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MESSAGE FROM THE EDITOR 

 

Scott Dixon, Managing Editor of the Investing Times 

 

Our team’s commitment to endure at the top of 
the DIY investor list – for you, our readers - is 
paramount and we look forward to providing you 
with quality editorial once again. 

As a part of this, we are proud to be offering our 
publication in hard-copy once again. In fact, the 
decision to revert to hard-copy is only a small 
part of our broader commitment. We have also 
confirmed that the publication is more committed 
than ever to abide by the ‘Austin Donnelly way’ 
(the eminent founder of this publication) by 
providing expert commentary on sensible long-
term investment strategies/ideas along with 
factual information about money management.  

This is an area that Austin excelled, and in 
recognition of this commitment, we have 
dedicated page 3 to the Austin Donnelly legacy 
and explain why his history of relentless 
research is still important to investors today.  

We have also committed to strategically ‘stay off 
the fence’ and focus on providing expert insights 
and ideas that our commentators believe in. The 
exclusive Zone System on page 8 remains the 
central foundation of many of our reader’s 
investment philosophy and we re-affirm our 
commitment to this exceptional metric.  

The track-record of the Zone System now has 
over 114 years of supportive evidence and 20 
years of active appraisal. On all measures it 
continues to excel. The natural extension to this 
was the introduction of the global analysis of the 
zone system, and we are proud to provide this 
analysis for another edition. 

As we demonstrate within, Australia looks 
reasonably positioned relative to our global 
peers on a valuation basis, although our 
appraisal is that Australia warrants a balanced 
stance at current levels. On a global level, the 
only other pocket of value is emerging markets 
as the remainder of the developed world 
appears overvalued. 

 

IN THIS ISSUE 

This edition contains a greater emphasis on the 
core portfolio than has been seen in many 
years. We reflect on the results of the reporting 
season and provide evidence of our portfolio 
superiority, which is often left unsaid. 

We also contain a 2-piece article that every self-
managed super fund investor should read – 
what happens upon your death – as it is a poorly 
understood concept and impacts many of us. 

There is also commentary on our longest 
running period of prosperity, as well as profit 
margin dangers and the latest from Warren 
Buffett. 

In all, there is plenty of value inside so please 
take the time to absorb it.  

NOTICE OF CHANGE 

We wish to advise that we now have an updated 
PO Box – PO Box 233 Ringwood VIC 3134. All 
other contact details remain the same, but 
please refrain from using the existing PO Box as 
the transition is nearing completion and cannot 
guarantee the safe arrival of your mail. The new 
PO Box is already active and secured. 

Lastly, just like superior investing requires a 

lifetime commitment with endless scope for 

improvement, we are continually striving to 

improve the Investing Times and provide 

information which is more relevant to your 

needs. If you have any comment (whether it be 

a section that you particularly enjoy, or you have 

an opinion on areas you want to see more) 

please don’t hesitate to contact us at 

investingtimes@gmail.com. We appreciate your 

input in making this long-standing publication 

continually succeed. 

We wish you happy investing outcomes through 

comprehensive research and discipline. 
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2 MINUTE GLOBAL ECONOMY UPDATE 

 
The global economy remains one of contrast, with the so-called global currency war beginning to 

show signs of unwinding. Many of the major economies are at different stages of their economic 

cycle, with the USA remaining the clear stand-out among Western economies from an economic 

data perspective. While the world comprehends the meaning behind the removal of the word 

“patient” from the USA interest rate outlook, most of the world remains in ‘quantitative easing’ mode 

as they continue facing the threat of deflation. This is particularly relevant in Europe as the 

underlying debt issues will continue to take a lot longer to unwind than most expect. 

Other pockets of the world that get less press time continue to struggle economically. Latin America 

in particular is finding the current economic backdrop challenging with Argentina still battling its 

default. The Middle-East is surviving for now, but an extended period of low oil prices are looking 

more likely as inventory levels continue to climb. In the end, low oil prices will prove temporary and 

will drive market share back to the middle-east and out of the more expensive US shale industry. 

Australia remains in a slow growth pattern from a GDP growth perspective, but the biggest concern 

is its transition from a mining investment led economy to a productive and balanced economy.  It 

seems that construction is our only saviour and we are yet to see the lower Australia Dollar drive 

productivity back into the manufacturing and services sectors.  

ASIA 
 Japan expected to grow 1.5% 

this year, after -0.5% in 2014. 

 China sets GDP growth target of 

“around 7%”, the lowest level in 

11 years. 

 Chinese interest rates have been 

cut twice in the past 6 months to 

2.50%. 

 Indian reforms continue to excel, 

with share-market up 30% YoY. 

 

USA 
 Federal Reserve removes “patient” from 

recent policy statement. Rates still tipped 

to rise by mid-year. 

 GDP growth is forecast to rise 2.9%, but 

this seems to have downside. 

 Unemployment down to 5.5%, down from 

6.7% a year ago and 10.0% in 2009. 

 

AUSTRALIA 
 GDP growth lacklustre at 

2.2%. 

 Australia confirmed to have 

the world’s highest private 

debt levels, at 130% of GDP. 

Global average is 78% of GDP. 

 Unemployment is 6.3%, 

higher than the USA and UK. 

 

EUROPE 
 The Euro is down -21% against 

the USD in the past year, which 

will be beneficial in the long-

term. 

 German business sentiment is 

improving on the back of 

quantitative easing. 

 Greece is set to run out of cash 

by April 20th. 

 UK facing 0% inflation YoY for 

first time since 1989 

 

MIDDLE EAST 
 Oil price remains low, with 

Brent Crude at $56. 

 Important for Saudi Arabia, 

where petroleum 

contributes 45% of their 

GDP. 
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As many of our readers are all too familiar, Austin Donnelly was 

the founder of the Investing Times and was a leading figure in the 

development of investment management in Australia. His 

accomplishments were varied and plentiful, including founding the 

Australian Investors Association (AIA).  

He passed peacefully in 2007, but his legacy lives on within the 

Investing Times and among the many grateful investors who were 

privy to Donnelly’s wisdom.  

His influence in financial markets remains paramount, and the 

Zone System is evidence of this. The success of Austin Donnelly 

and his family is obvious – his children have gone on to become 

very successful in their own right – and as an act of our gratitude 

we will take a look back at Donnelly’s key findings and validate 

their relevance in today’s world. 

5-YEAR CONTRARY RETURNS 

Austin Donnelly was a statistician at heart, and he was one of the 

first in Australia to recognise the relationship between historical 

valuations and future returns. One of these findings was 

Donnelly’s assessment of the relationship between the past 5 

years and the next 5 years.  

In his book, “Sensible Share Investing” released over 20 years 

ago, he computed this relationship and found the results 

compelling. The outcome was an opposing relationship – ie. a 

strong 5-years historically tended to result in a weak 5-years 

thereafter; and vice versa. 

In the modern world, technology makes this much easier to 

compute. And it appears Donnelly remains correct, as we depict 

below: 

 

DIVIDEND YIELDS 

Again, well before his time, Austin Donnelly was very interested in 

the dividend yield of the market and provided evidence on how to 

play this metric. He ran a similar “Zone System” on dividend 

yields to the one he did on the market, and found that the 

relationship was once again compelling. 

In today’s world, this remains as true as ever. If the dividend 

yields are falling in aggregate, the market becomes more 

expensive and less capable of producing successful investment 

outcomes. The same applies in reverse. 

Some critics would point out that falling interest rates will impact 

this trend, but we have the evidence and it still works in 

aggregate. We will feature this in a future edition. 

 

THE AUSTIN DONNELLY LEGACY 

 

Editor’s note: If you have fond memories of Austin Donnelly and his principles, please share them with us by emailing 

investingtimes@gmail.com. We are actively working to bring back Austin’s legacy and would love to hear from you. 

 

LONG-TERM ZONE TRENDS 

Without doubt, Austin Donnelly’s biggest legacy in financial terms 

is the Zone System, which was his greatest tool to understand 

whether to invest heavily in shares or remain conservatively 

positioned in cash or bonds. 

This has evolved over the years into the Zone System chart we 

see in every edition.  

The basic premise behind Austin’s theory is that the Australian 

share-market tends to produce 6.5% returns per year excluding 

dividends. At the time of his analysis, Donnelly pointed out that 

the share-market and other markets spend about two-thirds of the 

time between 25% below and 35% above the long term trend. It 

also spends about one-sixth of the time above 35% and one-sixth 

of the time more than 25% below. 

DEFINING INVESTMENT SUCCESS 

A less known fact about Austin Donnelly was his opinions on 

investor success and benchmarking. Many knew he was an 

advocate for sensible decision making, and this is a natural 

extension to understanding what investment success is. Back in 

1994, Donnelly suggested that investment success involved a 

rate of return equal to 8% or higher, and his rationale was that 

anyone can achieve 8% risk-free via term deposits so it would be 

necessary to beat this return at a minimum. Therefore among all 

of his tests, he was seeking an 8% return as the benchmark. 

This differs to most modern-day investors. Far too many investors 

are focused on beating the relevant benchmark, whether that be 

the All Ords or the “Balanced” benchmark produced by the likes of 

Morningstar. Rarely does an investor focus on absolute returns. 

However, at a simplistic level, it makes a lot more sense to focus 

on what really matters – deriving a worthy return from your 

investments to reward the risk that you take. On this note, it 

should be recognised that in today’s world 8% is not possible 

without risk. Term deposits are earning approximately 3% and 

bond indices have a yield of approximately 3.5-4%. Therefore, it 

would be appropriate to reduce this success rate accordingly. 

SUMMARY 

The world is clearly different in 2015 but the principles that 

underlie sensible investing remain unchanged. Austin Donnelly 

has provided readers of the Investing Times with a valid 

investment approach that has avoided the biggest crashes of our 

era and at the same time provided timely recommendations to re-

invest when the rest of the world is selling.     

For this, we remain forever grateful. 

 

Next 5 year return if past 5 year return averaged <6.5%pa 12.32%

Next 5 year return if past 5 year return averaged >6.5%pa 7.51%

Austin Donnelly 5 Year Correlation - 1958 to 2015
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PROFIT MARGINS AN ADDED DANGER 

 

Disclaimer: This information is general only and does not take into consideration your personal or financial situation. 

The concept of profit margins carries an element of mystique. It is 

said to be one of the most predictable ratios in finance on 

aggregate but incredible difficult to forecast at a company level.  

 

 

 

 

 

 

 

 

PROFIT MARGIN ANALYSIS 

Every company obviously has its own unique profit margin and it 

is a moving target. This is simply reflected by taking net profit / 

sales and demonstrates the efficiency of a company in deriving a 

dollar of profit. The typical margin has historically averaged 

between 6% and 9% among the biggest companies in the world. 

So why do profit margins matter? At a company level, investors 

are looking for businesses that can maintain high profit margins – 

this can explain an abundance of information including that it is a 

sign of sound management and has a general ability to remain 

highly profitability without the necessity for revenue growth. 

However, at an industry and/or market level investors would be 

better placed seeking out low profit margins. Allow us to explain. 

Why do we seek low profit margins for the market? 

While we can expect natural variance at a company level, an 

industry or market is far less likely to experience such outliers. 

The general consensus is that high profit margins represent 

temporary shifts in the economic cycle and can create artificially 

adjusted profit figures that do not necessarily explain a 

sustainable advantage. Said another way, high profit margins are 

a sign that an economy or industry is nearing the peak of its cycle, 

whereas low profit margins are a sign of an economy or industry 

nearing the trough. 

Therefore, the best insights come when we take an aggregated 

market (or industry) profit margin and track it over time. By 

understanding this, we can appreciate the engine behind the 

market valuations and make a risk-adjusted judgement on the 

future direction of values. 

 

The USA is an interesting point of note. The USA appears to be 

experiencing unsustainably high profit margins with the S&P500 

composite eclipsing 10%, which is its highest profit margin since 

data commencing in 1995. This is clearly being impacted by the 

popularity of information technology and financial stocks which now 

have aggregated profit margins of over 15%.  

In theory, this resembles an economy that is near its peak and 

historical analysis demonstrates that this cannot be maintained – or 

at a minimum, has never been maintained in the past.  

PROFIT MARGINS OF THE MINERS 

A major area of change and one on the lips of every Australian is 

the health of the mining sector, and it appears that BHP is a 

shining star among a tumbling industry. Price Waterhouse Coopers 

produces an annual report called “Mine” which compares the top 

40 mining companies in the world, including Australia’s own giants. 

As we discussed, a high profit margin at an industry level can 

indicate the peak of its economic cycle and vice versa. Refer to the 

chart below on the mining sector in aggregate: 

 

 

 

 

 

 

 

 

 

Since late 2013, and for the first time since 2003, the mining sector 

is experiencing profit margins that are below the market average. 

Whether this represents a tactical buying opportunity is yet to be 

seen, but the added danger of 25%+ profit margins is no longer an 

issue. The key question is whether mining revenue will be 

maintained and whether the profit margins will normalise.  

SUMMARY AND OUTLOOK 

Profit margins are nothing more than another metric that can 

identify opportunities or dangers across industries or markets. We 

investigated the relationship and found that profit margins are 

generally predictable on aggregate but contain wide variances in 

isolation. On this basis, we form the outlook to beware of the USA 

and be cautiously positive on the miners. 

 

Top 40 Mining 

Companies

Revenue 

(billion)

Net Profit 

(billion)

Profit 

Margin

2003 110$        12$              11%

2004 184$        28$              15%

2005 222$        45$              20%

2006 249$        66$              27%

2007 312$        80$              26%

2008 349$        57$              16%

2009 325$        49$              15%

2010 435$        110$            25%

2011 539$        132$            25%

2012 709$        72$              13%

2013 719$        20$              3%

10 Australian 

Majors

Revenue 

(billion)

Net Profit 

(billion)

Profit 

Margin

CBA 20.54$     4.54$           22.1%

Telstra 13.01$     2.09$           16.0%

BHP 30.34$     4.79$           15.8%

Ramsay Healthcare 3.34$       0.20$           6.0%

AGL Energy 5.18$       0.31$           5.9%

News Corp 4.43$       0.21$           4.7%

Wesfarmers 31.97$     1.38$           4.3%

Woolworths 32.54$     1.28$           3.9%

Worley Parsons 4.42$       0.11$           2.6%

Qantas 8.07$       0.21$           2.6%

Aggregate 153.85$   15.11$         8.4%
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WARREN BUFFETT’S LETTER  

 

Disclaimer: This information is general only and does not take into consideration your personal or financial situation 

“Stock prices will always be far more volatile than 
cash-equivalent holdings. Over the long term, 
however, currency-denominated instruments are 
riskier investments – far riskier investments – than 
widely-diversified stock portfolios that are bought 
over time and that are owned in a manner invoking 
only token fees and commissions.” 

- Warren Buffett 

Warren Buffett has held a stigma of being able to produce results 

with incredible consistency. However, some critics have 

suggested that this is partly due to the fact Buffett has always 

provided his results in terms of “book value” rather than “market 

value”. 

MARKET VALUE VERSUS BOOK VALUE 

For the first time, Buffett has included the results of his company 

in terms of “market value”, which is the true return for investors 

that purchased Berkshire Hathaway shares. While no one can 

doubt Buffett’s expertise, the consistency of Berkshire’s returns 

have not matched up.  

In the 50 years since Berkshire Hathaway became Buffett’s 

investment vehicle, he has produced positive performance in 48 

out of 50 years based on book value, compared to 40 out of 50 

years based on market value, which equates to a success rate of 

96% versus 80% respectively. 

Similarly, Buffett’s outperformance against the S&P500 has been 

an area of attention among his fans and critics. It was confirmed 

for another year that Buffett delivered a solid result, beating the 

index in terms of market value but not in book value. This means 

that Berkshire Hathaway has produced outperformance in 39 out 

of 50 years based on book value, compared to 34 out of 50 years 

based on market value.   

PEARLS OF WISDOM 

Aside from clearing the truth on the performance appraisal, Buffett 

has always been a believer in remaining invested in the share-

market (apart from the occasional stock-pile of cash) and in this 

year’s letter, Buffett reflected on his successful approach. 

In summary, it was all about his bias for retaining exposure to the 

share-market at all times. Buffett reflected that the top 500 shares 

in the USA (S&P500) had increased by 11,196% over the past 50 

years, whilst the value of the dollar fell by 87%.  

Commenting on this fact, he stated “It has been far safer to invest 

in a diversified collection of American businesses”  

 

This is a message that many people nearing retirement might want 

to consider. Far too many pre-retirees want to commence their 

retirement with a “safe” income stream, but these same people are 

not considering the long-term risk they are exposing themselves to 

by failing to consider inflation against the dollar. 

It is also amazing that arguably the world’s best ever investor is 

such an advocate for index funds despite his success at active 

management. In previous communications, he has declared that 

his wife has been instructed to put their remaining money in an 

index fund rather than invest it with a likeminded professional. 

The message behind what Buffett is saying is clear. Short-term 

stock-picking is expensive and rarely adds value to anyone’s 

pocket except for the broker or advisor behind it. 

NO MENTION OF HIS FAVOURITE METRIC 

Warren Buffett omitted it from this year’s letter - probably because 

of the poor outlook - but it is still worthy of an update on one of his 

trusted metrics.  Market cap / GDP is known as his leading 

indicator for the overall market and has an exceptional record at 

sourcing “great buying opportunities” for the overall market. 

According to this metric chart below by fellow guru John Hussman 

(www.hussmanfunds.com), the US share-market is not poised for a 

stellar run.   

 

 

 

 

 

 

 

 

THE LIGHTER SIDE 

No-one likes copious amounts of paperwork, and it was nice to see 

that Buffett shares this same attitude. Buffett expressed his 

appreciation and complimented his 24 staff for their work ethic, 

admitting that the annual Federal tax return for Berkshire Hathaway 

contains 24,100 pages and that they have to file 3,400 different 

state tax returns. In expressing his gratitude he remarked “I truly do 

feel like tap dancing to work every day.” That is just rubbing it in. 
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24 YEARS OF GDP GROWTH – PERSPECTIVE PIECE 

 

2001 Tech Wreck and 

September 11 

2012 Euro 

crisis 

2008 GFC 

1987 crash 

1990 Recession 

1973 Oil shock 

1998 Asian 

crisis 

 

It is well recorded and 

recognised by the broad public 

that Australia is experiencing 

its longest period of prosperity 

since records began. 24 years 

recession-free since the Paul 

Keating “recession we had to 

have”. GDP is up +288% 

nominally. Share-market is up 

+293% excluding dividends. 

Sydney property is up +363% 

excluding rent and this has all 

been achieved despite 

population growth of only 

+37%.  

Is this sustainable or are we growing too fast? Are we facing a recession in the coming years or will Australia continue to grow? These are 
the question on many people’s lips.  

THE PURPOSE OF THIS ARTICLE 

It is easy to forget the enormous progress we have made when we are facing short-term challenges. In 1991, interest rates were still 
relatively high and the employment market was dead in the water. But we naturally worked our way through it and those who stuck to their 
investment philosophy quickly regained lost ground. 

Today, there is every reason to be worried once again. Mining construction is winding up, housing appears expensive and unemployment is 
showing its first signs of serious weakness in a decade.  

We should be thankful that our construction activity 
remains healthy because this is one of the only things 
standing between us and our first recession in the 21st 
Century. At the same time, cash is offering depressing 
returns and the bond yield curve is flattening.  

But why do we worry about these short-term dilemmas 
and place them under such scrutiny? Surely we can 
take comfort from the steady line on the GDP chart at 
the top of this page and stop worrying about the next 
data release. 

Of course it’s easy to say these things in hindsight. 
We all know that those who picked the GFC saved 
themselves up to 50% of their life savings, and we 
would all like to think we can pick it next time.  But In 
the end, GDP will continue moving north and those 
who live in fear will be left sitting in a bank account 
and fighting the threat of inflation eroding their capital.  

Therefore, take a moment to reflect on the table to the 
left and comprehend the economic progress that was 
made despite a barrage of concerns along the way.  

Our biggest worry lies in the 1,113% credit growth 
which is surely unrepeatable. 

Otherwise, it will hopefully make you wonder where we 
will be in 2039, and give you comfort to adopt a long-
term philosophy which recognises that asset prices will 
generally track nominal GDP.  

Sources: RBA, ABS, RP Data, Peter Abelson & Demi Chung. 

 

 

% CHANGE BETWEEN 1991 AND 2015 

Property Price Gains % Growth Difference to GDP

Sydney 363% 75%

Melbourne 453% 165%

Brisbane 321% 33%

Adelaide 332% 44%

Perth 517% 229%

Hobart 272% -16%

Darwin 364% 75%

Canberra 343% 55%

Economic Gains % Growth Difference to GDP

GDP growth nominally 288% N/A

Inflation growth 81% -208%

Total credit growth 1113% 825%

Increase in business investment 432% 143%

Increase in broad money base 441% 153%

Household consumption growth 119% -169%

Share-Market and Commodity Gains % Growth Difference to GDP

All Ords 293% 4%

Commodity price gains 107% -181%

Base metals gains 95% -193%

Population Gains % Growth Difference to GDP

Population growth 37% -251%

Total employment growth 52% -236%

1981 Recession 

1974 Recession 

1961 Recession 
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  THE QUALITY OF CASH-FLOWS 

 When evaluating the cash flow statement of a company it is 
important to make an assessment of the quality of the cash flow 
the company generates.  

There are two key factors to be considered, and we consider each 
of these in turn. 

 CASH FLOW FROM OPERATIONS (CFFO) 

It goes without saying that investors should look closely at “cash 
flow from operations”, to examine whether or not the company is 
able to generate a cash surplus from its operations. While this 
might be affected by the stage of development of the company, it 
provides a good indicator of the cash flow generation ability of the 
core business.  

Some investors and analysts like to refer to CFFO as the cash 
engine of the company, and in this sense they are absolutely 
correct.  

However, a more advanced method requires an investor to 
assess “cash flow from operations after investment in working 
capital”. The greatest benefit of this analysis is the insight into 
how the company's working capital is being managed.  

Said another way, while the cash engine considers the cash from 
the company's core operations, the other vital element affecting 
the overall CFFO is the company's working capital policies. This 
is poorly understood by much of the investing public.  

It may be necessary to stop and consider why movements in 
working capital are sources or uses of cash, and why this might 
impact your investment return.  

The answer lies in an investor’s ability to see the opportunity 
costs ahead of them. A company that creates cash-flow out of 
working capital changes will benefit temporarily, whereas a 
company that creates cash-flow out of core operations will benefit 
indefinitely.  

The third element of cash flow to consider is the “cash flow from 
operations after interest payments”. Intuitively, this is used to 
assess the company's ability to meet its interest obligations and 
analysts will often use coverage ratios that allow for interest in 
their assessment. 

One of the most important examples of a coverage ratio is the 
“cash coverage ratio”. By definition, this is calculated as: 

Cash coverage ratio =  

Cash flow from operations / Total debt 
(short and long term) 

The credit rating agency, Standard and Poor's, uses this ratio and 
only awards a AAA rating to companies that have a ratio of at 
least 1 to 1 (or 100%) 

 

QUALITY OF INCOME 

The second component to be considered is the quality of income. 
It is said that one of the major benefits provided within cash flow 
statements is that they provide an indication of the quality of 
income, enabling an assessment of the main reasons why profit is 
different to the associated cash receipts and payments. 

Some have argued that cash-flow provides a more reliable, 
objective and comparable measure of income because it does not 
require judgements to be made about accruals, allocation and 
valuations.  

This is not to say that the concept of profit under accrual 
accounting should be abandoned because it still provides a 
measure of performance reflecting earnings and the costs 
incurred in deriving them. In this sense, it removes the effect of 
the timing of cash flows.  

The point is that analysing cash flow gives an indication of the 
extent to which the reported profits have been derived in cash. 
Without a valid answer, it can leave the investor exposed to 
unnecessary risk and the company in question is usually best 
avoided. 

The quality of income ratio is a compelling ratio in this regard: 

Quality of income ratio =  

Cash flow from operations (CFFO) / Net profit 

If this ratio is greater than one it indicates that CFFO exceeds net 
profit and is generally seen to be positive. A variation of this ratio 
uses both CFFO before interest and tax and EBIT to eliminate the 
impact that tax and interest have and enable analysts and 
investors to focus on both profits and cash flows from purely 
operating activities. 

Below we list 8 of Australia’s well-known companies in terms of 
both the “cash coverage ratio” and the “quality of income ratio” for 
2014. As can be seen, the underlying companies have 
considerable variance but the aggregated result remains well 
positioned. It is also important to take care using historical results 
as they may not accurately reflect the future cash-flow. 
 

 

 

 

 

 

Source: 2014 annual reports, Yahoo Finance 

This article was produced in conjunction with Heinrich Jacobs, Chief Investment Officer of Optimum Capital Management  

Company Name Code
Cash Coverage 

Ratio

Quality of 

Income

Fortescue Metals FMG 41.30% 2.29x

BHP Billiton BHP 38.40% 1.83x

Telstra TLS 33.90% 2.01x

Woolworths WOW 25.40% 1.42x

Wesfarmers WES 23.50% 1.20x

Myer Holdings MYR 18.50% 1.96x

Qantas QAN 7.40% N/A

Insurance Australia Group IAG 4.80% 0.87x
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CURRENT POSITION AND MARKET MOOD 

The normal trading range for the All Ords now resides between 4,600 and 6,500 points (between Zones 2-4) according to the Zone System. 

With the All Ords positioned at approximately 5,900 at the time of writing, it remains fairly valued to moderately over-valued in the long-term. 

The market is sitting on the edge of Zones 2 and 3.  

There are a number of factors causing such a change, but the primary two opposing forces are: 

1. Low cash rates are forcing a reduction in the return expectations of defensive assets. This is tempting many conservative investors 

(particularly retirees depending on income) into assets with higher growth prospects. This is artificially increasing asset values, but is 

seen to be an unsustainable trend.  

2. Economic uncertainty is pushing investors towards “safe” sectors such as financials and healthcare. This flight to safety is causing P/E 

ratio expansion among large cap shares and elevated valuations among some companies.   

According to the Zone System, it would be prudent to remain vigilant and avoid the temptation to chase returns at current levels. A balanced 

and guarded view appears sensible and portfolios should consider a gradual transition towards a more conservative stance. 

.   

AUSTRALIAN SHARES – ZONE SYSTEM RANKING  

 

Austin Donnelly’s Recommended System The 5 Year View 

The 30 Year View (1985 – 2015) 
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GLOBAL ZONE SYSTEM ANALYSIS 

 

DEVELOPED WORLD EX USA – Overvalued 

USA - Overvalued 

EMERGING MARKETS – Fair Value 

While Australia is positioned fairly, not all 

pockets of the world appear this way. 

We know that everything being reported out of 

the USA looks exceptional at the current time, 

at least economically. Unemployment is now 

below Australia’s, GDP growth is accelerating, 

interest rates remain at lows (if only 

temporarily) and profit margins continue to ride 

their peak. However, the market knows it.  

In fact, the Zone System demonstrates that the 

market is over-confident in the USA and this is 

reflected in its Zone 1 “danger” zone status.  

The S&P500 has almost tripled in the past 6 

years, which is well beyond the long-term 

sustainable return range. We therefore 

recommend investors take caution with the US 

market because it appears that the majority of 

the upside is already priced in. 

China differs from the USA and could be a 

major contrarian play at the current time. The 

recent activity levels point out that China could 

suffer a GDP shock in Q1 of 2015, but there is 

also commentary suggesting that China’s rich 

are starting to transfer their wealth from an 

overheated property market into shares.  

On top of this, the barrage of bad news is 

already well known by the market and arguably 

priced in. While China does not appear to be 

undervalued, it remains one of the cheapest 

markets in the world based on current 

valuations and the Zone System metric 

warrants a continued exposure to China and/or 

the Emerging Markets.  

The EAFE region (developed markets outside 

the US – including Europe and Japan) does 

not present the same opportunities. The Euro 

crisis seems a distant memory but the issues 

are still alive – just look at Greece. We now 

also have the problem of elevated valuations. 

The UK FTSE100 is one of the EAFE regions 

better performers however this gradual 

appreciation in asset market values has now 

placed the UK moderately overvalued. If we 

run the Zone System on the DAX or Nikkei, the 

same overvaluation is apparent. This warrants 

a conservative position to the developed world 

going forward. 
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  CORE SHAREMARKET UPDATE 

 Every month since 1994, the Investing Times has produced a list of shares that exhibit “core” attributes as well as a list of those shares 

that provide a “tactical” opportunity. This is considered an ideal way of structuring a portfolio and the merits of such methods remain as 

true today as they did in the 20th century. As always, we outline our current core portfolio, but before we do so, we want to share with you 

the evidence on why the Investing Times core portfolio is beneficial to our readers.  

EVIDENCE OF THE CORE PORTFOLIO SUPERIORITY 

In the February reporting period, we assessed 138 companies out of the top 200 that reported their results. Of this, 17 of our 23 core 

holdings reported. Below is an outline of the comparative result, broken down into those who reported half-year results and those who 

reported their full-year results: 

Half-Year Reporting
Core Portfolio 

(10 out of 23) 

 ASX200 Market 

(110 out of 200)
Difference

Revenue and Profit Statistics

Total Revenue Growth 12.75% 0.20% 12.55%

Total Profit Growth -10.50% -26.20% 15.70%

% of companies that were profitable 90% 86.20% 3.80%

% of companies that lifted or maintained cash levels 70% 54% 16.00%

Dividend Statistics

Dividend growth 4.33% 2.20% 2.13%

% of companies that paid dividends 100% 86% 14.00%

% of companies that lifted dividends 70% 56% 14.00%

% of companies that maintained dividends 20% 19% 1.00%

Volatility

% of companies that were stable (less than a 100% change in profits) 80% 71% 9.00%

Full-Year Reporting
Core Portfolio    

(7 out of 23)

 ASX200 Market 

(28 out of 200)
Difference

Revenue and Profit Statistics

Total Revenue Growth 2.07% -1.40% 3.47%

Total Profit Growth 87.80% 52.50% 35.30%

% of companies that were profitable 85.70% 79% 6.70%

Dividend Statistics

Dividend growth 20.10% 27.50% -7.40%

% of companies that lifted or maintained dividends 85.70% 72% 13.70%

Volatility

% of companies that were stable (less than a 100% change in profits) 57% 54% 3.40%

As can be seen above, the companies in the core portfolio that reported their half-yearly results (CBA, BHP, WES, WOW, COH, RHC, 

AGL, BXB, TCL and SGP), in aggregate produced superior results to the broader market.  

Naturally, this included outperformers such as Ramsay Health Care (sales up +40.6% and profit up +27.3%) and some clear 

underperformers, but the weighted average of these core holdings was more than enough to outperform the broader market despite 

the underwhelming results from the likes of BHP, TCL and WOW.  

Similarly, the full-year reporting results of the core portfolio (AMP, CCL, QBE, STO, SYD, RIO and WPL) were superior to the overall 

market in all segments except dividend growth. However, it is worth noting that 20.1% dividend growth is an exceptional rate and one that 

positions investors well going forward.  

It is also worth noting that the dividend stability of the core portfolio remains very healthy. The way we judge this is by taking DPS/EPS 

and look for a healthy margin. In other words, we are assessing the percentage of earnings the company holds back to re-invest versus 

the amount paid to share-holders. Among the core portfolio, the average payout is 59.2% leaving a healthy 40.8% margin. 
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OUTLOOK AND CHANGES TO THE CORE PORTFOLIO 

Conceptually, the core portfolio remains very stable over time which reduces transaction costs and tax implications. We abide to this 

concept, however are always open to opportunities that could improve the robustness of the portfolio.  

Below is the core portfolio that we believe positions investors for stable yet positive outcomes in the future. We remain confident in its 

ability to produce a) healthy and stable returns b) diversification c) dividend stability and d) capital preservation.     

Editor’s note: The core portfolio above has removed Santos and Twenty-First Century Fox from the previous edition’s list. This is based 

on our agreement to readers to provide a concise list that provides conservative exposure and adequate diversification, whilst 

accounting for their key changes and progress. The decision to remove these shares was based on careful consideration accounting for 

risk, value and portfolio diversification. Please be aware that Santos is represented in the tactical list below as it may still represent 

significant upside.  

Please also be aware that Preference Securities and Hybrids are included within the Fixed Interest section as they should form part of your 

defensive asset allocation.  

CORE SHAREMARKET UPDATE (continued) 

 

Data to 28 February 2015. Source: Factset, AFR Smart Investor Share Tables 

ASX Code Name
Price 

28/02/15

Market 

Cap. 

($million)

Dividend 

Yield

Franking 

%

Dividend 

Cover
PE Ratio

Debt/ 

Equity

$1000 for 

1 year

$1000 for 

3 years

CORE PORTFOLIO

Banks

ANZ ANZ Ltd 35.34$     97,750     5.04 100 1.50 13.2 N/A 1,160$     1,887$     

CBA Commonwealth Bank of Australia 91.92$     149,032   4.53 100 1.33 16.6 N/A 1,283$     2,183$     

NAB National Australia Bank 37.90$     91,760     5.22 100 1.12 17.1 N/A 1,154$     1,955$     

WBC Westpac Bank 38.00$     118,567   4.79 100 1.34 15.6 N/A 1,194$     2,212$     

Mining and Energy

BHP BHP Billiton 33.65$     108,073   4.32 100 1.40 16.5 40.5 908$        1,024$     

RIO Rio Tinto 64.41$     28,067     3.98 100 1.68 15 45.2 1,000$     1,043$     

ORI Orica Ltd 19.82$     7,388       4.84 36 1.71 12.1 56.8 876$        852$        

WPL Woodside Petroleum 35.18$     28,985     8.63 100 1.18 9.8 20.4 998$        1,157$     

Consumer

WES Wesfarmers 43.85$     49,277     4.42 100 1.19 19 19.5 1,080$     1,733$     

WOW Woolworths 30.71$     38,791     4.53 100 1.41 15.6 41.4 876$        1,371$     

CCL Coca Cola Amatil 10.41$     7,949       4.03 75 0.85 29.2 171.7 965$        1,010$     

Healthcare

COH Cochlear 90.42$     5,161       2.4 35 1.17 35.8 72.1 1,615$     1,659$     

RHC Ramsay Health Care 66.90$     13,519     1.37 100 1.76 41.6 78.5 1,441$     3,949$     

Utilities

AGL AGL Energy 15.05$     10,132     4.19 100 1.65 14.5 91 1,058$     1,358$     

AST Ausnet Services 1.46$       5,079       5.71 53 2.71 47.4 196 1,184$     1,854$     

Insurance

AMP AMP Ltd 6.70$       19,817     3.88 80 1.17 22.1 N/A 1,446$     1,873$     

QBE QBE Insurance 12.99$     17,731     2.85 100 1.89 18.6 N/A 1,013$     1,240$     

Industrials

BXB Brambles 11.10$     17,386     2.48 30 1.44 28 93.9 1,210$     1,834$     

Infrastructure

SYD Sydney Airport 5.16$       11,436     4.55 0 0.11 193.3 188.2 1,339$     2,370$     

TCL Transurban 9.15$       17,517     4.1 18 0.08 295.2 114 1,387$     1,926$     

Property

SGP Stockland 4.69$       11,016     5.12 0 1.24 15.8 38.2 1,289$     1,844$     

WFD Westfield Group 9.81$       20,386     N/A N/A N/A N/A 74.9 N/A N/A
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   TACTICAL SHAREMARKET UPDATE 

 The tactical update is an area the Investing Times has not actively focused on, because it conflicts with our conservative principles. 

However, we have committed to provide an increased focus in this area, as the current market trends appear to offer pockets of the market 

with significant upside (if the crystal ball is accurate, of course).  

In the current environment, there are three themes which have appeal over the medium to long term. Please note these tend to exhibit 

higher risk characteristics than the core portfolio and you should carefully consider these risks before considering whether they are 

appropriate: 

OPPORTUNITY 1 – commodity prices are unsustainably low and will mean-revert in time once supply/demand normalises.  

Therefore, low-cost producers that are currently being punished will likely see significant appreciation if/when they can ride the current 

storm. As an example, with the current iron ore price at approximately $55-60, it is little surprise that the likes of Fortescue are 

underperforming. However with perspective, demand still exists for iron ore among the emerging world (even if not at the same level as the 

2000’s high) and producers that can weather the storm will gain market share once the supply overhang subsides. It is also a firm sign of 

the Directors commitment when they begin purchasing shares using their own ordinary money (refer to opportunity 3). 

Note: We also see the oil price as unsustainably low, which will benefit the likes of Woodside Petroleum (in core portfolio) and Santos in 

time. Patience will be required as the current supply overhang remains an issue.  

OPPORTUNITY 2 – company fundamentals are being forgotten in many instances.  

The defensive share portfolio on the next page is an excellent screen for value, and one we look to for opportunities. On this basis, we 

have included Downer and Myer from this list as we believe they offer substantial value if guided under the right management. Myer’s 

change of CEO may be exactly what is required to capture the value re-rating. 

In a similar sense, a business such as IAG has demonstrated excellent value despite a slightly wayward reporting period in February. IAG 

still retains a P/E ratio of 12.2x, which makes it almost half the price of many competitors including the currently popular Medibank Private 

(MPL). In addition to this, IAG offers a better dividend yield, which is currently offering a grossed up 9.1%. 

OPPORTUNITY 3 – buying behaviour of Directors or fund managers creates a supply/demand imbalance.  

Insider transactions by Directors can be either routine or opportunistic. We are not interested in routine ‘stock option’ execution, but there is 

substantial evidence that opportunistic purchases increase the likelihood of strong gains. We seek out the companies in vogue by their 

current Directors, or when fund managers set a floor on a share-price by consistently buying shares.   

This can be a fickle space, but there are some slower moving fund managers that set a floor on a price while they build their holdings. In 

recent times, Airlie Funds Management (founded by John Sevior) has been buying large stakes into Godfreys and Elanor Investors. John 

Sevior is arguably Australia’s best fund manager in this space and these calls can present unique opportunities.  

  
ASX Code Name

Price 

28/02/15

Market 

Cap. 

($million)

Dividend 

Yield

Franking 

%

Dividend 

Cover
PE Ratio

Debt/ 

Equity

$1000 for 

1 year

$1000 for 

3 years

TACTICAL LIST

Mining & Energy

FMG Fortescue Metals 2.49$       7,753       5.22 100 3.45 5.6 126 464$        501$        

NCM Newcrest Mining 14.39$     11,030     N/A N/A N/A N/A 52.9 1,261$     437$        

STO Santos 7.94$       7,800       4.41 100 -2.73 N/A 63.4 596$        612$        

Industrials

DOW Downer EDI 4.42$       1,924       5.43 100 1.97 9.3 21.6 947$        1,286$     

Insurance

IAG Insurance Australia Group 6.10$       14,284     6.39 100 1.28 12.2 95.9 1,160$     2,209$     

Consumer

MYR Myer Holdings 1.86$       1,086       7.82 100 1.16 11 47.2 768$        1,020$     

Small Caps

GFY Godfreys 3.40$       137          N/A N/A N/A N/A N/A N/A N/A

ENN Elanor Investors 1.78$       126          N/A N/A N/A N/A N/A N/A N/A
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DEFENSIVE SHARE PORTFOLIO – MARCH 2015  

 The Investing Times has been managing the proforma share portfolio, the IT DSP, since March 2000. The IT DSP is a portfolio of 
Australian shares selected from companies in the ASX 200 and the outperformance remains exceptional against the benchmark index.  

The IT DSP does not invest in Australian Real 
Estate Investment Trusts (A-REITs). Share 
selection for inclusion or deletion is based on four 
quantitative screens, which allow for the selection 
of financially robust companies without emotive 
input. 

 

THE SCREENS 

The DSP relies on set criteria around four quantitative screens 
based on a) value b) profitability c) stability and d) safety. 

We have made 2x minor changes to the criteria as we believe 

these provide a better risk-adjusted outcome and should reduce 

volatility in the portfolio. The changes are set out below: 

- ROE changed to the Earnings Yield. The rationale is that 

ROE uses book value equity whereas the Earnings Yield 

reflects market value. This is a more accurate 

assessment of the profitability and removes accounting 

bias. 

- Debt level changed to Debt/Equity. The prior use of 

Debt/(Debt + Assets) had a tendency to provide biased 

outcomes against non-capital intensive businesses that 

were productive and stable. 

 

PORTFOLIO RULE 

The DSP also uses the portfolio rule to buy up or sell down if the value 
of a stock is either half of the average holding size of the portfolio or 
double the average holding size. Under this criterion, no stocks 
qualified for ‘doubling up’ or ‘pairing back’ since last September. 
 

WHAT COMPANIES ARE OUT? 

- Bradken – underperformed due to earnings downgrades. 

Fundamentals do not warrant continued holding. 

- Mineral Resources – fundamentals do not warrant continued 

holding and dividend instability is an issue. 

- M2 Group – taking profits as valuations have pushed beyond fair 

value. Great result for the portfolio. 

WHAT COMPANIES ARE IN? 

- Downer EDI – meets criteria on all levels. Provides engineering, 

construction, and asset management services to customers in 

the minerals and metals, oil and gas, power, transport, 

telecommunications, water and property sectors. 

 
# Company Name Code

Gross 

Dividend

Earnings 

Yield

Dividend 

Cover
Debt Level Action

1 Adelaide Brighton Ltd ABC 5.67% 6.3 1.58 36.60%

2 ANZ Ltd ANZ 7.20% 7.6 1.5 N/A

3 Bradken Ltd BKN 11.71% -28.8 -2.46 71.50% OUT

4 Cabcharge Australia Ltd CAB 6.98% 8.3 1.7 43.40%

5 Commonwealth Bbank of Australia Ltd CBA 6.47% 6 1.33 N/A

6 Cardno Ltd CDD 12.98% 12.6 1.38 40.10%

7 Downer EDI DOW 7.76% 10.7 1.97 21.60% IN

8 Insurance Australia Group IAG 9.13% 8.2 1.28 N/A

9 JB Hifi Ltd JBH 7.19% 7.3 1.45 61%

10 Mineral Resources Ltd MIN 7.17% 4.8 0.95 11% OUT

11 Monadelphous Group Ltd MND 16.21% 13.5 1.19 10.20%

12 M2 Group Ltd MTU 4.27% 4.2 1.4 88.90% OUT

13 Myer Holdings Ltd MYR 11.17% 9.1 1.16 47.20%

14 National Australia Bank Ltd NAB 7.46% 5.9 1.12 N/A

15 NRW Holdings Ltd NWH 47.61% 58.9 1.77 50.90%

16 QBE Insurance Group Ltd QBE 4.07% 5.4 1.89 N/A

17 SMS Management & Technology Ltd SMX 5.50% 5.9 1.52 8.40%

18 Toll Holdings Ltd TOL 4.47% 3.9* 1.24 63.50%

19 Westpac Banking Corp Ltd WBC 6.84% 6.4 1.34 N/A

Ratio Type To Buy a New Share To Sell an Existing Share

Gross Dividend Yield >7.50% <4.00%

Earnings Yield >8.00% <5.00%

Dividend Cover >1.25x <1.10x

Debt Level (Debt / Equity) <35.00% >65.00%



 

14 Issue 372 – 31st March 2015 

  
MAXIMISING SUPER CONTRIBUTIONS – THE RULES 

 Tips and Traps 

1. It is now possible for a couple to invest $1.72 

million ($860,000 for a single) into super within 

a 4 year period. People at or near age 60 may 

wish to consider this prior to commencing a 

tax-free pension. 

 

2. If you have more than one fund, be careful. 

The systems adopted by the ATO are smart 

and will combine all contributions to various 

funds as part of their cap calculations. 

 

3. If you have made a large non-concessional 

contribution in the previous 2 financial years, 

be careful. Your cap will be governed by the 

$450,000 limit at the time of the large 

contribution. Going over can incur 

unnecessary tax. 

 

4. Be careful not to incorrectly allocate your 

contributions. For example, a common error is 

when the self-employed forget to allocate their 

contributions as “concessional” (it is common 

to default to non-concessional) which will not 

allow you to claim a tax deduction for it. 

 

5. Anyone aged 55+ and in pension mode, be 

careful to ensure that you withdraw the 

minimum pension requirement. Forgetting to 

take the minimum is a common mistake and 

means your fund will lose its tax-free benefits 

(reverts back to accumulation mode, with 

earnings taxed at 15%). This is a costly 

mistake that too many people make.   

 

6. Those over 75+ may not be able to make 

contributions, but it is potentially possible to 

create a lending arrangement from your super 

fund. Care must be taken though as the rules 

are fickle and the non-compliance risk is 

enormous. Seek advice first. 

 

7. Remember a non-complying super fund gets 

penalised heavily. The ATO are increasing 

their focus so it’s not worth the risk.  

 

With only 3 months remaining in the 2014/15 Financial Year, it is a timely 

opportunity to start considering your superannuation position and whether you 

can afford to maximise your contributions before 30th June. 

Below we highlight the key opportunities for those fortunate enough to 

maximise an investment in this space. We have compiled the major rules 

based on your age, but please consider the appropriateness of these rules and 

seek advice from your advisor or accountant if in doubt: 

18-49 YEARS OLD: 

- Maximum concessional contributions up from $25,000 to $30,000. This 

includes employer contributions and salary sacrifice. Could be worthwhile 

considering this to boost super for high income earners and/or those with 

one-off tax implications (eg. those seeking to offset capital gains tax). 

- Maximum non-concessional contributions up from $150,000 to $180,000.  

-  “Bring forward” maximum non-concessional contributions up from 

$450,000 to $540,000. Unlikely to apply for this age bracket but may be 

appropriate under limited circumstances. 

- If earning under $49,488, a Government Co-Contribution may be gifted of 

up to $500 if you make non-concessional contributions. This is very 

relevant for families with a part-time spouse and equates to a risk-free 50% 

return. 

49-64 YEARS OLD: 

- Maximum concessional contributions are $35,000 for those aged 49 or 

over on 30 June 2014. This includes employer contributions and salary 

sacrifice. These contributions reduce your taxable income but incur 15% 

tax inside super (30% for those earning above $300,000) and is a great 

way to build your nest egg via forced savings in a tax effective manner. 

- Maximum non-concessional contributions up from $150,000 to $180,000. 

As above, these are tax-free contributions from your personal money. 

Handy for those with excess capital and wanting to get it into super. 

- “Bring forward” maximum non-concessional contributions up from 

$450,000 to $540,000. Beware that if you triggered the “bring forward” rule 

in either of the two prior financial years (by investing greater than $150,000 

in a given year) the $450,000 cap remains. 

- If earning under $49,488, a Government Co-Contribution may be gifted of 

up to $500 if you make non-concessional contributions. This is very 

relevant for families with a part-time spouse or those wanting to give their 

adult children a head start with their super. 

65-75 YEARS OLD: 

- Must meet the “work test” to be eligible to make super contributions. This 

requires you to work for at least 40 hours in a consecutive 30 day period 

within the financial year.  

- Otherwise, the same caps apply. Note that the “bring forward” provisions 

are unavailable so maximum non-concessional contributions are $180,000. 

75 YEARS OLD OR OVER: 

- No superannuation contributions can be made.  

 

75 years old or over: 
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RETIRE ON 30th JUNE OR 1st JULY  

 Retirement was once seen as the outcome only when incapable of working due to injury, illness or frailty. However, in modern times 

retirement is a major goal – the chance to kick up the heels and enjoy some well-earned downtime after many years committed to a career. 

WHAT IS YOUR CHOSEN RETIREMENT DATE? 

Very few people realise the advantages it can have to choose your retirement date. The major considerations at play are: 

- The payout figure – a large payout figure should be held off until a Financial Year when there is little or no other income. 

Therefore, 1st July makes more sense for many people in this position. 

- Your age – anyone over age 60 should already have an account-based pension in place or at least be considering one. 

Therefore, it is important to consider any implications from the pension. However, if retirement is going to coincide with the 

commencement of an account-based pension (for example at the age of 60), it is important to consider the “start date” of the 

pension and whether you will meet a condition of release.   

- Any Centrelink entitlements – a common misconception is that Centrelink calculate your income based on Financial Years. This 

is not always true. Centrelink work on fortnights so retiring on 1st July should not impact entitlements for that Financial Year. 

- Your account-based pension “commencement date” – assuming you have some form of superannuation and you retire beyond 

your preservation age, it usually makes sense to start an account-based pension. For SMSF’s, it is common for accountants to 

desire a start date for account-based pensions as of 1st July. This allows for clean accounting and reduces the risk of incorrectly 

calculating minimum drawdown requirements. However, retiring after 1st July may cause conflict in this regard, especially if the 

desired strategy requires you to add the payout to your SMSF prior to commencement. 

- Other asset sales – any potential Capital Gains Tax can change the strategy dramatically. Capital gains get added to your taxable 

income so it makes sense to equalise this across various Financial Years where possible. 

Reading between the lines, it is not always clear cut. We will use the two examples below to demonstrate. 

 

EXAMPLE 1: I am a 67yo man earning $90,000. I have 3 months annual leave, 5 months long service leave and approximately 1 

month sick leave. I have approximately $250,000 in superannuation and $100,000 in cash. I have decided I want to retire and will 

live partially off the Age Pension. Should I retire on 30th June or 1st July? 

Firstly, let’s look at the facts. You are expecting a relatively large payout equating to approximately 8 months in entitlement ($60,000). 

Based on the assets you explained, you should also be eligible for the Centrelink Age Pension, albeit at a reduced rate. There are a few 

major disadvantages in retiring on 30th June. The major detractor is the taxation on your payout, which would push your taxable income up 

to approximately $150,000 and result in $11,253 extra tax than if you retired on 1st July. The strategic considerations are also limited, but 

you may wish to consider a non-concessional contribution of your cash as you will not be able to contribute to super anymore once you 

retire as you are over 65 and won’t meet the work test (ie. the payout will need to remain outside super). From a Centrelink perspective, the 

fortnightly income reporting means that the payout date is irrelevant and you will be free to apply at the time of your retirement regardless. 

EXAMPLE 2: I just turned 60yo and earn $150,000. I have minimal work entitlements (I enjoy my holidays too much) but have 

built a considerable asset base equal to $1.5 million in an SMSF, along with 2 investment properties outside super. My idea is to 

sell one of the properties (purchased for $220,000 and worth $720,000) to boost my super fund and maximise the tax-free 

benefits. Should I retire on 30th June or 1st July? 

This is an interesting case. By retiring on 1st July, your payout will be pushed into the following year, but the net benefit of this arrangement 

appears to be minimal. The bigger consideration is the timing of your property sale. If you retire on 30 th June and defer the property sale 

until next financial year, you will equalise your income across 2 financial years ($150,000 this year and $250,000 next year – assuming the 

capital gain qualifies for the 50% discount). This could save yourself in the vicinity of $27,053 in total tax compared to if you sold it this year. 

However, then you have the interesting challenge of getting the proceeds into superannuation, which requires its own strategy. All in all, it 

appears to make more sense to retire on the 30th June and worry about the property after 1st July.       

 
Disclaimer: This information is general only and does not take into consideration your personal or financial situation. Please be aware that all calculations 

above are used for illustrative purposes only. We recommend you see your accountant or advisor for specific guidance.  
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  SELF-MANAGED SUPER FUNDS - WHAT HAPPENS ON DEATH?  

 PART 1 

THE CHOICE OF BENEFICIARY 

At the time of death, your super balance will be paid out 

depending on your “beneficiary nomination”. This nomination 

will either be binding, non-binding or not in place at all. 

Without a binding beneficiary nomination form completed, it 

falls to the trustee/s of the super fund to decide and work out 

who gets your money (re-iterate that it doesn’t consider your 

Will). For those with a complicated family this can be a major 

area of concern. 

A non-binding nomination will be “considered” but not 

guaranteed by the trustee/s, whereas no nomination at all 

leave the balance subject to trustee discretion. With an SMSF, 

the trustee is usually a beneficiary (eg. husband and wife), so 

you are taking a leap of faith that they will make the right 

choice. Note that this can be an advantage in comparison to an 

industry or retail fund, where the trustee will be an external 

body and can mean the funds end up in unintended hands. 

One way to remove the risk of challenges or unintended 

beneficiaries is to put in place a “binding beneficiary 

nomination form” that is binding to the trustee. Bear in mind 

that many of these binding nominations are usually only valid 

for 3 years, after which they become non-binding and open to 

the same problems above. 

USING A TESTAMENTARY TRUST 

Many wealthy individuals are engaging in complex estate 

planning tools these days, and one of the most common setups 

is the use of a testamentary trust. This is very useful for 

wealthy families with young children, complex circumstances or 

family business interests, but superannuation will not 

necessarily form part of this testamentary trust.  

If your wish is to funnel all of your assets (including 

superannuation) into a testamentary trust, this will only be 

possible by having a valid “binding beneficiary nomination” to 

your legal personal representative. 

Therefore, those considering such circumstances should check 

your current status to ensure it reflects this. 

REVERSIONARY PENSIONS 

Another option available under many Trust Deeds is the ability 

to incorporate a reversionary pension. This means that a 

husband and wife that are in pension mode can have their 

deceased partner’s pension “revert” to them. Under this 

circumstance, there are no asset sales required and the 

surviving partner can continue the pension unchanged upon 

death. This is sensible for a straight forward circumstance. 

 

 

When we setup our retirement plan, we rarely pay enough 

attention to the complications we can leave behind and how to 

optimise our death proceeds. 

One of the most forgotten facts about superannuation is that it 

does not form part of our Will, unless we specifically request it. 

Rather, it acts as its own entity and requires specific instructions  

via the “beneficiary nomination form”. This occurs regardless of 

the type of super fund you hold - a self-managed, wrap or industry 

fund all need their own instructions, but they do offer different 

opportunities. 

In Part 1 of this article, we will outline the most important tips and 

traps, which will be followed in Part 2 by understanding the tax 

friendly strategies depending on whom you want as the 

beneficiaries.   

SELF-MANAGED SUPER FUNDS – THE MOST 

FLEXIBILITY, THE MOST COMPLEXITY 

The most common problem we see across self-managed super 

funds is that the structure is usually setup under a husband and 

wife arrangement such as “John and Mary Smith ATF The Smith 

Super Fund”. This appears perfectly normal on face value (it is 

known as the “individual trustee” structure), but it can produce an 

enormous mess upon death. 

The reason it creates havoc is because it is not possible to have a 

one-member, one-trustee super fund under this arrangement. 

Therefore the following three options are available: 

1. Upon death - find a new member who is willing to join. For 

example, a child or friend. More often than not, this is not an 

ideal arrangement because they will have different 

investment timeframes, pension requirements and/or risk 

tolerances.  

2. Upon death – wind up the fund. This will mean that the 

surviving partner will need to sell all the holdings and cash 

these out (which is not ideal for tax purposes) or rollover to 

a standard super fund. 

3. Now – setup a corporate trustee. This usually only costs 

around $1,000-$2,000 and is the only way that a one-

person super fund can exist. Most importantly, if one 

member passes away, the remaining member can continue 

to operate and benefit from the fund.  

HOW TO CHECK IF YOU HAVE AN IDEAL SETUP?  

The easiest way is to check your bank statement or your latest 

SMSF tax returns. If your fund is listed as “John and Mary Smith 

ATF The Smith Super Fund” then it is likely to be sub-optimal, 

whereas if it is setup as “Smith Super Pty Ltd ATF The Smith 

Super Fund” then it is likely to be optimal for estate planning.  
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  SELF-MANAGED SUPER FUNDS - WHAT HAPPENS ON DEATH?  

 PART 2 

Now that the structural side is out of the way, we can talk about 

strategies to optimally position your estate. 

TAX TO NON-DEPENDANTS 

Most Australians are led to believe that death taxes and duties 

were abolished in the late 1970’s. However, superannuation is 

one of the last remaining areas that still attract significant death 

tax. 

The rules relate to whether the beneficiary is a “dependant” or 

“non-dependant” according to the SIS Act. Note that the 

definitions differ from standard tax laws.  

The major difference is typically the treatment of adult children, 

specifically those over 18 year of age. These children are 

commonly desired beneficiaries; however the tax implications on 

the payout can be enormous.  

The typical death tax to adult children will be 16.5% or 31.5% 

depending on the underlying components of the fund. Therefore, 

a sensible strategy can be to allow for these “non-dependants” 

via your personal assets, which is done via an estate 

equalisation plan. 

INSURANCE IN SUPER – CAN BE A DANGER 

Following on from the non-dependant issues above, life 

insurance payouts within super can attract 31.5% tax if paid to a 

non-dependant (0% if dependants). Therefore, if you have $1 

million in insurance, this could equate to as much as $315,000 in 

tax if paid to non-dependants.  

Therefore, it is vital that you consider the intended beneficiary. If 

it is intended to go to your spouse or young children, life 

insurance inside superannuation will unlikely pose you a 

problem. However, if you do have non-dependants as intended 

beneficiaries then a sensible strategy to avoid such issues is to 

allow for non-dependants via an external insurance policy. One 

such strategy can be to split your life insurance so that part of it 

is inside super (allowing for dependants) and the remainder 

outside super.   

DEATH AND CAPITAL GAINS 

Another little known ruling affects everyone in pension mode and 

can have dire consequences. This rule relates to when a 

pension ceases to exist. The current stance is that the death of a 

member will cause a pension to revert back to accumulation 

mode. This is an enormous problem for many in pension mode. 

 

 
The problem is capital gains tax (CGT). Using an example, let’s 

take an 80 year old that has $2 million in an SMSF in pension 

mode. Many people in this position will have underlying 

investments that have large capital gains (eg. Commonwealth 

Bank at inception). While the 80 year old is alive, he/she could 

sell the investments with no capital gains tax. However, think 

about what happens once the investments get sold upon death… 

In accumulation mode, CGT will be payable at 10% (or 15% if the 

asset/s are held for less than 12 months). Therefore, assuming 

the fund has unrealised gains of say $500,000, the unintended 

tax liability could be $50,000 or more. 

The sensible solution for SMSF members in pension mode is to 

refresh their cost base when a large capital gain exists. The basis 

for this decision can’t be tax avoidance (don’t sell and buy the 

same shares on the same day), but if there are merits on other 

reasonable grounds it makes a lot of sense.   

GETTING SMART – PRE-RETIREES WITH SMSF’S 

1. Strongly consider a corporate trustee arrangement. 

2. Work out which beneficiaries are SIS Act dependants and 

non-dependants. For dependants, create a binding 

nomination form. For non-dependants, consider providing 

for them via non-super assets instead. If in doubt or have a 

testamentary trust, consider a binding beneficiary 

nomination to your “legal personal representative”.  

3. Insurance – consider a split policy between super and non-

super depending on your beneficiaries. Remember that 

insurance intended for adult children will attract 31.5% tax 

as they are not SIS Act dependants.  

GETTING SMART –RETIREES WITH SMSF’S 

1. Strongly consider a corporate trustee arrangement. 

2. Work out which beneficiaries are SIS Act dependants and 

non-dependants. For dependants, create a binding 

nomination form. For non-dependants, consider providing 

for them via non-super assets instead. If in doubt or have a 

testamentary trust, consider a binding beneficiary 

nomination to your “legal personal representative”.  

3. If you are in pension mode, consider selling any 

investments with large capital gains. This will refresh the 

cost base which can remove tax implications if/when you 

must revert back to accumulation mode (ie. at death). 

4. If you have no SIS Act dependents, consider removing your 

investments from the super environment if/when you are 

facing mortality risk (eg. terminally ill).  

 

Disclaimer: This information is general only and does not take into consideration your personal or financial situation. Please be aware that all calculations 

above are used for illustrative purposes only. We recommend you see your accountant, advisor or lawyer for specific guidance.  
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  GETTING AN INVESTMENT PROPERTY INTO SUPER 

 Many investors are interested in the circumstances under which 

they can transfer property that they already own into their super 

fund.  

There are many rules and regulations that need to be considered 

before you can get a property into super. It comprises a number of 

different areas within tax law, superannuation law and state based 

laws around stamp duty. In this article we will explain the things 

that must be considered and whether it is a viable proposition to 

consider the ownership structure of your investment property/ies. 

WHY WOULD YOU DO IT? 

There are a plethora of benefits attached to assets that are held 

inside super and an investment property is no different. Firstly, 

any rent received will be taxed at only 15% (and tax-free if in 

pension mode) as opposed to your marginal tax rate. However, 

arguably the biggest benefit resides in the management of Capital 

Gains Tax. If you sell the asset outside of superannuation you 

could be up for an enormous CGT bill, whereas it could be tax-

free if you sell it via a superannuation fund that is in pension 

mode.   

THE TYPE OF PROPERTY AN SMSF CAN OWN 

The first thing to consider is the type of property in question. 

There are broadly four types of housing available, three of which 

can be owned via a super fund, but only two of which can be 

transferred. The three that can be owned by the super fund are: 

1. A “business real property” that you use for your own 

business. 

2. A “business real property” that is independently leased as a 

commercial property.  

3. A residential investment property that has independent 

tenants (or in limited cases, development opportunities).  

WARNING REGARDING FAMILY USE 

A residential property that you use for your own benefit (for 

example a family home or holiday house) cannot be owned by the 

super fund.   

This is one of the biggest danger areas of residential ownership 

via a SMSF, as far too often we hear of an SMSF trustee that 

wants to buy an investment property or block of land, only to find 

out that their intention is for the children to live in it in the future. 

This is not allowed. If this is your intention and you get caught, it 

will be a non-compliance breach, with the worst case scenario 

resulting in the maximum tax rate being applied to your entire 

fund.  

 

CAN MY PROPERTY BE TRANSFERRED? 

It should be little surprise that ‘business real property’ is the most 

fondly treated property type, and these are generally eligible for 

transfers. 

However, the rules around residential property and member 

transfers are much more strictly treated. Transferring a residential 

property without cash consideration (ie. in-specie transfers) is not 

allowed, even if you meet the contribution caps. Further to that, 

the rules also stipulate that it is not possible for the SMSF to buy 

residential property off a related party (with cash consideration).  

Note that counter intuitively, the SMSF can generally sell a 

residential property back to its member, although it would seem 

unusual that anyone would want to do this. 

QUALIFYING AS BUSINESS REAL PROPERTY 

Given the rules around transferring, it really only really makes 

sense if the property in question is a ‘business real property’. So 

what exactly is it? 

Generally, business real property refers to any property which is 

used for ‘business’ purposes. This includes an office, a shop or a 

factory, whether it is your business or not.  

Therefore, while a family home cannot be owned by the SMSF, 

the premises for the family business can be. 

TAX TREATMENT OF TRANSFERS  

So let’s assume you own a commercial property and you satisfy 

the above… Is it worthwhile transferring? 

One of the most important considerations is the tax treatment.  

Whether you “sell” the property to the SMSF or “transfer” it is 

irrelevant for the purposes of Capital Gains Tax. Unfortunately, 

no exemptions apply and in either case, it will be treated like a 

sale at market value and the gain will be taxed at your marginal 

tax rate, less the 50% reduction if owned personally and for over 

12 months. 

Stamp Duty is far better treated on transfers, but exemptions will 

depend on the state in question.  

THE X FACTORS 

The other factors that haven’t been considered above are the 

contributions caps, asset protection and small business CGT 

concessions. These are all important considerations that must be 

considered by anyone with business real property and intentions 

to get it into superannuation. 

 

 

 

 

Disclaimer: This information is general only and does not take into consideration your personal or financial situation. Please be aware that all calculations 

above are used for illustrative purposes only. We recommend you see your accountant or lawyer for specific guidance.  
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FIXED INTEREST UPDATE 

 

TERM DEPOSIT RATES
BEST RETURN 

ON OFFER
PROVIDER

1 mth 2.65% RaboDirect

3 mths 3.00% Bankwest

6 mths 3.15% Bankwest

9 mths 3.00% RaboDirect

1 year 3.05% Bankwest

3 years 3.25% RaboDirect

5 years 3.55% RaboDirect

CASH MANAGEMENT ACCOUNTS/TRUSTS

BOQ 2.35%

Bendigo Bank 1.75%

Westpac 1.71%

ONLINE ACCOUNTS WITH PROMOTIONS STANDARD RATE

ING Direct 4.00% 2.50%

Bankwest 3.50% 2.25%

BOQ 3.30% 2.35%

AMP 3.10% 2.85%

All rates are provided by Canstar.com.au. We utilise rates 

from the following providers: AMP, Bank of Melbourne, 

Bankwest, Bendigo Bank, BOQ, Commonwealth Bank, 

ING Direct, Macquarie, NAB, RaboDirect, St George 

Bank, Suncorp Bank, Ubank and Westpac. 

 

FIXED INTEREST RETURN APPRAISAL 

Fixed interest comprises your choice of term deposits, annuities, 

bonds and hybrids. For the purposes of this analysis, we will also 

include cash as a valid option.  

Cash and term deposits continue to lose their earnings appeal, with 

current rates now slipping to be <4% even when utilising the best 

rates in the market. Annuities are generally failing to offer much 

more than term deposits unless captured “on special”. 

Amazingly, Treasury bonds (available via ishares) have produced 

returns to the year ending February 28th of 11.24%, however yields 

have fallen to 2.50% which makes a repeat seem highly unlikely. 

Composite Bonds (usually the benchmark for active managed 

funds) have also produced 10.30%.  

Hybrid securities continue to come under question because of their 

higher risk characteristics. However, the “yield to maturity” on the 

AA-rated securities (eg. from the major banks) continue to offer 

~5%pa. Investors need to decide if this is sufficient to offset the risk. 

FIXED INTEREST OUTLOOK 

Bonds have diverted approximately 27.5% away from their long-

term mean relative to shares. This means that bonds have lost 

significant purchasing power against shares. Further to this, the 

image to the bottom left demonstrates that bond yield 

compression is a major problem at the current time.  

It is important to remember that 10yr bond yields were over 4% 

in February 2014 and the circa 1.5% compression has been the 

major contributor to performance. Therefore, double digit returns 

are seen to be practically impossible in the 12 months ahead, 

especially when the baseline is set at 2.50% yields on 10 year 

securities.  

Going forward, we face a serious dilemma. Bond momentum 

has a habit of staying around longer than it is expected, which 

would suggest further compression is possible and therefore 

upside may exist. However fundamentally - it is time to move 

away from bonds and into shorter-dated deposits or high interest 

accounts.  

 

There has been little change in the rates on offer 

since 15th February. However, with interest rates 

expected to be cut from 2.25% to 2.00% at the 

coming RBA meeting/s, conservative investors need 

to expect a further fall in returns on offer.    
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 NEWS – Q & A 

 

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.  
 

“The Investing Times” – Providing financial and investment wealth creation strategies since 1971. 

Question – I am hoping you can direct me 
towards a good retirement calculator. I am 57 
years old and considering retirement in the 
coming 3-5 years. I only require a reasonable 
income in retirement of somewhere in the vicinity 
of $50,000 and would like an idea on how much I 
need. Can you please point me in the right 
direction?  

Answer – Retirement calculators are plentiful for 
this purpose, and a decent one is available via the 
ASIC/Money Smart website which is viewable at 
www.moneysmart.gov.au/calculators. Just beware 
that these calculators will never be precisely 
correct because the assumed return will inevitably 
be incorrect. 

At the most basic level, it could be worthwhile 
using the Rule of 20 which we discussed in our 
last edition. This rule implies that you would 
require approximately 20x your required income to 
be safe, which is approximately $1 million in 
retirement assets. 

The basis of this rule is that you must achieve at 
least 5%pa investment returns on average, which 
should be achievable through a sensible 
investment strategy that protects against 
downside risk. If you believe you can achieve 
more than this consistently, the lump sum required 
will reduce accordingly (eg. an 8% return would 
imply a lump-sum closer to $625,000).  

 

 

Question – I have a small business that I have grown over many decades into a 
very healthy company (in my 30th year of business) and I am starting to consider 
whether to gift the business to my 2 children or sell it externally. Are there any 
advantages one way or the other apart from the obvious? And if I give it to my 
children, is there a way to structure it so that I can be sure the kids will continue 
to pay me dividends from the business? 

Answer – This is a much more complex question than most of us realise, as 
there are a number of rules you must be aware of. Your accountant should be a 
good source of assistance in this area, but the essential considerations are as 
follows: 

- Capital gains tax. Gifting a business can often trigger a CGT event and 
market value substantiation rules apply, meaning tax may be payable on the 
handover to your children even though you don’t receive any consideration. 
However, small business concessions can apply whether you gift it or sell it 
and is definitely an area to investigate.  

- Centrelink. This may not apply to your situation, but gifting provisions will 
capture the market value under your assets test. This may impact any 
entitlements you thought you were entitled to. 

- Appointment of a Director versus becoming a share-holder. You will need to 
consider whether you gift the share-holding or simply appoint your children 
as Directors which would allow you to pay them via an incentive scheme. 
Employee share-schemes have lost much of their tax appeal but can remain 
an effective way to dilute the ownership across the family without the 
implications of a “sale” and the CGT associated with it. 

- Sell your share-holding to a family trust. This is an effective way to retain 
some control whilst potentially empowering your children. Essentially, the 
trust will receive any dividends from the business which can then be spread 
across your family at the discretion of the trustee/s (which can be you). This 
can be a tax effective arrangement and allow you to receive dividends.  

- How to sell it externally. Business brokers are a vital connection between 
business owners and potential buyers and may be worth looking into. 

   

 

Emails to the Investing Times 

NEW WEBSITE 

The Investing Times website is currently undergoing its biggest overhaul in a decade. This decision was made in order to 

provide a much needed improvement to user experience. We look forward to sharing its release. 

NEW PO BOX 

As noted on the first page, we have transitioned to a new PO Box. Please refrain from using the existing PO Box, and 

the new address is PO Box 233 Ringwood VIC 3134. 

DID YOU KNOW? 

The Investing Times is into its 44th year of continuous production and has produced more than 3,591 articles since 1994. 

Further to that, 65% of subscribers have been with us for over 10 years. Thank you for your continued support.  

http://www.moneysmart.gov.au/calculators

