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KEEPING PERSPECTIVE – NEWS VS VALUE 

 

Scott Dixon, Managing Editor of the Investing Times 

 

It is fair to say that the media is having a field 
day over the changes that have taken place 
over the past few weeks.  

We can gossip about all the noise – the 
Federal budget as an election ploy, the RBA 
interest rate cuts impacting the Australian 
Dollar and bank margins under pressure 
despite a lofty property market – but you are 
going to get far more benefit reading about 
what is going to deliver you value in the 
longer term. 

Of course, it would be unsubstantiated of us 
to ignore these topics, but our value to you is 
to provide perspectives that make you think 
about the broader picture in a light that will 
help you invest more sensibly. 

For example, analysis of the underpinnings of 
low interest rates should give you a greater 
overall benefit than futile forecasts on the 
budget deficit in 2018 and beyond. Similarly, 
an understanding of the divergence between 
small cap versus large cap investment options 
will be more instructive than debating when 
the Liberals might announce an election.  

“Control the controllable” is a term that needs 
to be reminded across your investment 
horizon. There is nothing you can do to 
change the Budget outcome (whichever way 
you stand politically) or to reverse the 
decision on interest rates. Therefore, it is 
important to retain some perspective and take 
an adaptive stance that gives you the best 
chance of investment success. 

In order to do this, our role is to help you 
comprehend the following: 

- The economic backdrop 
- Your asset class options 
- The drivers of these asset classes 
- The tax and structural implications 
- And finally, the ideal mix of investment 

selections to suit the above  

    

 

Many of you will know that we have been 
actively seeking your feedback and we are 
very grateful for those who took the time to 
share their voice.  

Following this, we have incorporated many of 
your requests throughout this edition.  

IN THIS ISSUE 

Of particular interest was the consistent and 
collective desire to gain a greater 
understanding on interest rates and the impact 
they have on your investment choices. You will 
hopefully find that this edition tackles this 
question from a number of unique and 
insightful angles. 

We also received multiple requests to clarify 
the practicalities of a testamentary trust (refer 
to pages 16 and 17) as well as lot of positive 
feedback on the expansion of the Zone System 
to cover global markets.  

On this note, emerging markets were the big 
mover and worthy of your attention on page 9 
as the Zone ranking changed over the period. 
With this change, Australia appears to become 
the most attractive of the global offerings, albeit 
in Zone 3 and with elevated Price/Earnings 
ratios. 

Within our core and tactical stock lists, we put 

the spotlight on the miners and the risk-

seekers amongst us may get value out of an 

interesting screening methodology that seeks 

deep-value rebound stories and delivered an 

average return of 28% last year.   

On a holistic level, our hope is that this edition 
continues to carry the Austin Donnelly legacy 
by focusing on sensible and actionable 
investment themes. We otherwise wish you 
positive investment outcomes through 
comprehensive research and discipline. 
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2 MINUTE GLOBAL ECONOMY UPDATE 

 
The global economy is generally struggling at the current time, with very few good news stories.  

China is making the biggest headlines at present as it has cut interest rates and reserve ratios 

again, marking the 3rd major cut in the past 6 months. This is in response to a growth rate that 

recorded 7.4% in 2014 and is looking increasingly likely to miss its 7% target for 2015. India has 

now set the pace, as it recorded stronger growth than China in 2014 and looks set to do so again in 

2015 despite inflation concerns. 

Europe is also an interesting case at the current time. The lower Euro is expected to help boost the 

region but the first quarter figures for 2015 showed little to get excited about. Spain was the big 

mover with its strongest growth in 8 years, but the region remains generally flat with 0.4% growth 

recorded overall for the March quarter. Interestingly, some economists have viewed this positively. 

The USA has not delivered any materially significant news in recent weeks, but economists have 

slashed their forecasts with 2015 total GDP growth now expected to be just 2.4% YoY against an 

original expectation for 3.2%. The unemployment rate remains the good news story in the USA, 

with the jobless rate now just 5.4% and closing in on full employment. This leaves the 10% jobless 

rate in the GFC a distant memory. 

 

ASIA 
 China cut interest rates again  

(3rd time in 6 months) in an 

attempt to stimulate the 

economy. Official benchmark 

deposit rates are now 2.25%. 

 Deflation remains a danger in 

Japan as political tension builds. 

 Singapore now have the highest 

education standards in the world 

according to the OECD.  

USA 
 Little news on headline economy. Retail 

sales slower than expected and consumer 

confidence slowest in 7 months. 

 Meanwhile, the share-market (S&P500) 

hits new record. More people are calling 

on a “bubble”. 

 Home ownership rate also slides to lowest 

in 25 years despite house price gains. 

 

AUSTRALIA 
 Federal Budget seen to 

improve economic conditions 

in the near-term. 

 Interest rates are the lowest 

in history. RBA cut by 0.25% to 

2.00%. 

 Wage growth of 2.3% YoY is 

slowest since records began. 

EUROPE 
 Eurozone “muddle” continues, 

with 0.4% QoQ recorded.  

 Spain demonstrated fastest 

growth since 2007 at 0.9% but 

unemployment is still 23.8%. 

 Germany missed expectations 

with 0.3% growth, albeit steady. 

 Greece slips back into recession  

again and taps IMF emergency 

fund amid debt crisis.  
 UK elections had a surprising 

result. David Cameron won with a 

majority vote. 

MIDDLE EAST 
 Oil price rebounding, with 

Brent Crude increasing to 

$66 a barrel. 

 Oil demand is set to 

increase by 22.9% in 2015 

(versus 2014), according to 

OPEC. 

 

mailto:investingtimes@gmail.com
mailto:newsletter@investingtimes.com.au
http://www.investingtimes.com.au/


 
 

   

Issue 373 – 15
th

 May 2015  3 

   

  

The Federal Budget was criticised for 

lacking vision and not tackling the 

underlying problems we face as a nation. 

However when you put your political 

biases aside, the Federal Budget doesn’t 

really change our economic landscape on 

a material level. It is easy to talk in millions 

and billions of dollars as a means of 

glorifying the situation, but as the chart to 

the right demonstrates, the size of 

Government and the size of the deficit has 

not materially changed on a year to year 

basis. 

We encourage readers to cast your own  

judgement on whether Australia remains  

well placed from a public stand-point, but 

to do this effectively we encourage you to first view the backdrop 

with broad perspective.  

Tax revenues have certainly fallen in nominal terms following the 

mining slowdown, but on a broad level they remain within their 

typical 20-26% band as a percentage of GDP. The same can be 

said for expenditure, which is due to peak at 25.9% of GDP.  

 

THE FEDERAL BUDGET – KEEPING PERSPECTIVE 

 

Let’s face it – the deficit and debt projections are only guesses and 
will not transpire exactly as predicted. 

But this might not really matter, as our records (which date back to 
1989) show that the size of the Australian Government has never 
changed materially in terms of either tax revenue or expenditure. 
Said another way, the size of Government (as a percentage of 
GDP) has always remained in the 20-26% range and would seem 
likely to continue based on Joe Hockey’s announcements. 

In the end, Australia’s deficit and debt are higher than ideal, but the 

public debt position remains less than one fifth of the USA and one 

quarter of Germany. This “relative ammunition” may never need to 

be used, but it places Australia in a comparatively healthy position.  

 

 

This is what all the 

fuss is about. 

We remain down here 

on a global scale 
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From an investment perspective, the Budget offered little by way of opportunities or threats. Investment taxes and superannuation laws were 

largely left unchanged which is great news given the majority of people’s wealth now resides in their property and superannuation holdings. 

With that relief aside, the Budget provided a few observations from an investor perspective. 

See below for a snapshot on how it affects you. 

UNDER 50’S 

The under 50’s saw very little by way of changes in this year’s Budget. Favourable changes to the Newstart 

Allowance and the Child Care Safety Net were offset by changes to the Family Tax Benefit and Paid Parental 

Leave scheme. In general though, most of the under 50’s were left to their own devices. 

HIGH INCOME EARNERS  

The silent killer for this segment was the failure to reset tax brackets. Those earning over $80,000 will see bracket 

creep to 39% (including Medicare) and those earning over $180,000 will fare even worse with 49% tax (including 

Medicare and the Budget repair levy). It is important to remember a favourable strategy available to help offset this 

10% hike is to salary sacrifice into super, which should have large appeal given the additional tax savings on offer.     

BUSINESS OWNERS 

Small business owners are definitely the big winners out of the 2015 Federal Budget. Most of the noise has 

followed the change in deductible amount from $1,000 to $20,000 for capital purchases, but this is a pull-forward 

mechanism as it was otherwise depreciated. The reduction in tax rates will also help the bottom line.   

RETIREES 

The retired middle class may feel harshly done by following the Budget, but it is worthwhile emphasising the 

importance that superannuation tax increases did not transpire. The big loss for this segment was a change in the 

Age Pension asset test threshold, whereby the outer threshold is to reduce from $1.15 million to $823,000 

(excluding the family home). This is set to impact a total of 326,000 pensioners, but the Commonwealth Seniors 

Health Card should still be made available.  

 

INVESTMENT OPPORTUNITIES AND THREATS 

From an asset class perspective, there wasn’t anything major that investors need to worry about. However, some small changes were evident 

and below we will cover each asset class including the likely impact following the budget. 

Cash – there was nothing of note in the Budget to support or 

defy cash rates. The generally accommodating fiscal stance may 

help if/when the economy improves which may stem the reduction 

in rates. However, the RBA is the key decision-maker and 

negative real returns (i.e. after inflation) could potentially be on the 

cards in the near term.    

Bonds – with a gradually reducing deficit comes a reduced 

need for the Government to borrow money. As bonds are the 

major mechanism by which the Government borrows, this will 

impact the supply/demand balance. From a supply perspective, 

an eventual surplus would result in decreased supply. From a 

demand perspective, it could go either way depending on whether 

the fiscal stance results in better economic growth and the 

retention of the AAA rating.  

THE FEDERAL BUDGET – WHAT IT MEANS TO INVESTORS 

 

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

Property – a major winner following the election, albeit somewhat 

concerning given already elevated price levels. Concerns of scrapping 

the negative gearing on investment properties can be put to bed for 

another year and foreign ownership changes seemed relatively soft. This 

is all likely to act as a short-term catalyst for increased demand.   

Shares – Looking at it from a supply/demand perspective, the share-

market is probably a net beneficiary of the Budget on two levels. Firstly, 

the general easing in fiscal stance should be accommodating for the 

economy which might help lift demand. Secondly, the fact that 

superannuation is a large source of share-market demand and was left 

unchanged is likely to be a bigger factor on performance. This should 

appease many investors that would have otherwise considered selling 

down or changing strategy. 
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OIL PRICE POINTS TO HIGHER INFLATION 

 

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

THE IMPACT OF OIL ON THE RESERVE BANK 

With interest rates cut by a further 0.25% to an all-time low of 

2.00% in Australia, it has left many analysts speculating over 

whether we have reached the bottom of the cycle or if this is 

structural in nature. 

This impacts many of our investment decisions. Is it prudent to 

lock in rates now or wait? Are highly leveraged businesses such 

as the banks and utility companies vulnerable or set to benefit? 

And most importantly, should investors (especially retiree’s that 

are dependent on yield) re-consider their split between 

defensive assets and growth assets? 

It is clear that the market requires well-founded data to provide 

clarity and alleviate the mystery. In this article, we present 

evidence that the inflation rate is more likely to be facing a 

cyclical low rather than a structural low, which could see the 

global threat of deflation subside (should be welcome news for 

most of Europe and Japan).  

We further build a case of the importance of inflation on the 

interest rate cycle. 

WHY OIL IMPACTS INTEREST RATES 

Recall that the Reserve Bank of Australia has the objective to 

achieve moderate inflation of 2-3% whilst maximising 

employment. This is important because it sets the scene for 

how and why Glenn Stevens and the Reserve Bank make 

decisions to cut or raise interest rates. 

Under the current backdrop, inflation is below target at 1.3% 

year-on-year and unemployment has edged up to 6.2%. A 

combination of these makes a strong case for a reduction in 

interest rates. 

However, looking under the hood shows something very 

interesting. The inflation figure is based on a basket of 11 goods 

(these goods are seen to track the estimated cost of living for 

an average consumer) and the primary reason inflation has 

fallen so dramatically in the past 12 months is predominately 

attributable to a fall in the oil price. 

This is represented by illustrating the percentage change in the 

basket of goods between March 2014 and March 2015, with 

“transport” falling -6.2% for the year.  

The consumer price index (CPI) uses a weighted methodology 

and it is well known that the transport basket has a major 

contribution towards the overall CPI figure. According to the 

numbers, the detraction equates to -0.8%YoY.  

 

Going forward, the oil price movement is critical. It appears highly 

unlikely to fall by a further 50% from current levels (would imply a 

price range of $25-30 a barrel) and therefore should not be a major 

detractor going forward. Under the more likely scenario, if oil prices 

merely flat-lined or increased, this would result in an elevated 

inflation rate all else being equal.  

Said another way, if the WTI Crude oil prices continues to trade at 

the current level of $50-60 a barrel then inflation for 2016 (all else 

being equal) could track at approximately 0.8% higher than 

present, which would put the RBA back in its target inflation range.  

A step further would assume a mean-reverting oil price in the $60-

$100 a barrel range, which could justify an inflation expectation 

closer to 3% or more. If this was the case, it would almost certainly 

mark the end of the RBA’s cutting bias.  

It is worthwhile disclaiming that the analysis above is only isolating 

one variable among a broad basket of goods. Oil is by far the most 

influential contributor to CPI at the current time; however the risk on 

relying on such analysis is that CPI estimates could vary 

considerably depending on other price movements. 

 

A normalising oil price 

will lift inflation  



 

6 Issue 373 – 15th May 2015 

 

 

 

  

LESSONS ON LOW INTEREST RATES 

 

 

At a high level, it is clear that the 

current economic backdrop is not 

conducive to large interest rate 

increases. At the most basic level, 

interest rate increases would 

almost definitely cause 

unemployment to jump and would 

put enormous pressure on 

household budgets – especially 

given the fact that the Australian 

public has among the highest 

levels of personal debt in the 

world. 

Therefore, it is important to 

consider a world where rates could 

remain low for an extended period 

of time.  

It is also important to consider how your investment 

philosophy might prevail if low rates are here to stay.  

DISTANT MEMORY - BUT SIMILARITIES 

In the ‘defensive asset yields’ chart we illustrate that low 

deposit rates are not necessarily a new phenomenon. 

According to this data from the Reserve Bank of Australia, we 

faced similarly low yields on our defensive assets in the late 

1800’s and again in the 1940’s and 50’s. 

Therefore, while Glenn Stevens tells us to get used to low 

returns and the current media headlines emphasise that we 

are at record-low interest rates, it does not necessarily mean 

we are in unchartered and mystifying territory. 

LESSONS FROM THE 1940’S AND 1950’S 

Perspective is an investor’s best friend, and reflecting on 

similar periods of time in the past can represent a myriad of 

lessons for investors that are frustrated with low yields. 

The 1940’s is best known for World War 2, but it did represent 

the closest backdrop to what we are witnessing today from a 

rates perspective.  

Of most relevance, the 1930’s to 1950’s saw deposit rates 

stay at or below 2% for 23 years in a row. At the same time, 

the Treasury bond yield also remained under 4% for 19 of 

those 23 years providing little respite in returns on offer for 

defensive assets. 

Unfortunately, data collection was not compiled the same way 

as it is today, so it can be difficult to understand the specific 

winners and losers. However, we do know how equities 

performed during this period. 

 

 

EQUITY PERFORMANCE IN THE 1930’S TO 1950’S 

In the 23 year period from 1933 to 1956 when deposit rates were 2% 

or lower, shares did provide a decent average return of 6% (excluding 

dividends). However, this was with considerable volatility.  

More specifically, shares rose in 16 of the 23 years, but did endure 5 

years in a row of broad losses from 1937 to 1942 and a large -24.6% 

loss of capital in 1952.  

THE ZONE SYSTEM TESTED IN THE 1940’S 

 

 

 

 

 

 

Using hindsight is a wonderfully dangerous tool, but the good news is 

that the two major downturns would have theoretically been identified 

(and therefore hopefully avoided) using the Zone System.  

In figures, this 6.0%pa average gain could have therefore theoretically 

been increased to 11.0%pa by avoiding the two major downturns. 

Assuming that this could be implemented by an investor logistically (i.e. 

that they trust the Zone System and act on it), it should provide an 

element of confidence that an investor could still produce healthy 

overall risk-adjusted returns through a low rate period.  
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  THE SMALL CAP VS LARGE CAP DIVIDE 

 
Most investors take a relatively passive 

approach to small cap investment options 

(note: “cap” simply refers to “capitalisation” or 

the size of the company).  

A review of a typical self-managed super fund 

portfolio will include 15-20 selected blue-chip 

stocks along with a 5-10% allocation to a small 

company managed fund such as Celeste, Eley 

Griffiths, Ausbil, ishares or Real Index.  

It leaves you to ponder whether this is an optimal approach, or 

whether it makes sense to tactically allocate more/less to small 

companies at different points of the cycle. By doing so, an 

investor could make an assessment on relative value and give 

themselves the best chance to generate higher returns on a risk-

adjusted basis. 

We will take a look at the current backdrop on the basis of value, 

performance and risk. From this point, our hope is that you can 

make a more informed judgement and consider whether it 

warrants a more active stance on your allocation to large and 

small caps. 

THE GREAT DIVERGENCE 

It is clear that a major divide has emerged between 2012 and 

2015, and the Investing Times has historically demonstrated that 

this is partially vindicated by the lack of earnings results from 

small companies during this time.  

However, this gap (see chart below right) between small and 

large companies has shown early signs of narrowing. This 

therefore has all the characteristics of a contrarian opportunity 

and worthy of an investors attention.  

INVESTMENT OPTIONS FOR SMALL CAPS 

Active Management: 

- Eley Griffiths Small Companies Fund 

- Ausbil Emerging Leaders Fund 

- Celeste Australian Small Companies Fund 

- Australian Ethical Smaller Companies Trust 

Passive/Active Management: 

- Realindex Australian Small Companies Fund 

Passive Management: 

- ishares Small Ordinaries (stock code ISO) 

- SPDR Small Ordinaries (stock code SSO) 

- Vanguard Small Companies Fund (VSO) 

 

WHY SMALL CAPS ARE CATCHING UP 

While the price gap is enticing and looks like a great investment 

opportunity, it is important to note that the recent uplift in small 

cap performance has been driven predominately by a P/E ratio 

expansion as opposed to any evidence of value reversion or 

earnings growth uplift at this stage. The historical earnings growth 

forecasts of small caps have been dismal, with the net impact 

equating to a Price/Earnings ratio which has lifted to a seriously 

elevated figure of 23.8x (according to ishares as at 15 May 2015). 

This remains considerably higher than the overall market and well 

above valuations that could be deemed attractive.  

Going forward, this raises an interesting predicament. The overall 

performance gap between large caps and small caps appears to 

be a unique opportunity, but the only way we can justify a small 

cap P/E ratio of 23.8x is if earnings growth improves significantly. 

This also raises the predicament of whether it warrants a higher 

allocation in your portfolio and whether the increased risk is likely 

to deliver excess returns on a sustainable basis.  

Regardless, it is worth adding to your radar. 

 

Is this justified or 

an opportunity?  

Annualised Total Returns YTD 1 Year 3 Years 5 Years 10 Years

Large Caps - ASX/S&P50 5.25% 3.00% 10.90% 4.90% 3.94%

Small Caps - ASX/S&P Small Ordinaries 10.23% 3.79% -0.29% -1.96% 0.44%

Relative Performance 4.98% 0.79% -11.19% -6.86% -3.50%

Annualised Standard Deviation 3 Years 5 Years 10 Years

Large Caps - ASX/S&P50 11.72% 11.89% 13.57%

Small Caps - ASX/S&P Small Ordinaries 14.68% 15.91% 19.45%

Relative Risk -2.96% -4.02% -5.88%
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CURRENT POSITION AND MARKET MOOD 

The normal trading range for the All Ords now resides between 4,630 and 6,662 points (between Zones 2-4) according to the Zone System. 

With the All Ords positioned at approximately 5,730 at the time of writing, it remains fairly valued in the long-term. Specifically, the market is 

sitting in Zone 3.  

There are a number of factors underlying current valuations, with some of the most important factors summarised as follows: 

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 causing Price/Earnings ratio expansion.  

2. Uninspiring earnings growth outlook among many companies makes P/E ratios appear stretched. 

3. Industry segmentation is a driving force behind returns.  

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

and guarded view appears sensible. 

.   

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 – Moderately Overvalued 

USA - Overvalued 

EMERGING MARKETS – Moderately Overvalued 

The global analysis of the Zone System is 

intended to provide readers with a unique view 

of the relative valuations on offer across a 

number of key markets globally. 

The USA, which represents approximately half 

of the global share-market by market 

capitalisation, remains in vulnerable territory. 

The Zone System appraises that the S&P500 

remains well above normal trading range which 

increases the risk of a downturn and reduces 

the likely expectation for future returns. 

The normal trading range for the S&P500 

(according to the Zone System) is 1,284 to 

1,848 and given the current index value is 

above 2,000, there is a validated reason to 

remain underweight US equities. 

Ironically, the much of the US media have 

been deflecting any discussions surrounding 

an investment bubble by questioning the 

valuations in emerging markets. On this note, 

China was the big mover in recent months as it 

continues to stimulate the economy and the 

Zone System saw a dramatic shift following 

this move. 

In the last edition, we earmarked the emerging 

markets as one of the more attractive global 

exposures on offer. For those that retained 

emerging market exposure, this should have 

resulted in sizeable returns. Year-to-date 

returns on the Hang Seng alone have 

exceeded 18%, although this doesn’t factor in 

currency implications on unhedged holdings. 

The downside to this move is that the 

impressive performance has resulted in the 

emerging markets generally shifting into a 

moderately over-valued position going forward. 

On this basis, it may be worth consolidating 

exposure in this space. 

The remainder of the developed world 

continues to be moderately overvalued in 

aggregate. The FTSE100 to the right has 

found a temporary baseline between 6,500 and 

7,000 points, but given the lack of economic 

progress being made it seems hard to justify 

an exposure to the developed world ex-USA.  

In summary, global markets are generally on 

the higher side of fair value and an Australia 

bias appears to be warranted.    

 

 

The big move following 

Chinese stimulus 
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CURRENT CORE LIST  

As always, we review the core portfolio with a view to balance the following objectives: a) healthy and stable returns b) diversification c) 

dividend growth and d) capital preservation. The overall stability of the portfolio has allowed it to maximise returns on an after tax and 

brokerage basis and we therefore have a strong preference for businesses that are likely to deliver outperformance over the long-term.  

THE SPLIT OF BHP AND SOUTH 32 

The spin-off is now official. The move leaves BHP Billiton approximately $15 billion lighter (down from approximately $104 billion by market 
capitalisation) and shareholders have another stock to monitor. However, this is generally seen to be positive. Recall that 98% of BHP 
shareholders voted in favour of the demerger and will allow a greater focus on core operations by both stakeholders. South 32 carries little 
relative debt and some analysts are calling it as a take-over target for other mining giants (although $15 billion is still big enough to hold its 
own as a top 50 ASX company). The future performance of both companies will be very dependent on the outlook for the Australian Dollar 
and their respective commodity prices. It is also worth noting that spun-off companies have a strong track-record in the year following a 
demerger so South 32 shareholders could be net beneficiaries if the economic backdrop is kind to them.   

 

CORE SHARE LIST UPDATE  

 

Data to 30 April 2015. Source: Factset, AFR Smart Investor Share Tables 

ASX Code Name
Price 

30/04/15

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 33.99$     94,016     5.24 100 1.50 12.7 N/A 1,040$     1,676$     

CBA Commonwealth Bank of Australia 88.87$     144,644   4.68 100 1.33 16.1 N/A 1,182$     2,007$     

NAB National Australia Bank 36.77$     89,024     5.38 100 1.12 16.6 N/A 1,104$     1,766$     

WBC Westpac Bank 36.46$     113,762   4.99 100 1.34 15 N/A 1,094$     1,934$     

Mining and Energy

BHP BHP Billiton 31.97$     102,678   4.6 100 1.38 15.7 36 885$        1,005$     

RIO Rio Tinto 57.15$     24,243     4.48 100 1.68 13.3 46.1 963$        951$        

ORI Orica Ltd 20.20$     7,529       4.75 36 1.71 12.3 56.8 972$        856$        

WPL Woodside Petroleum 35.05$     28,878     8.65 100 1.18 9.8 15.5 930$        1,227$     

Consumer

WES Wesfarmers 43.71$     49,119     4.44 100 1.19 18.9 24.8 1,074$     1,661$     

WOW Woolworths 29.48$     37,340     4.72 100 1.38 15.3 43.8 825$        1,268$     

CCL Coca Cola Amatil 10.27$     7,842       4.09 75 0.85 28.8 156.1 1,159$     949$        

Healthcare

COH Cochlear 83.63$     4,774       2.59 35 1.17 33.1 71.7 1,465$     1,419$     

RHC Ramsay Health Care 62.59$     12,648     1.46 100 1.76 38.9 199.4 1,419$     3,308$     

Utilities

AGL AGL Energy 15.19$     10,249     4.15 100 1.65 14.6 41.1 1,050$     1,237$     

AST Ausnet Services 1.48$       5,114       5.67 53 0.37 47.7 195.9 1,120$     1,664$     

Insurance

AMP AMP Ltd 6.44$       19,048     4.04 80 1.17 21.3 196.8 1,330$     1,739$     

QBE QBE Insurance 13.70$     18,758     2.7 100 1.89 19.6 32.3 1,219$     1,083$     

Industrials

BXB Brambles 10.83$     16,970     2.54 30 1.44 27.3 117 1,180$     1,762$     

Infrastructure

SYD Sydney Airport 5.39$       11,945     4.36 0 0.11 201.9 477.5 1,345$     2,221$     

TCL Transurban 9.92$       18,991     3.78 18 0.08 320 168.4 1,448$     1,981$     

Property

SGP Stockland 4.44$       10,486     5.41 0 1.24 15 37.8 1,211$     1,746$     

WFD Westfield Group 9.45$       19,638     N/A N/A N/A N/A 70.2 N/A N/A
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  CORE SHAREMARKET UPDATE 

 
A FOCUS ON COMMODITY PRICES 

The current core portfolio has exposure to four companies that are 

heavily impacted by commodity prices (about to be five companies 

now that South 32 is official). 

 

 

 

 

 

Some investors have become frustrated by the volatile nature of 

these businesses, especially those who seek stable outcomes. 

In an ideal world, an investor can create a more stable portfolio by 

actively selecting price makers rather than price takers. These 

businesses can control their destiny with much greater control which 

reduces the inherent volatility of the share price. However, when it 

comes to resource based companies such as those listed above, it 

is important to recognise that their stock price will largely correlate 

to the underlying commodity reflecting the fact that revenue is 

cyclical.   

Despite the disadvantages, we believe it is important to retain 

exposure to an industry that can (and has) delivered some of the 

highest profit margins and shareholder returns in the market. In 

order to do so with stability, we employ a few investment strategies 

in our core stock list to help increase the risk-adjusted outcomes.  

Firstly, seek profitability. If a mining company does not produce 

profits on a consistent basis, they should be seriously questioned as 

a core holding. It is extremely difficult to put a valuation on any 

business that does not derive profits and relying on hope is a flawed 

strategy. There is substantial evidence that demonstrates the 

outperformance of profitable miners over non-profitable miners. 

Secondly, seek dividends. We do not expect mining company to 

pay high yields, but evidence suggests that dividend paying 

companies outperform their non-dividend paying counterparts. In 

the mining industry, it is also a sign of management confidence in 

maintaining a sustainable business model and forms an under-rated 

component of your total investment return. 

Thirdly, seek diversification. Diversified miners (such as BHP, 

RIO and even South 32) are less correlated to the underlying 

commodity price swings and can hence reduce downside risk. If we 

can’t get the diversification in a single holding, it is important to seek 

multiple holdings that can create the same diversification benefits. 

Fourthly, seek low-cost producers. If we use iron ore as an 

example, RIO remains the world’s lowest cost producer with an 

estimated extraction cost of approximately US$17 followed by BHP 

at US$20.35.  

With the iron ore price ranging anywhere between 

US$47-$180 in recent years, it is important to ensure 

that the business has the highest likelihood of 

remaining profitable. 

You will note that the core portfolio continues to retain 

holdings that cover these attributes and despite the 

slight drag on overall performance they have 

outperformed many peers and we remain optimistic 

about their long-term contribution to the portfolio.  

A FOCUS ON HIGH DEBT BUSINESSES 

Similar to the cyclical nature of resource based companies, the 

market is currently struggling to evaluate highly indebted 

businesses. Therefore, it is worthwhile investigating our core list in 

this respect.  

Let’s firstly take a step back and evaluate the general market view 

of leveraged businesses. Many people believe that highly indebted 

businesses are higher risk and therefore have more downside risk. 

On the other side of the coin, some mathematically inclined 

analysts understand that a business is better off leveraging if the 

return on equity is in excess of the interest cost incurred (on an 

after-tax basis).  

In fact, the evidence suggests that this is over-rated when looked 

at in aggregate. Specifically, we have evidence that demonstrates 

that over the long-term and on average, the amount of debt a 

business carries has little impact on the overall investment return. 

This should be said with caution, because it does not mean we 

advocate any business regardless of its debt or serviceability. 

Corporate collapses are highly correlated to their starting debt 

position and failures occur when debt covenants are loosely 

monitored. This is why certain industries are much more suited to 

the ongoing maintenance of debt than others. 

An investigation of the debt to equity column of our core list will 

outline that it varies greatly by company and industry. Generally, 

the utilities, healthcare and infrastructure industries will hold 

considerably more debt than their counterparts. However it is 

important to note that this is not a reflection on their overall risk. In 

fact, the companies in our core list with sizable debt positions 

(CCL, COH, RHC, AGL, AST, BXB SYD, TCL and WFD) largely 

have stability and control over their revenue streams which makes 

it much safer to retain debt. In the current environment, they also 

have the opportunity to be net beneficiaries of the current reduction 

in interest rates.  

 

Company Name ASX Code

Gross 

Dividend 

Yield %

PE Ratio
Debt/ 

Equity

BHP Billiton BHP 6.57 15.7 36

Rio Tinto RIO 6.40 13.3 46.1

Orica ORI 5.48 12.3 56.8

Woodside Petroleum WPL 12.36 9.8 15.5
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     TACTICAL SHAREMARKET UPDATE 

 The feedback regarding the changes to the tactical list was optimistically received following the prior edition of The Investing Times. 

While it continues to conflict with the conservative principles we advocate, we do recognise that some investors adopt a core/satellite 

approach and may be willing to increase the marginal risk of their portfolio if the right opportunity presents itself. 

Below we outline the list as well as an additional screening method we introduce as a method of sourcing deep-value rebound stories.  

 

 

 

A STOCK SCREEN FOR DEEP-VALUE REBOUND PLAYS 

While the defensive share portfolio (DSP) that we update every 6 

months is a fantastic screening tool for long-term investors, there 

has been continued feedback requesting a deep-value speculative 

screening method to source unloved investments with fundamental 

appeal.  

12 months ago, we commenced tracking a screening method with 

the intention to source the markets rebound stories. In essence, we 

applied four layers of screening with the intention to find deep-value 

investments that had suffered over a prolonged period (over 3 

years) but have shown evidence of bottoming out and commencing 

a turnaround. The net outcome was a +28.0% average return: 

 

We reiterate that the Investing 

Times does not advocate small 

cap stock-picking for the average 

investor. While we stand firm on 

this view, the deep-value screen 

can identify opportunities worthy of 

deeper analysis and help those 

looking for an X-factor.  

Observing the holdings, it is clear that their fundamental ratios are attractive but the risks are also considerably higher than a core 

portfolio that seeks stability. It is also worth noting that the daily liquidity among most of these stocks is also generally lower and hence 

caution must be taken.. 

 

 

Investment Criteria

Gross Dividend Yield >6%

Price / Earnings Ratio <15x

Last 12 month return 0% to 30%

Last 3 year return <0%

Last Year's Screen Results May-14

Number of stocks that met the screen 8

Number of stocks with a positive return 6

Average return over the year 28.0%

Best return of a stock 146.1%

Worst return of a stock -38.7%

Company Name ASX Code
$1000 for 

3 years

$1000 for 

1 year

Gross 

Dividend 
PE Ratio

McPherson's MCP 733 1021 14.36 6.7

XRF Scientific XRF 978 1008 10.63 10.8

Pental Ltd PTL 326 1275 8.70 9.8

Patties Foods PFL 778 1053 8.63 10.1

Watpac WTP 922 1027 7.10 8.7

Cabcharge Aust CAB 841 1213 6.31 10.6

ASX Code Name
Price 

30/04/15

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 2.17$       6,757       5.99 100 3.45 4.8 118.8 446$        420$        

NCM Newcrest Mining 14.45$     11,076     N/A N/A N/A N/A 52.8 1,381$     557$        

STO Santos 8.30$       8,319       4.22 100 N/A N/A 87.7 623$        639$        

Industrials

DOW Downer EDI 4.43$       1,929       5.42 100 1.97 9.4 31.1 936$        1,382$     

Insurance

IAG Insurance Australia Group 5.81$       13,605     6.71 100 1.28 11.6 N/A 1,077$     1,961$     

Consumer

MYR Myer Holdings 1.38$       808          9.06 100 1.09 10.1 32.9 672$        737$        

Small Caps

GFY Godfreys 3.36$       135          N/A N/A N/A 22.8 20.5 N/A N/A

ENN Elanor Investors 1.79$       126          N/A N/A N/A N/A 34.6 N/A N/A
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No. Code Stock Name Market Capitalisation

1 year return 

to 13/5/15

1 CBA Commonwealth Bank of Australia $136,685,000,000 5.11%

2 BHP BHP Billiton Limited $104,380,000,000 -14.38%

3 WBC Westpac Banking Corporation $103,808,000,000 -5.32%

4 ANZ
Australia And New Zealand 

Banking Group Limited
$91,581,600,000 0.64%

5 NAB National Australia Bank Limited $86,312,600,000 4.81%

6 TLS Telstra Corporation Limited $75,187,800,000 17.14%

7 WES Wesfarmers Limited $49,613,700,000 2.18%

8 CSL CSL Limited $41,369,300,000 26.36%

9 WOW Woolworths Limited $36,098,500,000 -22.66%

10 WPL Woodside Petroleum Limited $28,597,900,000 -16.02%

11 MQG Macquarie Group Limited $27,353,500,000 36.72%

12 RIO RIO Tinto Limited $25,035,800,000 -6.09%

13 SCG Scentre Group Stapled $20,605,000,000 25.65%

14 QBE QBE Insurance Group Limited $19,757,500,000 25.15%

15 AMP AMP Limited $19,225,300,000 22.64%

16 WFD Westfield Corporation Stapled $19,118,400,000 30.50%

17 TCL Transurban Group Stapled $18,819,200,000 36.72%

18 BXB Brambles Limited $17,283,100,000 14.06%

19 SUN Suncorp Group Limited $17,176,100,000 0.91%

20 AMC Amcor Limited $16,271,700,000 29.20%

21 ORG Origin Energy Limited $14,535,800,000 -13.59%

22 IAG Insurance Australia Group Limited $13,089,600,000 -3.95%

23 RHC Ramsay Health Care Limited $12,880,700,000 37.64%

24 OSH Oil Search Limited 10T $11,740,000,000 -15.74%

25 SYD Sydney Airport Forus $11,701,600,000 20.00%

26 NCM Newcrest Mining Limited $10,945,800,000 38.78%

27 AZJ Aurizon Holdings Limited $10,768,300,000 2.63%

28 GMG Goodman Group Stapled $10,763,600,000 21.11%

29 SGP Stockland Stapled $10,226,200,000 13.65%

30 APA APA Group Stapled $9,995,340,000 34.09%

31 AGL AGL Energy Limited $9,918,270,000 -4.59%

32 LLC Lend Lease Group Stapled $9,595,140,000 22.44%

33 CWN Crown Resorts Limited $9,396,290,000 -19.43%

34 STO Santos Limited $8,730,830,000 -38.92%

35 ASX ASX Limited $8,138,740,000 16.78%

36 ORI Orica Limited $7,873,250,000 0.52%

37 FMG Fortescue Metals Group LTD $7,815,630,000 -47.71%

38 GPT GPT Group Stapled $7,803,570,000 14.32%

39 SHL Sonic Healthcare Limited $7,758,440,000 5.58%

40 CCL Coca-cola Amatil Limited $7,696,990,000 9.21%

41 NVN Novion Property Group Stapled $7,631,490,000 22.77%

42 MGR Mirvac Group Stapled $7,191,870,000 11.46%

43 DXS Dexus Property Group Stapled $7,105,310,000 12.12%

44 CPU Computershare Limited $6,863,550,000 -3.06%

45 JHX James Hardie Industries $6,818,910,000 10.47%

46 TOL Toll Holdings Limited $6,471,290,000 66.42%

47 AIO Asciano Limited $6,340,010,000 12.65%

48 IPL Incitec Pivot Limited $6,250,070,000 28.18%

49 MPL Medibank Private Limited $5,921,110,000 7.50%

50 SEK Seek Limited $5,525,880,000 -8.07%

  
THE TOP 50 LARGEST COMPANIES IN AUSTRALIA 

 AN OVERVIEW OF THE BLUE-CHIPS  

When was the last time you considered what the 

largest companies in Australia are? And what 

impact these companies have on the broader 

“index” return? 

The top 50 companies in Australia have averaged 

just 2.86% returns in the past 12 months. However, 

the variance within this has been one of the more 

remarkable developments of 2014/15. 

Industry segmentation is a term we are hearing 

more often and the post-GFC period has seen the 

cyclicality of certain industries get put firmly under 

the spotlight.  

A LACK OF DIVERSIFICATION 

The importance of the ASX50 list is that it 

encompasses approximately 63% of the Australian 

share-market by market capitalisation.  

Said another way, Australia’s largest 50 companies 

are worth more to the market than the next 1,650 

companies combined. 

One criticism is the heavy concentration of certain 

businesses/industries at the top of the list, 

especially financials. This diversification issue is 

undeniable, but can be offset by favouring an 

equally weighted portfolio which is made possible 

as the ASX50 comprises exposure to every major 

industry (except information technology). 

WHAT DO YOU LOOK FOR? 

The contrarians and value investors amongst us 

will look at FMG, STO, WOW and CWN as stocks 

which have all fallen by -20% or more and attempt 

to justify whether this is a likely rebound story or 

not.  

On the other hand, the momentum and growth 

investors will look at the likes of RMC, MQG, TCL, 

WFD, NCM, APA and TOL as investments that 

have excelled by +30% or more (some major 

rebound stories such as TOL/NCM and some on a 

genuine growth path such as RMC). 

Others will look in between for stability and many 

won’t use price at all. Regardless of your method, 

the underlying fundamentals will be the driver of the 

business and hence your performance. 
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  AFTER-TAX INVESTING TO MAXIMISE RETURNS 

 The old adage of “Buy and hold” can be misinterpreted as “Buy 

and forget” when it comes to tracking the tax positions of your 

investments. Whilst we maintain a vigil over the markets from a 

value standpoint, we tend to forget the tax implications our 

investments may attract which can lead to nasty surprises when 

we eventually decide to sell. 

Actively maintaining simple accounting records (which can be as 

simple as running a basic spreadsheet) will not only assist with 

making informed “after-tax” investment decisions; it may also lead 

to reduced accounting fees by providing the required information 

for Capital Gains Tax calculations. 

CAPITAL GAINS TAX PLANNING - NOT TAX 

AVOIDANCE     

Tax planning is a fundamental part of business ownership and is 

no different for investors seeking to minimise their future tax 

burden. Tax planning should not be confused with tax avoidance 

(a civil matter) or tax evasion (a criminal matter) which carries 

severe penalties.  Taxpayers have the right to organise their affairs 

to achieve the best after-tax outcome so long as the arrangements 

are within the law and not designed to “avoid” tax.  

A STRATEGY TO UTILISE ANY CAPITAL LOSSES 

Unfortunately, not every investment decision goes the right way. 

There are many investors who currently hold positions which are in 

a loss position or “out of the money” so to speak. Sometimes we 

hold these investments with optimism of future performance but 

the reality is these positions may never recover. All is not lost, as 

the loss generated from these investments will be carried forward 

indefinitely and offset against any future capital gains.  

HOW THIS WORKS IN A PORTFOLIO  

 

 

 

 

 

Let’s say this taxpayer decides to liquidate part of their 

shareholdings, say $20,000 worth. Which shares should be sold? 

The choice can lead to a wide variety of after-tax outcomes.  

If we assume this taxpayer is on an average rate of tax1, selling 

$20,000 worth of shareholding #1 would result in Capital Gains 

Tax payable of $1,7251. We often choose to sell down our larger 

value shareholdings automatically which may not lead to the best 

tax outcome.  

 

Now compare that to disposing shareholding #2 and part of 

shareholding #1. This would result in a Net Capital Loss of $7,500 

which will be carried forward to offset against any future capital 

gains from any investment. 

So what about shareholding #3? This investment now has zero 

value after investing $10,000. Whilst we never wish for this to 

transpire, the capital loss will still be useful for Capital Gains Tax. It 

is an under-utilised strategy, but an Off Market Transfer can be 

used to dispose of these shares to an Investment Trust to crystalise 

the capital loss and possibly retain ownership of the share if you’re 

optimistic on the potential for a future rebound in performance. 

WHAT IS AN INVESTMENT TRUST 

An Investment Trust (or namely, a Discretionary Trust) can be a 

useful entity to hold investment assets with family members being 

the listed beneficiaries. The ability to distribute income to lower 

income family members gives rise to a very powerful tax planning 

tool. Utilising Investment Trusts can also increase tax planning 

opportunities for investors by: 

 Transferring (or effectively selling) investments with a high profit 

margin in a low income year to refresh your cost base 

 Transferring investments in a loss position to crystalise tax 

losses to offset against higher capital gains expected in a given 

financial year.  

THE DOWNSIDE TO INVESTMENT TRUSTS  

While Investment Trusts are a fabulous option for many investors to 

consider, they do create a new legal entity which has its own 

complications. On a basic level, it requires a trustee(s) to effectively 

run the trust and make profit distribution decisions on behalf of the 

beneficiaries. Assuming these beneficiaries are family members, 

the family members will receive the income and thereby become 

“Presently Entitled”. That is, they can legally demand the money 

from the trust. Therefore, it is important that all family members are 

on the same page when it comes to managing the trust.  

Another consideration is that capital losses or tax losses cannot be 

distributed. Rather, they will be retained within the trust and carried 

forward in a similar manner to a testamentary trust. Therefore any 

losses generated in the trust cannot be distributed to offset 

individual gains. 

FORWARD THINKING 

With 30 June just around the corner, smart planning now could help 

increase the after-tax outcomes of your investment decisions. Don’t 

under-estimate the importance of tax on your decisions.  

1 32.5% plus 2% Medicare Levy 
1 Assumes CGT 50% general discount and no carried forward capital losses 

 

 

 

Disclaimer: This was compiled in conjunction with Trimtax Accountants and Advisers as experts in tax related matters. All information is general only.  

 

Overview Cost Current Value
Unrealised 

Profit/(Loss)

Shareholding #1 40,000$         80,000$          40,000$               

Shareholding #2 20,000$         5,000$            15,000-$               

Shareholding #3 10,000$         -$                10,000-$               

Shareholding #4 30,000$         65,000$          35,000$               

Total 100,000$       150,000$        50,000$               
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TRANSITION TO RETIREMENT – WORTH THE HASSLE? 

 

 

While the Investing Times has covered what a transition to retirement (TTR) strategy is in the past, it is possibly the greatest value-adding 

exercise that a pre-retiree can implement so it is worthwhile reiterating. The way it works is relatively simple, but the value you can derive 

as an individual is dependent on a number factors. This article will act as a crash course for those aged between 55 and 65. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

THE NET OUTCOME 

For 55-60 year olds, the bottom line is negligible depending on your current level of salary sacrifice into super (because the tax payable on 

pension drawdowns typically offsets the tax saved on earnings in the fund). Therefore, the key question is whether the pension allows you 

to increase your level of salary sacrifice into super or whether you are already maximising your contributions. If the answer is the latter, it 

may not be worth the hassle until you turn 60. 

For 60-65 year olds on the other hand, the saving is likely to be substantial regardless. The reason relates to the tax-free nature of the 

pension drawdowns whilst the tax saving derived on the earnings in the fund continues.  

SCOPE FOR ENHANCED OUTCOMES 

A few key areas to get the most value out of a TTR strategy are as follows: 

- Hold off on realising CGT – if you have not yet commenced a TTR pension but will consider doing so in the near future, you should 

seriously consider holding onto any investments with unrealised capital gains. The difference between selling now (and paying tax at 

10-15%) versus holding on until in the pension (no tax is payable) can be substantial. 

- Rollover the majority – when you commence a TTR pension, you will need to keep your accumulation fund open because the 

pension cannot accept new contributions. Therefore, you should consider maximising the amount you rollover to pension mode and 

even consider an annual or bi-annual consolidation of multiple TTR pensions.  

- Withdraw the minimum if aged 55-60 and possibly more once aged over 60 – given you are taxed on pension drawdowns 

between 55-60 years old, it generally makes sense to minimise these drawdowns to 4%. However, once you reach 60 years old, this 

tax no longer applies which opens a window to increase the drawdowns to allow a greater level of contributions.  

- Understand franking credits – franking credits are a fully refundable tax offset in both accumulation and pension mode. Therefore, if 

your super fund has $10,000 in earnings tax and $12,000 in franking credits, the refund of $2,000 in accumulation mode ($12,000 less 

$10,000 tax) will increase to the full $12,000 in pension mode ($12,000 less $0 tax).    

 

 

 

 

Superannuation 

Transition to      

retirement pension 

No tax payable on earnings. 

No tax payable on Capital Gains. 

Franking credits are a full tax offset.  

 
15% tax payable on earnings. 

10% tax on Capital Gains**. 

Franking credits are a full tax offset  

 

Rollover  

Must withdraw 4-10% of the balance. 

55-60 year olds - drawdown taxed at 

marginal tax rate but with 15% tax offset. 

60-65 year olds - tax-free. 

You 

Continue to make contributions. 

15% tax payable on concessional*. 

0% tax on non-concessional. 

You 

Superannuation 

Make contributions. 

15% tax payable on concessional contributions*. 

0% tax on non-concessional contributions 

15% tax payable on earnings. 

10% tax on Capital Gains**. 

Franking credits are a full tax offset  

Without a TTR With a TTR 

This is the key.  

Major tax advantage vs super 

*Concessional contributions can be taxed at a rate higher than 15% under certain circumstances.  

**Capital gains are taxed at 10% if held for over 12 months and 15% if within 12 months. 

Disclaimer: This information is general only and does not take into consideration your personal or financial situation. All figures are estimates and have been 

consolidated in parts on the basis of simplicity. Please consider the necessity to seek professional advice. 
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  THE VALUE OF A TESTAMENTARY TRUST  

 PART 1 

- Trustee/s. This needs to be someone or a combination of 

people that you trust. The role of the trustee is to be 

responsible for the management of the assets within the trust 

as well as making the distribution decisions for any proceeds 

paid to any class of beneficiaries.  

In practice: this will commonly be the spouse and can also 

include an external trusted party if people desire an impartial 

view. Adult children may also be selected.   

- Beneficiaries and/or class of beneficiaries. These are the 

people whom may receive a benefit from the trust. They will 

typically encompass family members but can also include 

friends or charitable organisations. 

- Appointor. The allocation of an appointor can add an element 

of protection over the decisions being made by trustee/s, 

because the appointor will have the power to change the 

trustee/s at any time. 

In practice: this will often be the spouse. However, some 

people prefer an external party they trust (for example, it can 

stop a trustee who is also a beneficiary that may use their 

power to allocate 100% of the assets/income to themselves).   

In fact, it is possible to setup multiple testamentary trusts upon 

death which can add a significant amount of direction/flexibility, 

albeit with added complexity. 

WHAT IF THE BENEFICIARIES DON’T WANT IT? 

The “Testamentary Provisions” are vitally important in this regard 

as they will set out the terms of which beneficiaries can access 

the capital. For example, you can restrict that the trust will only 

allow access to income and therefore will technically continue 

until the last class of beneficiaries die. However most commonly, 

this clause will not be set. In this event, gaining trustee/s 

approval is all that is needed to wind-down the fund and 

distribute the assets to the beneficiary/ies. 

TAX TREATMENT OF A TESTAMENTARY TRUST 

A testamentary trust operates very similarly to a family trust 

which is favoured by many accountants, however it has a few 

additional advantages. Primarily, if the beneficiaries include any 

children under the age of 18, they will have access to adult tax 

rates for any distributions. This can create income splitting 

benefits depending on the decisions made by the trustee/s. 

HELP FOR THE TRUSTEE 

Given the huge burden of responsibility on the trustee, it is not 

uncommon for them to source help. It is perfectly acceptable to 

allow the trustee/s to appoint a financial or investment advisor to 

manage the assets. Any fees charged by the advisor will form 

part of the trusts expenses which is absorbed by the trust.  

 

 

To avoid confusion from the onset, a testamentary trust is merely 

another form of trust with the only difference that it gets setup once 

you pass away. It is a very effective estate planning tool and under-

utilised by much of the public. We will tackle the broad implications, 

but the general objective of a testamentary trust typically involves the 

following capabilities/benefits: 

- Creation of a protected entity long after you pass away 

- Creation of a family legacy that can be shared among 

numerous beneficiaries 

- Help reduce the likelihood of a dispute over your Will  

- Tax benefits for income paid to minor children 

HOW A TESTAMENTARY TRUST WORKS 

To understand the logistics of a testamentary trust, it is firstly 

important to understand the estate process. Upon your death, your 

assets will be split according to whether they form part of your “estate 

assets” or “non-estate assets”. The chart below is a good guide on 

which bucket certain assets fall into. 

 

 

 

 

 

Note: Some non-estate assets can still form part of your Will, but they 

need to be specifically directed via a nomination form.  

This comes to the surprise of many people, but a Will does not 

encompass all your assets – it only encompasses your “estate 

assets”. Therefore, those who believe they have planned 

comprehensively by obtaining a Will should look carefully to ensure 

all the assets listed in the non-estate bucket are taken care of. 

WHAT IT LOOKS LIKE PRACTICALLY 

A testamentary trust is an extension to your Will and is a provision 

contained within the Will document itself. It effectively opens a trust 

upon your death which acts as its own holding entity for your assets 

or cash.  

Once it is setup, it will usually be called something akin to “The Estate 

of John William Smith”. This part is reasonably simple.  

However, the complexity is contained within the “Testamentary 

Provisions”, along with the choice of trustee/s, beneficiaries and 

possibly an appointor. All of these require your careful consideration.  

Estate Assets Non-Estate Assets

Bank accounts in sole name All jointly owned assets

Shares in sole name Any assets held via a family trust

Property in sole name Superannuation held via an SMSF

Property % in "tenants-in-common" Superannuation held via an industry or retail fund

Household goods Any life insurance policies

Cars registered in sole name

Any company shareholdings

Any value held within a "sole-trader" business

Any value in your % of a business "partnership"
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  THE VALUE OF A TESTAMENTARY TRUST  

 PART 2 

DANGERS OF A TESTAMENTARY TRUST 

Some people feel that a testamentary trust is an attempt to “rule 

from the grave” but if the intentions are sound then there are 

only a few real dangers. 

1. Favouritism by the trustee/s for certain beneficiaries. A 

typical example of a testamentary trust gone wrong is when 

the trustee is also a beneficiary or is closely tied to a 

beneficiary. The danger of this situation is that the trustee has 

discretion over the proceeds of the trust and can therefore 

funnel the majority of the benefits to one beneficiary at the 

detriment of the others.  

How to counter this danger: Some legal firms and/or advisers 

will act as a co-trustee which means you have the assurance 

of an independent party making decisions. This will come at a 

cost but can be worthwhile if you believe this risk may 

eventuate.  

2. Tax dangers. Whilst your intentions may be fantastic, there 

can be hidden tax consequences. A common example might 

include the trigger of a capital loss (based on the trustee/s 

decision to dispose of an asset) as the net loss position of the 

trust gets carried forward internally and cannot be distributed 

to beneficiaries for their benefit. 

How to counter this risk: Choose an educated trustee or 

explain to the trustee that they should seek guidance from a 

professional before making any major decisions. 

3. Cost versus benefit. The cost of operating a testamentary 

trust can often add up to be quite substantial. Depending on 

the skill base of the trustee/s, these can include accounting 

fees, solicitor fees, any fees paid to trustees, investment 

advice fees and any transaction costs. For this reason, it is 

important to consider whether the exercise of setting up the 

trust will provide a net benefit to your family or intended 

beneficiaries on an after-cost basis.    

USING A TESTAMENTARY TRUST FOR CHARITY 

An area often overlooked is the use of a testamentary trust to 

help provide an ongoing charitable legacy. If your dream is to 

provide an ongoing benefit for both your family and charities, you 

don’t need to do this via a one-off donation while you are alive. 

An alternative and intelligent method is to nominate your 

charities of choice as a class of beneficiaries and have the 

trustee/s direct a portion of the distributions (typically the 

dividends/interest derived from the trust’s assets) to the charities 

on an ongoing basis. 

 

 ESTATE EQUALISATION - SPLITTING AN ESTATE 

It is worthwhile noting that you can mix and match between a one-

off inheritance and the establishment of a testamentary trust. This 

is best demonstrated with an example. 

John and Mary are 68 year old and married with 2 children aged 40 

years old and 5 grandchildren under the age of 18. They have a 

house worth $500,000, investments/cash worth $500,000 and 

superannuation worth $2 million. Therefore, their total asset base is 

$3 million. 

Upon them both passing away, they want the assets to be directed 

as follows: 

- 25% each child (50%) 

- 5% each grandchild (25%) 

- 25% to charity 

Option 1 – a simple one-off inheritance 

The first option is to create a basic Will with the beneficiaries listed 

as per the percentages above. This will encompass the proceeds 

from the home as well as the investments outside super, however 

the superannuation will require a beneficiary nomination to the 

“legal personal representative” or at the whim of the super fund 

trustee discretion. In all likelihood, the outcome would be as 

follows: 

- $750,000 each child ($1.5mil total) 

- $150,000 each grandchild ($750,000 total) 

- $750,000 to charity 

Option 2 – a testamentary trust 

An alternative option is for John and Mary to setup a testamentary 

trust within their Will which can funnel the assets into a trust that 

provides an ongoing benefit. In this event, the same 

superannuation issues need to be overcome but should result in 

the $3 million being established in a testamentary trust. Each year, 

the income/dividends/interest can be split as above resulting in the 

following (assuming a 5% yield):   

- $37,500pa paid to each child ($75,000 total) 

- $7,500pa paid to each grandchild ($37,500 total) 

- $37,500 paid to charity each year. 

FINAL TIPS 

If you already have a testamentary trust or intend on getting one, it 

is highly recommended that you communicate your intentions with 

the nominated trustee/s. At the very minimum this should be written 

as a note and attached to your Will.  

 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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FIXED INTEREST AND CONSERVATIVE ASSET UPDATE 

 

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. 

 

The defensive component of your portfolio typically comprises your 

choice of term deposits, annuities, bonds, hybrids and “other” 

defensive options. For the purposes of this analysis, we will also 

include cash as a valid option.  

The current dilemma is that the yields on offer are generally dismal, 

which is causing investors to push up the risk curve. See below for a 

general overview of each asset class and their current income 

generating capabilities. 

CASH AND TERM DEPOSITS 

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

current rates now slipping to be <3.5% even when utilising the best 

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

more than term deposits unless captured “on special” by the likes of 

Challenger.  

As can be seen below, the amount of term deposits on issue has 

stagnated and is gradually falling in nominal terms. This is evidence 

of the frustration behind current rates on offer and marks a transfer 

of wealth effect up the risk curve.  

GOVERNMENT BONDS 

Treasury bonds (available via a managed fund or the likes of 

ishares) have a 10 year yield of 2.40% which is barely positive in 

real terms. It is also among the lowest ever seen and creates 

downside risk if/when inflation picks up. Large declines are 

improbable but future returns are unlikely to excite in this space. 

CORPORATE BONDS AND HYBRID SECURITIES 

This is one of the only defensive investment options where 

investors can derive 4%+ yields at the current time. However, it 

is also a step up in the risk curve. 

Thankfully, corporate balance sheets are generally strong and 

hence the default risk is somewhat mitigated. This opens an 

opportunity for the right type of investment. 

Hybrid securities continue to offer a “yield to maturity” on AA-

rated securities (eg. from the major banks) of marginally less 

than 5%pa. We will feature an article on corporate bond and 

hybrid opportunities in the next edition. 

GLOBAL BONDS 

The current backdrop for global bonds is generally miserable, 

with negative to low real yields on offer across the major 

markets. Emerging market debt is a step up in risk but does 

present better yields. The fall in the Australian Dollar has also 

helped global bonds historically but investors should generally 

take caution relying on its reoccurrance. 

OTHER DEFENSIVE OPTIONS 

Demand is increasing for new markets such as peer-to-peer 

(P2P) loans. This follows recent success in Europe and the USA 

with rates on offer as high as 8-10%. This is a “watch this space” 

but we caution investors from such options at the current time. 

 

There have been changes in the rates on offer in recent days. 

With interest rates now officially down to 2.00% and a small 

possibility of a further cut at the coming RBA meeting/s, 

conservative investors need to understand that the returns on 

offer are deteriorating.    

We have included the term deposit rates below which are 

effective as of 15th May 2015 according to Canstar. Please be 

aware that we have not published cash and saving accounts as 

many of these rates are in the process of reducing. 

Term Deposit Rates
Best Return 

on Offer
Provider

1 Month 2.55% Rabo Direct

3 Months 2.80%
Rabo Direct or 

Macquarie Bank

6 Months 2.86% Ubank

9 Months 3.05% Macquarie Bank

1 Year 3.05% Ubank

3 Years 3.15% Rabo Direct

5 Years 3.50% Rabo Direct
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A UNIQUE VIEW: FIXED OR VARIABLE? 

 
It seems rational that record-low interest 

rates are having a psychological impact 

on people’s fixed versus variable 

decision making process. In simple 

terms, people appear to be rationalising 

that record-low rates will not go lower.  

But is this the best way to look at it? Or 

should we be applying adaptive thinking? 

We will tackle the decision making process 

from an angle you may not have 

considered yet. 

THE BASIS OF OUR DECISIONS 

As a rational person, we look at 3 things when we assess whether 

to fix our loans: 1) the current variable rate, 2) the current fixed rate; 

and 3) our expectations for borrowing rates.  

In 2008/09, the difference between fixed rates and variable rates 

were closely aligned on the standard variable rate but wide on the 

discounted rate. Discounted rates bottomed at 5.1% whereas fixed 

rates remained elevated at approximately 5.85%. Therefore at this 

point in time, people needed to justify at least 3 interest rate rises 

for a fixed loan to be worthwhile (3 x 0.25% rises). 

Today, the difference is far less pronounced and generally favours 

fixed rates. At the current time, 3-year fixed rates are averaging 

4.80% (according to the RBA) whereas the standard variable rate is 

hovering around 5.65% and the discounted variable rate 4.80%. 

Therefore, only one interest rate rise is required and the fixed rate 

could be a winning strategy. 

THE UNIQUE ECONOMY TEST 

On a simplistic level, it is easy to see why people are beginning to 

favour fixed rates. However, this fails to take into consideration our 

expectations for future rate movements. While forecasting is a 

generally futile exercise, it is possible to cast judgement by using 

one of the few leading indicators for the economy that generally 

works. In the USA, the “yield curve spread” has had predictive 

abilities in every USA recession since the 1960’s (all the way back 

to President Nixon and the Gold standard) and is commonly quoted 

by the US Federal Reserve.  

While it sounds complicated, it is really just the difference between 

the 10-year bond yield and the 30-day yield. Therefore, once this is 

known the guidelines can be understood quite simply:  

If the yield curve is steep (usually above 1) then the economy is 

expected to do well and therefore interest rates are more likely to 

rise. Conversely, if the yield curve is inverted (below 0), we can 

expect poor economic conditions and interest rates could be 

expected to be cut. 

 

This “yield curve spread” is by no means perfect. If we view the 

chart for Australia below, it went below zero in 2004/05 

(predicted poor economic conditions) when the GFC didn’t 

actually hit until 2007/08. However, it has otherwise been an 

excellent barometer of where the economy is going (adding a 12 

month leading period for enhanced results).  

In fact, the correlation between this chart and future interest 

rates is 0.57 which is quite strong in economic terms.  

Whether you place trust in this chart is up to you. Predicting 

interest rates can be an unrewarding task (even the best 

economists can be hopeless at it), but if you feel inclined then 

the use of this chart has a reasonably strong track-record and is 

likely to be much better than sticking your finger in the air.  

SHOULD YOU FIX OR STAY VARIABLE? 

In summary, we have established that fixed rates are appealing 

at current levels but the yield curve spread is demonstrating 

weakness (hence the RBA cutting bias). From a risk-adjusted 

perspective, fixing a portion of your mortgage could be a 

sensible option for everyday Australians. However as Albert 

Einstein once said, “Not everything that counts can be counted, 

and not everything that can be counted counts”.  
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 FEEDBACK 

 

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. 

Feedback from a long-term subscriber  

Congratulations for now firmly re-establishing the “Investing Times” as Australia’s leading Investment Magazine. The good news is that 

the publication is now firmly grounded on the tried and proven methods of Austin Donnelly. Like the ideas of Warren Buffet, 

his investment ideas are well researched, sophisticated and complex but the magazine provides an ideal environment to develop a suite 

of investment skills over time. Unlike the expensive and somewhat flippant “tip sheets” , “Investing Times” is all about creating  step by 

step investment skills so building confidence in the investor to make reasoned decisions. While more than 30% of Australians may own 

shares there are still relatively few that have had the opportunity to develop the required investment literacy skills to match. The 

information published in “Investing Times” provides such an educational opportunity. The good news is that any investor can acquire 

those necessary educational skills to build a sound bench-marked core portfolio.  The “Zone System” section gives objective and useful 

indications as to appropriate investment responses for changing circumstances.  

We live in a world of headline media negativity and “noise” which is often unhelpful in making sound investment decisions. Writing 

headline investment strategies may look good but successful investors need to learn the processes of implementing appropriate 

adjustments in changing investment circumstances. 

In 2015, we are constantly bombarded by the negativity of the media cycle which in many ways is giving us a totally false impression of 

our economy. Austin Donnelley’s Zone System objectively places everything in context. An examination of the March 2015 issue gives 

an objective assessment about why Australians have every reason to be confident about the future! Despite the negativity Australia is a 

well-placed and very prosperous Nation and we are very well governed. The GDP graph on page 6 confirmed this view.  

Coming from Western Australia, I find the current negative media and politicized attitudes about mining faintly ridiculous. Australia’s 

production from commodities has not stopped but we have an opportunity to reap the benefits of this for decades into the future. We are 

well placed and confident to do this and it is about time that we started to celebrate the blessings that we and our children enjoy rather 

than grizzle about it. We need to be clever at investing as well as production!  

Clive, WA 

   

 

Emails to the Investing Times 

 

As many of you know, we have been actively seeking feedback and calling many subscribers to hear their views on ways in which we 

can improve the Investing Times to make it more relevant to your needs. For those that took the time, we thank you. Hopefully you will 

see some of the feedback incorporated into this and future editions. 

It has been a fabulous exercise, with both praise and constructive criticism which we can utilise to ensure this publication remains 

respected and at the top of the investment reading list.  

We continue to encourage our readers to provide their feedback; whether it is a certain topic you would like to see our writers address or 

an area you particularly enjoy. We have included a response from one of our longest standing subscribers below who kindly took the 

time to write to us and offer to publically shed light on his views following our re-alignment to Austin Donnelly and his core philosophies. 

If you wish to email us directly, please do so at newsletter@investingtimes.com.au or investingtimes@gmail.com  

ADDRESS 

PO Box 233 Ringwood VIC 3134. 

 

WEBSITE 

www.investingtimes.com.au 

 

PHONE 

1300 131 526 
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