direction and investors can expect to be rewarded for the higher risks they take when investing in equity markets, otherwise why invest. What is 
generally widely agreed is that market volatility smooths out in the long-term.

It is true that the Australian market faced a beating in September and November. What if we look at how our international counterparts and other 
asset classes fared in the same period?

period
s&p/asX 200 index 

(accumulation) 
“australian equities”

msCi world ex australia 
index  

(gross div.) 
“international  equities”

s&p global reit  
index (gross div.) 
“Listed property”

Bloomberg ausBond 
Bank Bill index 

“Cash”

Aug-14 0.62% 1.78% 1.95% 0.23%

Sep-14 -5.38% 4.13% 0.00% 0.21%

Oct-14 4.43% 0.02% 6.74% 0.23%

Nov-14 -3.25% 5.77% 5.06% 0.23%

    Source: Dimensional Returns 3.0

The table above shows that had an investor who is fully invested locally exited from the Australian market because of the -5.38% loss in 
September, the investor would have missed out on 4.43% recovery in October. Interestingly, during that same ‘horror’ month for Australian Equities, 
International Equities delivered a return of 4.13%. In the month of October when Australian Equities rallied, International Equities were flat but listed 
Global Listed Property provided a return of 6.74%.

It is impossible for one to know which markets and asset classes will perform best from year to year, or conversely, know which ones will 
underperform and exit before the downward movement occurs. No one knows for sure what happens next, that is the very essence of risk. So 
what can one do? The following quote from Nobel laureate Merton Miller sums it up - “Diversification is your buddy”. 

By diversifying broadly across and within asset classes in the same period, we can address the issue of volatility. The following simulated growth 
portfolios based on the indexes above illustrate this:

period

 
100% australian equities  

“portfolio 1”

 
50% australian equities 

 50% international equities  
“portfolio 2”

40% australian equities 
 40% international equities 

 20% Listed property  
“portfolio 3” 

Aug-14 0.62% 1.20% 1.59%

Sep-14 -5.38% -0.62% -0.62%

Oct-14 4.43% 2.23% 3.57%

Nov-14 -3.25% 1.26% 2.27%

            Source: Dimensional Returns 3.0

It can be observed that holding a diversified growth portfolio shown in Portfolios 2 and 3 would have offset most of the losses in the domestic 
market in September. 
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In fact, these same portfolios have averted a loss in the month of November when a portfolio fully invested in Australian Equities (Portfolio 1) 
delivered a negative return. 

The benefit of diversification is further highlighted when the 3-month annualised returns (from September to November) for the above portfolios  
are observed:

period “portfolio 1” “portfolio 2” “portfolio 3”

3 months 0.57% p.a  2.81% p.a 4.56% p.a

                                           Source: Dimensional Returns 3.0

 
The above highlights that by holding a diversified portfolio across different asset classes, investors are able to simultaneously address the issue 
of volatility and also be positioned to capture returns over the long-term. This approach is prudent particularly given that research has shown it is 
unlikely that a sector is able to continually be the top performer year on year.    

Finally, during times of seemingly high volatility, it is worth remembering the following extract from ‘Living with volatility, Again” by Jim Parker:

1. Don’t make presumptions.  
Remember that markets are unpredictable and do not always react the way the experts predict they will. When central banks relaxed monetary  
policy during the crisis of 2008-09, many analysts warned of an inflation breakout. If anything, the reverse has been the case with central banks 
fretting about deflation.

2. Someone is buying.  
Quitting the equity market when prices are falling is like running away from a sale. While prices have been discounted to reflect higher risk, that’s 
another way of saying expected returns are higher. And while the media headlines proclaim that “investors are dumping stocks”, remember 
someone is buying them. Those people are often the long-term investors.

3. Market timing is hard.  
Recoveries can come just as quickly and just as violently as the prior correction. For instance, in March 2009—when market sentiment was at its 
worst—the US S&P-500 turned and put in seven consecutive months of gains totalling almost 80%. This is not to predict that a similarly vertically 
shaped recovery is on the cards every time, but it is a reminder of the dangers for long-term investors of turning paper losses into real  
ones and paying for the risk without waiting around for the recovery.

4. Never forget the power of diversification.  
While equity markets have turned rocky again, highly-rated government bonds have flourished. This limits the damage to balanced fund investors.  
So diversification spreads risk and can lessen the bumps in the road.

5. Markets and economies are different things.  
The world economy is forever changing and new forces are replacing old ones. This applies both between and within economies. For instance, 
falling oil prices can be bad for the energy sector, but good for consumers. New economic forces are emerging as global measures of poverty, 
education and health improve. A recent OECD study shows how far the world has come in the past 200 years.1

6. Nothing lasts forever. 
Just as smart investors temper their enthusiasm in booms, they keep a reserve of optimism during busts. And just as loading up on risk when 
prices are high can leave you exposed to a correction, dumping risk altogether when prices are low means you can miss the turn when it comes.  
As always in life, moderation is a good policy.

7. Discipline is rewarded.  
The market volatility is worrisome, no doubt. The feelings being generated are completely understandable and familiar to those who have seen this 
before. But through discipline, diversification and understanding how markets work, the ride can be made bearable. At some point, value  
re-emerges, risk appetites re-awaken and for those who acknowledged their emotions without acting on them, relief replaces anxiety.

1. ‘How Was Life? Global Well-Being Since 1820’, OECD, Oct 2, 2014

data presented may be based on a combination of simulated and actual returns. past performance is not indicative of future 
performance.

continued from page 12

Eric Wong, Private Client Adviser, Shadforth Financial Group.
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Time to respect your Elders? by David McCrorie

In this article we take a look at Elders Ltd (ELD), an iconic Australian 
rural brand with a proud, rich but sometimes chequered history going 
back 175 years.

Today, Elders is a specialised agribusiness operator employing 
around 2,000 people across more than 370 sites. With operations 
across Australia, Indonesia and China the company provides primary 
producers with products, advice, marketing options and trading 
platforms that are necessary to maximise the opportunities within their 
own businesses.

Elders was first listed on the ASX in 1981 and over a long journey, the 
company has gone through a number of joint ventures, partnerships, 
changes of ownership and name. Its shares in the halcyon days leading 
up to the onset of the global financial crisis traded as high as $22 way 
back in July 2007, compared to today’s much more moderate level of 
$0.215.

Company overview

Having divested its non-core forestry and automotive businesses in 
2013, Elders has today reverted to a pure play agribusiness operator. 
Key business operations and services comprise:-

retail products – providing basic farming inputs including seeds, 
supplies, chemicals and fertilisers.

agency services – the largest component comprising some 400 
livestock agents and staff across Australia facilitating the marketing, 
sales and trading of livestock and real estate property via direct and on-
line public auctions. Brokering and marketing services are also provided 
to wool and grain growers to assist with the sale of their produce.

Financial services – incorporates distribution arrangements with 
the Rural Bank and Elders Insurance which provide banking, insurance 
and financial planning products including succession planning, risk 
management, superannuation and wealth creation.

Feed and processing services – works on the development and 
implementation of feedlot capacity utilisation models with a key focus 
upon expanding and establishing domestic and international red meat 
distribution and supply chains.

Live export services – of live dairy, breeding cattle and sheep into 
both short and long haul well developed international markets.

strategy

In 2014, management released a three year strategic plan for the 
business, with a stated aim to achieve an Earnings Before Interest 
and Tax (EBIT) line of $60m and a 20% Return On Capital (ROC) by 
the end of 2017. Central to this was the introduction of an Eight Point 
Plan developed by business leaders across the major operating units, 
aimed at identifying and achieving the key agribusiness objectives to 
deliver upon both the needs of customers and to produce acceptable 
outcomes for all business stakeholders. 

FinanCiaLs

For the full year ended September 2014, Elders reported actual 

Underlying EBIT of $27.3m being a $76.2m positive turnaround on 
the prior year position, with significant improvement seen across all 
business segments.

The Net Debt position reduced significantly to $137.6m from the prior 
year period of $255.2m, driven predominantly by the receipt of sale 
proceeds from the divestment of non-core assets during the year, with 
reported net financing costs also falling to $23.2m from $33.2m in the 
prior year period. Return on Capital invested also improved to a positive 
11.7% compared to -9.5% in the prior year period.

A capital raising was completed in October consisting of a $10.2m 
placement to institutional and sophisticated investors and a $47m non-
renounceable 3 for 5 entitlement offer to eligible ordinary shareholders 
at a price of 15 cents per share under both offers. Proceeds of the 
raising were utilised to repay $34.1m of term debt with $11m retained 
for cash and working capital purposes.

Under new refinancing arrangements, working capital facilities of 
$308m are available to Elders, drawn down to $145m post completion 
of the capital raising on a pro-forma basis. The new debt facility 
provides flexibility to counter the effects of seasonal changes and to 
support the implementation of the Eight Point Plan, aimed at generating 
stronger cash flows at lower gearing levels to reach a more sustainable 
EBIT and targeted ROC by end of the 2017. 

outLook and opportunity

Following a better than expected 2014 result and with management 
having restructured the business, focus on core agribusiness 
services and successfully completed the recapitalisation, Elders is 
well positioned for the future given positive global trends of increased 
population growth, demand for food, forecast rise in the coming years 
of the Indonesian middle class and the continued urbanisation of the 
Chinese population.

Furthermore, in light of decreasing arable land across the globe, 
Australian agribusiness operators enjoy a strong competitive advantage 
given our diverse geography, political stability, ample land and 
water supplies, best practice farming methodologies, high quality 
infrastructure and our proximity to Asian markets, which all point 
toward strong future opportunities for businesses like Elders.

However, opportunity does not come without risk and many readers 
may well have long memories of having previously invested in Elders. 
Rural activities entail a number of specific risks such as the effects 
of adverse climatic conditions and natural events, movements in 
commodity prices and exchange rates, decreases in rural production, 
biosecurity threats to the health and safety of agricultural products and 
livestock, imposition of tariffs and changes to government subsides.

Elders must also manage other company specific risks including 
competition within the markets in which it operates, finance risk relating 
to meeting facility covenants, loss of key personnel and failing to fully 
deliver upon the Eight Point Plan.

The jury may still be out, but as the recovery story continues, it may be 
time to “pay attention to your Elders”! 

Sources: Elders 2014 Full Year Results Presentation, Elders 2014 Annual Report, IRESS

David McCrorie, Principal - Private Client Adviser, Shadforth Financial Group.
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Pension bucket strategy

For the majority of people, after having worked for many years, 
finally reaching retirement can be a daunting experience as the all 
too common questions start to be asked. What am I going to do with 
myself? Will I have enough funds to meet my lifestyle needs and wants 
for the rest of my life?

Usually through means of accumulated savings and superannuation 
one would have a nominal balance that needs to provide a regular 
income that can grow in line with rising costs (inflation). One is always 
faced with having to balance between drawing down an income and 
growing their funds to maximise the chances that the funds will last for 
the duration of their life. 

Typically for someone who’s drawing a pension from their 
superannuation monies, structuring their retirement plans tends to 
concentrate on two major issues: 
 
•	 Longevity risk— the risk that one’s savings will run out before  
     they die leaving them in the unsatisfactory position of having 
     insufficient income to meet ongoing living expenses.

•		investment risk—the risk that their investment portfolio will suffer 
    significant losses due to a downturn in financial markets, leaving 
    them with a reduced retirement balance. 
 
With the above in mind let’s take a look at two possible approaches to 
structuring a portfolio in pension phase:

The first approach is the traditional Strategic Asset Allocation (SAA) 
approach based on a risk profile. The portfolio is invested accordingly 
and the income is drawn down proportionally from all assets in order to 
maintain the desired asset allocation over time. This approach is used 
by most investors.

The second approach is often referred to as the ‘bucket approach’. This 
process segments the portfolio into ‘buckets’, whereby one allocation, 
usually two or three years worth of pension payments is invested in 
a conservative manner that is unlikely to be materially affected by 
market downturn and is more secure in nature. The remaining ‘bucket’ 
is invested in a diversified growth-based approach over the longer 
term to address the longevity risk. Income generated from this growth 
portfolio is reinvested in line with the diversified asset allocation and not 
redirected to the cash bucket.  

pension BuCket strategy vs strategiC asset 
aLLoCation approaCh

scenario:   
 
Jackie is 66 years old with a risk profile of 70/30 (Growth/Defensive). 
Her annual income requirements are $20,000 (Indexed to inflation) 
with a starting pension balance of $300,000. Jackie receives the 
Centrelink Age pension and as a result she is not required to draw upon 
her pension fund as heavily. 

Analysing the findings by ‘Strategy Steps Pty Ltd’ in a modelling 
exercise which compares a balanced (SAA) fund approach and a cash 
bucket approach using the above mentioned scenario from 1990 
to 2010. The results indicate that both the balanced fund and cash 

bucket strategy provide similar results during the bull market up until 
2000, tech boom and bust, after which the cash bucket approach 
outperforms as it allows the growth assets to recover, so capital losses 
are not realised when the market falls. 

Likewise during the GFC (2008), it’s evident that the cash bucket 
approach preserves your portfolio as you are again not forced to sell 
down assets at an unsuitable time where markets are falling.

    

It goes without saying that there are advantages and disadvantages   
to each strategy, some of which are discussed below:

  

advantages disadvantages

Growth assets remain intact, allowing 
for assets to remain invested and not 
sold off at inopportune times. 

This strategy does not necessarily 
cater for unexpected withdrawals 
for emergencies or unexpected 
expenditure items.  

Can implement a more aggressive 
portfolio for the growth assets – to 
address longevity risk.

The overall asset allocation may 
have a lower proportion invested in 
growth assets potentially leading 
to lower returns especially during 
periods of strong upward moving 
markets.  

Income drawdown is not affected by 
market volatility. 

 
It is important to remember this article just highlights how these 
strategies can be used in practice and only briefly touches on potential 
implications. It is highly advisable not to implement this ‘bucket 
strategy’ without consulting a financial planner as the allocation 
between ‘buckets’ and asset classes needs to be understood and 
managed carefully on an ongoing basis. 

Roberto Tappero, Associate Adviser, Shadforth Financial Group.

by Roberto Tappero



14 Issue 370 - 17th December 2014

Free trade agreement (FTA) with China and what it means to Australia by Darryl Marshall

Strategies & Opportunities

The recent G20 summit held in Brisbane last month saw Australia and 
China end a decade of negotiations with the signing of a Declaration of 
Intent to work towards the signing of a Free Trade Agreement (FTA). 
With the Chinese population at over 1.3 billion people and an expanding 
middle class economy, the FTA will see Australian government and 
businesses gain unprecedented access to the world’s second largest 
economy in purchasing power, and the fastest growing major economy. 
The agreement will also see products marked ‘Made in China’ become 
cheaper to the everyday Australian consumer. 

Once the agreement is in place, we should see 85% of Australian 
goods, exported to China, being tariff-free from day one, rising to 93% 
within four years. This should see a boost to our agricultural industry 
with tariffs on our $13 billion dairy industry eliminated and the current 
12% – 25% tariffs on beef and sheep to end. The Australian wine 
industry will also see a change, with its 14% to 30% tariffs gone within 
four years. 

This trade agreement will unlock significant opportunities for Australia 
as China is Australia’s largest export market for both goods and 
services, accounting for nearly a third of total exports, and a growing 
number of foreign investment.   

During the 2013/14 financial year Australia and China saw $150.87 
billion in two way trade, with the top five Exports/Imports listed below: 

top 5 exports to China

1. Iron Ore & Concentrates $52.62 Billion

2. Coal $  9.08 Billion

3. Gold $  8.07 Billion

4. Education & Related Travel $  4.04 Billion

5. Crude Petroleum $  2.63 Billion

 
top 5 imports from China 

1. Telecom Equipment & Parts $  4.90 Billion

2. Computer $  4.65 Billion

3. Clothing & Accessories $  8.07 Billion

4. Furniture, Mattresses & Cushion $  2.03 Billion

5. Prams, Toys, Games & Sporting Goods $  1.68 Billion

The expansion of the Chinese economy will continue to have important 
implications for Australia. The International Monetary Fund (IMF) is 
forecasting 7.4% growth in 2014, easing to 6.3% by 2019. If China 
is able to continue to grow and boost consumption, by 2020 it may 
well have the world’s single largest middle class. The World Bank has 
predicted that before 2030 China may well become a high income 
economy and over take the US as the world’s largest economy. 

China currently buys more of Australia’s agricultural produce than 
any other country. In 2013, this market was worth around $9 billion 
to Australian farmers and the broader agricultural market. With the 
expected expansion in population we should see these figures increase 
dramatically with the agreement placing Australia at a major advantage 
to other competitors, including Canada, the United States and the 
European Union.  

In 2013, Australia exported over $85 billion worth of resources,  
energy and manufactured products to China. It is anticipated that on full 
implementation of the FTA, 99.9% of these exports will be duty free on 
entry into China. This will see a reduction in the production costs and 
export of our resources, which will hopefully filter down to  
the Australian consumer. 

Chinese investment within Australia has been growing strongly in 
recent years, with approximately $32 billion invested to date. We have 
also seen an increase in the number of Australian businesses entering 
the Chinese market with great success, with banking and wealth 
management the leading sectors of Australia’s direct investment into 
China. Through the FTA there will also be further Chinese investment 
into Australia with the raising of the threshold at which investment in 
non-sensitive sectors by private entity groups, from $248 million to 
$1,078 million.  

Alongside the FTA, Australia and China have also completed 
negotiations on a Work and Holiday Arrangement (WHA) whereby 
Australia will grant visas for up to 5,000 Chinese work and holiday 
makers annually. This Work and Holiday Agreement could increase 
demand for tourism, particularly in rural Australia. 

There may also be some losers in the signing of the Free Trade 
Agreement with a more competitive housing and commercial property 
market. Many Chinese investors are looking to purchase property and, 
with a strong Australian market, see Australia as the better option. 
This in turn will see property values continue to increase potentially 
pricing some home buyers out of the market. There is also the ability 
for Chinese investors to acquire large parcels of Australian land and 
companies; however Australian businesses are unable to do the same 
in China. 

Australian manufacturing may also lose out with the cost of imported 
goods becoming cheaper for everyday Australians, and in turn many 
more cheaper ‘Made in China’ products coming onto market shelves. 
This may see many of our Australian made goods priced out of the 
market and subsequent job losses. Some manufacturing companies 
may even decide to leave our shores for greater access to the Chinese 
markets.

In summary, the Free Trade Agreement between China and Australia 
will benefit most Australians. The everyday consumer will see electrical 
goods, clothing, cars and household goods imported from China 
become cheaper. With 93% of exported goods to China to be tax free 
on full implementation of the agreement, Australian businesses will be 
able to take advantage of the expanding Chinese markets.  

With trade agreements also in effect with Korea and Japan, Australia 
will become an even bigger trading partner within the Asian Pacific 
region.
 
References 
www.austrade.gov.au, 20 November 2014, Australia and China conclude landmark Fee Trade 
Agreement. 
www.news.com.au, 17 November 2014, Australia-China free trade agreement: What it means 
for you. 

www.dfat.gov.au. 

Darryl Marshall, Associate Adviser, Shadforth Financial Group.
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Can an SMSF lend to another SMSF?

Question

Can an smsF can lend to another smsF? 

I have an SMSF with a corporate trustee. The fund balance is approx $2 million and it is in pension phase. 

My son Jim also has an SMSF with a corporate trustee of which he and his partner are directors and members.

Jim wishes to purchase a factory in the SMSF but is short $70,000. So the question is whether I can lend Jim the money from my SMSF. Please 
advise if this is an allowable investment for my SMSF. I am concerned that there may be a ‘related party issue as Jim is my son.

What are the issues for Jim to be aware of? (My broad understanding is that Jim would need to establish a ‘bare trust’ and consider the SMSF 
borrowing strategy consistent to the borrowing for any commercial investment through a finance institution).

Obviously the objective for both parties is for my fund to achieve a greater return on its cash deposits than the bank rate and for Jim to meet his 
purchase requirements ($70K).

answer

It appears there are conflicting views re the in house asset issue vs. the provision of financial assistance. If the latter is an issue then that will mean 
the 5% in house asset rule is not available.

The consensus is that it is an area where caution should be used and that the auditors sign off should be obtained before entering into the 
transaction.

My view is that it could very well be a provision of financial assistance from the lender to the borrower, particularly if the terms are favourable, but at 
the end of the day, it is the auditors who hold responsibility for signing off the accounts of the SMSF.

So what is the Auditors view?

Robert Nielson, Audit Partner of Lachlan Nielson Partners provided the following insight: 

In relation to your query, your SMSF can lend money to Jim’s Fund if the following are satisfied:

1. Must be at arm’s length (S.109).Section 109 of the Superannuation Supervision Act requires that all investment transactions of an SMSF 
must be made and maintained on an arm’s length basis. Note that transactions need not necessarily be at arm’s length (i.e. they may be between 
related or associated parties) but investment transactions must be on a commercial basis and on terms that are no more favourable to the other 
party than would be reasonably be expected if the dealing was at arm’s length in the same circumstances. Your super fund should charge a margin 
% on top of the bank’s rate due to the ability of claiming security over the property (a bank has priority over an SMSF). 

In addition to the arm’s length requirements, any investment undertaken must be part of a properly formulated and implemented investment 
strategy for the entity as required under superannuation law.

2. Section 67 limited recourse borrowing arrangements must be satisfied and correctly drawn up by Jim’s super fund. The ruling relating to 
borrowing money was legislated in April 2009 and it states that the prohibition and exceptions in S.67 only apply to borrowing. For the purpose of 
the section, a borrowing is an arrangement that exhibits two characteristics:

•	 A	temporary	transfer	of	money	from	one	entity	(Lender)	to	another	(Borrower) 
•	 An	obligation	or	an	intention	on	the	part	of	the	borrower	to	repay	the	money	(which	could	mean	a	transfer	of	the	asset)

3. This arrangement however is not a loan under S.65 definition as your super fund did not loan monies to a relative/member.

4. This arrangement is an in-house asset under S.71 definition being a loan to a related party of the Fund. Therefore the loan amount needs to be 
within 5% of total assets. Generally as the trustee of the SMSF you cannot lend to, invest in a related  or related trust of the fund where the loans 
or the value of the assets that are subject to the investment are greater than 5% of the market value of the total fund assets. If the arrangement 
exceeds 5% you risk penalties, the fund being made non-complying, disqualification as a trustee, prosecution and the inability to purchase other in 
house assets.

One alternative which you may have considered is to withdraw $70K from your SMSF, personally lend it to Jim with appropriate legal 
documentation (e.g. mortgage over an asset) and Jim then makes a non-concessional contribution (NCC) to his SMSF to purchase the factory. 
The issue is that Jim still has to cover the interest on the borrowings personally and if met, may increase your tax liability if your personal exertion or 
investment earnings are greater than $18,200. Also the purpose of the loan between you and Jim was for Jim to make an NCC to his super fund 
which is not income producing and as such it is unlikely that Jim would be able to claim a personal deduction for the interest payment.

Superannuation

by Michael Burton

Michael Burton, Principal - Private Client Adviser, Shadforth Financial Group.
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Superannuation

Super contribution splitting                                                                         by Stuart Graham

Super contributions splitting enables couples to share in the benefits of 
super over their working lifetime by allowing a member of a fund with a 
super accumulation interest to transfer contributions they have made in 
a year from their super account, to their spouse’s super account. 

There are some key situations where you might look to implement an 
ongoing contribution splitting strategy:

(1) You are planning to retire before age 60, and wish to access two 
tax-free thresholds; or

(2) To build an older spouse’s super who is planning to retire before you;  
or 

(3) To potentially lessen the impact on your super if there were a 
re-introduction of tax on income streams.

In the first instance, if you have significantly more super than your 
spouse, then at the time you commence drawing an income stream, a 
portion of the income stream will be taxed, over and above the tax free 
threshold. Therefore, by directing some of your own contributions to 
your spouse’s super, you can increase the level of income stream that 
your spouse draws and ensure that each of you is benefiting from the 
tax free threshold. 

In a similar fashion, the second situation where contribution splitting is 
advantageous is where there is a significant age difference between 
spouses. Transferring some contributions to an older spouse will 
improve the tax efficiency of your joint outcome, as anyone over age 60 
can draw a completely tax free income stream under the Government’s 
exiting rules. In addition, you may also have a spouse who is closer 
to being able to draw a transition to retirement income stream on 
attainment of their preservation age, so you can look to boost their 
super accumulation account via contribution splitting.  

The final scenario where contribution splitting may prove to be 
advantageous, is to protect against the legislative risk of a change to 
the taxation of income streams from some future date. For example, 
the Government could conceivably decide to tax the whole of an 
income stream, or the amount of income stream above a set limit eg 
say $40,000 per annum. If this transpired, it may prove to have been 
a smart strategy to have evened out you and your spouse’s respective 
super balances, so as to have less of a difference between the amount 
of income you are each drawing, and therefore paying income tax on. 

With regard to the legislated super contribution limits, note that if you 
split your contributions to your spouse, the contribution still count 
towards your own limit.  

a few tips and tricks to remember in relation to contribution 
splitting:

(1) You can split contributions with your spouse regardless of your 
age, but your spouse must be younger than their preservation age 
(generally age 55, but increasing if born after 1 July 1960), or between 
preservation age and 65 (and not retired). You can’t split contributions 
to your spouse if they are above age 65. 

(2) Super splitting is allowed on a financial year basis, so you must 
lodge your application no later than 12 months after the end of the 
financial year in which you made your contributions, unless you are 
closing your account in which case the request can be done in the 
same financial year. 

(3) Don’t forget to check that your spouse’s fund will accept the 
contributions.  

(4) You can’t request a split for an amount of contributions below 
$1,000.   

(5) Note that you may split up to 85% of your super guarantee or salary 
sacrifice contributions, and can also split any self-employed super 
contributions on which you have claimed a tax deduction. However 
the amount to be split is subject to a cap equal to the individual’s 
concessional contributions limit for that financial year.

(6) Splitting applies to married couples, de facto couples and same sex 
couples. 

how to implement your contribution split:

(1) Your super fund will have the appropriate form which you will need 
to complete, and you will need to have your spouse’s fund details when 
completing the form. 

(2) If you use an administration service for your super, make sure you 
have sufficient cash in your fund before lodging the request to split. 
Shortly after the beginning of a financial year may be a good time if you 
are holding some managed funds which pay distributions in July. 

(3) For an SMSF, check the Trust Deed to ensure that it allows you 
to split contributions between you and your spouse, and the format 
in which you need to make the request. For example, you may need 
to write a brief letter to the Trustee confirming your request to split 
contributions and the amount to be split. 

The following illustration will assist in understanding how contribution 
splitting works in practice: 

Roberto’s employer contributed $10,000 into his super fund in the 
2013/14 year. He also made $5,000 in personal contributions during 
the same year. His wife, Sonia, doesn’t have a lot of super, and works 
on a part-time basis. In October 2014, Roberto decides to split $7,000 
of his employer contributions with Sonia. These contribution amounts 
are within the maximum allowed to be split i.e. 85% of $10,000. Note 
that Roberto is unable to split his personal contributions with Sonia 
because he is not self-employed and is not eligible to claim a tax 
deduction for those contributions.  

Stuart Graham, Private Client Adviser, Shadforth Financial Group.
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Direct fixed interest rates as at 15 December 2014

Interest Rates

amounts from $25,000 to $100,000+

Cash and short term rates at call 1 mth 3 mths 6 mths 9 mths

AMP Bank Limited (min $25k) 3.45  3.25 3.40 3.40

ANZ Term Deposit 2.75 3.20 3.25 3.25

NAB Term Deposit (min $25k) 2.65 3.15 3.25 3.25

St George Bank (min $20K) 2.80 2.95 3.00 3.20

Rabo Direct 3.15 2.90 3.10 3.25 3.25

Rural Bank Limited 2.47 2.76 2.82  

amounts from $25,000 to $100,000+

medium term Fixed investments 1yr 2 yrs 3 yrs 4 yrs 5 yrs

AMP Bank Limited (min $25k) 3.40 3.10 3.20 3.20 3.20

ANZ Term Deposit 3.30 3.30 3.40 3.60 3.80

NAB Term Deposit (min $25k) 3.30 3.30 3.40 3.60 3.80

St George Bank (min $20K) 3.20 3.40 3.55 3.90

Rabo Direct 3.35 3.40 3.50 3.70 3.90

Rural Bank Limited 2.78 2.85 2.93 3.17 3.28

amounts from $100,000 to $1,000,000+

Cash and short term rates at call 1 mth 3 mths 6 mths 9 mths

AMP Bank Limited 3.45  3.25 3.40 3.40

ANZ Term Deposit 2.75 3.20 3.25 3.25

Bank of Queensland T/D (min $500k)  2.65 3.20 3.40 3.35

members equity Bank (min $500k) 2.75 3.20 3.35 3.35

NAB Term Deposit 2.65 3.15 3.25 3.25

St George Bank 2.80 2.95 3.00 3.20

Rabo Direct 3.15 2.90 3.10 3.25 3.25

Rural Bank Limited 2.67 2.96 3.02  

Suncorp Metway Limited (min $500k) 2.50 3.03 3.33 3.33

amounts from $100,000 to $1,000,000+

medium Fixed term investments 1 yr 2 yrs 3 yrs 4 yrs 5 yrs

AMP Bank Limited 3.40 3.10 3.20 3.20 3.20

0ANZ Term Deposit 3.30 3.30 3.40 3.60 3.80

Bank of Queensland T/D (min $500k) 3.25 3.25 3.30 3.50 3.65

members equity Bank (min $500k) 3.35   

NAB Term Deposit 3.30 3.30 3.40 3.60 3.80

St George Bank 3.20 3.40 3.55 3.90

Rabo Direct 3.35 3.40 3.50 3.70 3.90

Rural Bank Limited 2.98 3.05 3.14 3.38 3.48

Suncorp Metway Limited (min $500k) 3.33 3.38 3.43

Fiig securities Ltd sources term deposit and at-call rates daily from more than 60 Authorised 
Deposit-taking Institutions (ADIs).
Adviser clients can access individual rates or register for  FIIG’s Rolling Term Deposit Service.
The Rolling Term Deposit service minimises administration, making transacting multiple term 
deposits quick and seamless. The service provides a number of features and benefits to help you 
manage your deposit investments, including: 
•Convenient	online	access	to	your	term	deposit	portfolio	
•Simple,	online	comparison	of	rates	from	a	range	of	major	banks,	regional	banks	and	other	ADIs
•Ability	to	provide	your	transaction	instructions	online	
•Automatic	lodgement	of	ADI	applications	through	a	Deposit	Service	Authority	
•Receive	expert	support	from	FIIG’s	specialist	Deposits	Team.	
*Rates are subject to change at the discretion of the ADI*	
	
to learn more please call 1800 01 01 81

Simon Bridgland, Editor of The Investing Times and Research Analyst.

rates stiLL unChanged 

As The last official move in the cash rate by the Reserve Bank 
of Australia was a 25 basis point cut on 7 August 2013 from 
2.75% to 2.50%. Interest rates have now been on hold for 16 
months. 

While the cash rate has been steady, term deposit rates have 
continued to decline. In August 2013 when the cash rate was 
at 2.50% a top four bank term deposit (TD) for one year was 
around 3.75%. Today, the cash rate remains at 2.50% and a 
12 month term deposit (interest half yearly) is 3.50%. Clearly 
banks have been winding back their margins. 

There is no real competition currently for deposits. From 2009, 
banks rushed to increase the deposit bases in order to reduce 
the reliance on global wholesale funding (which was difficult 
to roll over during the GFC). In increasing their deposit bases, 
banks would have also been factoring future credit growth. It is 
possible that banks have more TD funding than credit growth 
requires. If this is the case, TD rates could slide further even if 
cash rates remain unchanged. 

We think TD rates could continue to decline even if the cash 
rate remains unchanged. However, due to changes in the 
funding mix, at this point we do not believe the TD rate will 
again move below the 90 day bank bill swap rate. Focus on 
ensuring the appropriate mix of funding will remain paramount 
as retail funding remains crucial as it is treated more favourably 
from a liquidity coverage ratio (LCR) perspective. The ability for 
the banks to continue to grind margins down on retail deposits 
will be greatly influenced by this aspect and would appear 
supportive of our view that margins will not turn negative. 

While not within our expectations, if the TD again traded at a 
discount to the 90 day bank bill swap rate it could be closer to 
2.5%. 

Our current thinking is that rates (at best) remain flat in the near 
term with risk of a rate cut actually increasing.
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Michael Burton, Principal - Private Client Adviser, Shadforth Financial Group.

Residential property acquired by SMSF

Question from subscriber:

I have a Self Managed Superannuation Fund  (SMSF) with the 
investments being shares, some managed funds to cover my 
international exposure and a commercial property which is geared 
through the fund. I have a substantial amount of cash in my SMSF to 
fund the property purchase. I own a number of residential properties 
with substantial capital gain which I was advised could not be acquired 
by the fund as they are owned by a ‘related party’. Is this correct? 
 
Answer:

I have lost count over the years how many times this question has been 
asked. The simple answer is that there is no simple answer. There is 
case law where it has been demonstrated that residential property 
was classified as real business property under Section 66 (5) of the 
Commonwealth Superannuation Supervision Act 1993 and there are a 
number of examples given by the ATO to assist clarify the matter. 

Real business property is real property used ‘wholly and exclusively’ 
in one or more businesses. If your ‘genuine’ business is renting out 
residential properties, then the properties have a relevant connection 
with the business so it then comes down to the question and 
interpretation of ‘genuine’.

In one example given by the ATO an owner and manager of 20 rental 
properties who lived off the rental income was allowed to transfer 
these properties to his SMSF at market value. In another case the 
owner of nine properties which were partially managed by the owner 
and also by an agent was also allowed to transfer the properties to her 
SMSF despite the fact that the ‘business’ was not profitable as it was 
determined that the taxpayer was in fact carrying out a business of 
renting out properties.

A third example is of an owner of 10 residential properties which were 
managed by an estate agent was disallowed as the ATO suggested that 
the use of the agent deemed the taxpayer is not carrying on a property 
investment business. This decision is not supported by example two 
and so it appears that there is a subjective view as to what is and what  
is not a real business venture.

The circumstantial individual facts can differ as will the ATO’s decision 
and thus there is no simple answer to your question. There is extensive 
case law on the meaning of ‘business’ which is not influenced by size. 
Established Law makes it clear that a business can be small as per the 
case of Thomas v Federal Commissioner of Taxation (1972) ALJR 397.

Q&A by Michael Burton

interstate visits For 2015

Advisers will be meeting with clients in Adelaide, Canberra, Perth and Queensland’s Sunshine and Gold Coasts throughout 2015. If you 

would like to make an appointment for any of the above visits or if you would like to discuss what’s involved in a first interview on the 

road to seeking financial and investment advice, please email: candice.wilson@sfg.com.au 

 
Disclaimer: The advice provided in this newsletter is general advice only and therefore your particular objectives, needs and financial position have 
not been considered. Before making a decision on the basis of the advice, you need to consider, with or without the assistance of a financial advisor, 
whether the advice is appropriate in light of your particular needs, objectives and financial circumstances, and when applicable obtain a relevant  
Product Disclosure Statement and read it. Lachlan, its employees and/or associates may hold interests in companies referred to in this publication. 
“The Investing Times” – Providing financial and investment wealth creation strategies since 1971. 
© 2014 Lachlan Wealth Management Limited.  

seek professional legal and accounting advice before 
considering the transfer of residential  

properties to your smsF.


