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It would appear that the old mantra “sell in May 
and go away” has worked again.  

The Australian share-market is down -10.2% 
since the start of May, led largely by weakness 
of our banks and resource companies.   

Of course, there are always ‘valid’ reasons for 
share-market sell-offs, and this time it is 
predominately off the back of global fears from 
the China slowdown and new capital 
regulations hitting the banking sector. 

According to the Reserve Bank of Australia’s 
most recent board meeting, volatility has 
“abated”, yet the major banks are down 
collectively by -20-30% from their April highs, 
materials are down -19.8% and energy -28.9%. 
The only upside has come from healthcare 
+2.9% and industrials +3.1%. Therefore, while 
the VIX index may be trending downward, this 
is of no help to investors frustrated by portfolio 
divergence. 

Such divergence often brings two conflicting 
objectives; the search for value versus the flight 
to safety.  

While the world is a much riskier place without 
confidence in Chinese growth, it is hard to 
argue against valuations getting more 
attractive.  

As is always the case in the midst of a 
downturn, the risks of a further decline always 
seem to outweigh the upside potential. 
Meanwhile, the silver lining is that fundamental 
valuations improve.   

The Australian Dollar will be one area of 
assistance. It is yet to have any major impact 
on official data, however the fall from 87c to 71c 
since the start of the year will certainly help 
exports and hence should be a tailwind to the 
economy going forward. We are already seeing 
this with Blackmores and others ramping up 
sales into China on the back of a low AUD.  

 

 

Elsewhere, whispers are coming from Malcolm 

Turnbull and co surrounding potential changes 

to superannuation and tax law.  

Favourable changes are afoot for Stamp Duties 

and Corporate Taxes. These are intended to 

offset harsher treatment of super contribution 

taxes, GST and possibly Capital Gains Tax 

amendments.  

At this stage, it would appear that Franking 

Credits will be left alone but nothing is off the 

table. We tackle all these topics in a “tax reform” 

article on page 14.       

IN THIS ISSUE 
Given the heat and speculation surrounding 
China and the big four banks, this edition 
commits multiple pages to take a 
comprehensive look under the hood of both 
topics. The findings show that a Chinese hard-
landing is unlikely in the short-term, meanwhile 
the banks ROE could be in jeopardy if structural 
changes aren’t enacted in their investor lending 
books. 

We also run through an old assumption that the 
copper price leads the Australian share-market, 
the so-called “Dr Copper” theory. We find that 
this connection is lacking in logic, but copper 
inventories could be worthy of your watch-list. 

There is also an interesting topic on stock-
picking, one that controversially shows how 
hard it is to pick tomorrow’s winners and avoid 
the loser’s with precision. This seems to 
validate a sensible approach that focuses on 
diversification and sustainable growth.  

Lastly, our additional report, the Science of 
Investing, shows five of the eight value metrics 
are currently positive, which indicates a mild 
bias towards equity exposure. 

Happy investing and we hope you enjoy it. 
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TWO MINUTE GLOBAL ECONOMIC UPDATE 

 Economically, the world is in worse shape than we would like to admit. Canada and Japan have just 

entered recession, joining Brazil, Argentina, Russia, Luxembourg, and a raft of other countries. Add to 

this Norway, South Africa and Greece who are also knocking on the door of a recession (with negative 

GDP in their last reporting periods) and there is plenty of reason to be concerned. 

For Australians, one of the most concerning countries in recession is Canada with whom we share a 

very similar economic structure. Canada, like Australia, have become renowned for their strong banking 

system combined with a large resources industry. Thus far, the Australian economy has remained 

resilient, up 0.2% in the June quarter despite falling exports wiping 0.6% from GDP.  

Overall, global GDP for 2014-15 came in seemingly healthy at 3.4% for the year, but is forecast to fall 

to 3.1% this year according to the IMF. This subdued economic outlook is putting continued pressure 

on global trade and especially commodity prices, although this may represent upside if China recovers 

faster than anticipated (see article overleaf). 

There are also other reasons to be optimistic. We continue to see positive developments in key 

emerging markets such as India, and we can’t ignore the positive employment trends out of the USA 

and many parts of Western Europe. A slow recovery is better than no recovery. 

    

 ASIA 
 China grows 1.8% for September quarter, 

ahead of expectations and follows six 

interest rate cuts in the past year. 

 China gets set for IMF approval with the 

Yuan to be added to the IMF currency 

basket. Unlikely to have short-term 

economic impact.  

 India’s PM, Modi, continues push for 

foreign investment, claiming they have 

the “necessary conditions for take-off”. 

 Japan re-enters recession. 

USA 
 Unemployment down again to 5.0%. Other 

economic indicators are showing slight signs of 

weakness with retail sales trending downward and 

PPI negative. 

 Despite this, traders still give a 64% chance of an 

interest rate rise in December.  

 Inflation remains benign, largely due to low oil 

prices.  

AUSTRALIA 
 Australia’s GDP growth is set for 

release on December 2nd with 

expectation for +0.47% growth for 

the Sept quarter and 2% annually. 

 Unemployment stable at 5.9% but 

expected to rise to as high as 6.3% 

next month. 

 Housing finance and auction 

clearance statistics deteriorate, 

adding to concerns for property 

values in short-term.  

  

EUROPE 
 Euro unemployment still high at 

10.8%, but trending downwards. 

GDP growth also trending higher at 

1.6% YoY. 

 GDP for September quarter: 

Germany +0.3%, France +0.3%, Italy 

+0.2%, Spain +0.8%, Greece -0.5%. 

 Mario Draghi hints at more 

quantitative easing, with inflation 

outlook subdued. 

 Portuguese politics a concern as 

applauded Conservative 

Government fails to capture 

majority vote.  

 

MIDDLE EAST 
 Oil price continues 

weakness at $40-

$45US a barrel. 

 Turkish economy 

struggles. Interest 

rates expected to be 

cut to 7.25%. 

 Iran inflation battle 

improves with oil 

price falls. Current 

inflation is 11.2%, 

down from 45% in 

2013. 

mailto:newsletter@investingtimes.com.au
http://www.investingtimes.com.au/
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China is the major focal point at the moment, with six interest 

rate cuts since last November and other economic stimulus 

(monetary, fiscal and administrative loosening) being used to 

prop up the economy in the short-term.  

This, among other factors, seems to have sparked a mass 

exodus of capital outflows offshore including into Australian 

residential property.  

Meanwhile, China is cashing in a portion of its $3.5 trillion 

foreign reserves to relieve this downward pressure on the 

currency in the midst of a pending IMF decision on whether to 

add the Yuan to its reserve currency basket.  

This is all part of the complex issue revolving around the 

economic transition from an infrastructure and investment 

based growth story to that of a “moderately prosperous society” 

story focused on domestic consumption.  

WHERE IS THIS LIKELY TO END UP? 

A few key announcements are due between now and March, 

which should help provide direction for China. The latest 5 Year 

Plan for 2016-2020 has been approved by the Chinese 

Communist Party however the all-important growth target is not 

yet known by the public.  

Economists expect the growth commitment to be between 6.5% 

and 7%, which would ensure it hits previous 2020 targets, with 

anything below this likely to disappoint markets.  

There are short and long-term implications for China.  

In the short-term, it appears on balance China have too much 

ammunition not to recover. The truth is that China is still 

suffering from its Q1 2015 performance as GDP only grew 1.3% 

for the quarter (see below). Since then, Q2 and Q3 grew at 1.8% 

and 1.8% respectively which would be 7.2% annualised and 

ahead of target. Therefore, the Q4 GDP announcement in late 

January is unlikely to hit the 7% target for 2015 but could easily 

improve thereafter. 

 

 

 

 

 

 

 

 

 

This indicates there is upside potential. It is also the consensus 

among the top five economists on the Chinese economy according 

to Bloomberg rankings. So while interest rates are now at record 

lows on the mainland and the benchmark lending rate is 4.35%, 

there is room for further cuts if needed.  

Combine this with a still enormous pile of foreign reserves, a 

commitment to allow more rural workers into the cities and a 

loosening of banking reserve requirements and it would seem a 

hard-landing will almost certainly be avoided in the short to 

medium-term. 

LONG-TERM ISSUES LARGELY UNRESOLVED 

In the longer-term, China’s exponential growth commitment does 

face sustainability issues, especially in the face of what appears 

to be excess credit in the financial system and so-called “shadow-

banking”.  

For long-term investors, this reinforces the need for carefully 

selected exposures focused on value. The key question is whether 

the China “downturn” has created an opportunity for cyclical low 

prices and whether the risks are justified. In the short-term at least, 

it would appear so. 

 

GLOBAL INSIGHT: CHINA UNLIKLEY FOR HARD-LANDING 

 

Q1 for China was a 

setback for the 7% 

annual growth target.  

Therefore, the 

annual rate for 2015 

will likely disappoint 

before potentially 

recovering after Q1 

2016. 

Source: Factset, TradingEconomics 

Source: PBOC, TradingEconomics 
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RISK, PERFORMANCE AND OUTLOOK 

 The difference between a permanent loss of capital and volatility is important to remember for all investors, especially retirees. It is natural that 
retirees want to protect life savings to ensure a safe and comfortable tomorrow, however sometimes this comes at the cost of fearful selling, 
resulting in relative underperformance and longevity risk. 

Longevity risk comes in various forms, however the most underestimated of these is the risk that you do not take enough risk.  

Jack Nicklaus, arguably the world’s greatest ever golfer, said it well when talking about the key to his success in golf and life. He said, “The 
conservative golfer is a guy who does not take any chances. The aggressive golfer is the guy who takes all the chances and I think that’s 
reckless. That is poor management. The smart golfer is the guy who picks his chances and picks the places where he takes his chances”.  

“I think there is a parallel there with the game of life. You have the choice of being conservative, reckless or smart. As you mature, it’s smart 
not to be too conservative or too reckless” Nicklaus went on to say.  

In similar vogue, one of William Bernstein’s greatest contributions to investment philosophy was that adding a high risk investment to a portfolio 
of low risk investments can reduce the overall risk of the portfolio. This is one of the most important observations one can take from performance 
tables such as those below and overleaf. They are not published to instil fear or create greed, nor are they published to prove your greatness 
or inability to invest.  

They are best used to confirm what we know about the benefits of diversification and can also be helpful in forming your “smart” asset allocation 
decisions for the future.  

DEFENSIVE ASSETS – COMMENT AND OUTLOOK 

We continue to see remarkable consistency in the defensive asset space (no negative returns on the whole table), as interest rates remain at 
record-lows globally and inflation remains below expectations. This has continued to support bonds, especially internationally. In recent times, 
this theme has also helped Treasury exposures to outperform corporate exposures, despite the lower volatility from Treasury funds.  

Of course, this does not mean that defensive assets will never post a negative return or that these trends will continue forever. Going forward, 
cash rates are circa 2.0%, term deposits 2.5-3.0% and bond yields are well below their historical average (Australian Government 10-year 
yield is 2.75%). This “bond bubble”, as some commentators call it, has not resulted in declines to date but it is becoming evident that returns 
are slowly reducing. We are also still seeing players in the space continue to revise their return expectations downwards which is a clear sign 
that historical performance may not be useful as a guide.  

 

 

 

 

 

 

 
The long-term picture for defensive assets is a balance of two key priorities; firstly, the negative correlation to equities (which warrants ongoing 
exposure), but secondly, the ongoing risk that interest rates have more upside risk than downside risk and hence could disappoint if and when 
yields revert upwards.  

The message is that defensive assets retain a vital position in portfolios but investors may need to reduce their return expectations from having 
this security.  

GROWTH ASSETS – COMMENT AND OUTLOOK 

The four most covered investment options – Australian shares, emerging markets, international shares, and property securities – are all 
effected by different dynamics despite their mildly positive correlation together. History shows that there is no clear winner from these options, 
as they each react differently to points in the economic cycle (as can be seen by the highlighted boxes overleaf) and further validates our 
message around diversification with tactical tilting. 

Three key themes have stood out in recent times and worthy of reflection. Firstly, unhedged exposures have excelled as the Australian Dollar 
went into freefall. The question is whether the future direction of the Australian Dollar is knowable, and if so, what this means for any hedging 
decision. The second is the notable underperformance in “High Yield” shares, which requires thought on whether this might be a changing of 
the guard or a mere blip in the long-term advantage of high-yielding shares. The third point is the medium-term gains of property securities of 
between 14-24% and whether this is sustainable in a world only growing at 2-3%pa.  

 

 

DEFENSIVE ASSETS (to 31st Oct 2015) 1 Mth 3 Mths 1 Year 3 Years 5 Years 7 Years 10 Years

Vanguard® Cash Plus Fund 0.24% 0.60% 2.83% 2.95% 3.82% 4.04% 4.90%

Vanguard® Australian Government Bond Index Fund 0.31% 1.27% 6.55% 4.92% 6.74% — —

Vanguard® Australian Fixed Interest Index Fund 0.31% 1.21% 6.26% 5.04% 6.76% 6.68% 6.53%

Vanguard® Australian Inflation-Linked Bond Index Fund 0.11% 0.56% 6.71% 3.66% — — —

Vanguard® Australian Corporate Fixed Interest Index Fund 0.32% 1.00% 5.52% — — — —

Vanguard® International Fixed Interest Index Fund (Hedged) 0.41% 1.42% 6.04% 5.97% 6.92% 7.69% 7.28%

AVERAGE 0.28% 1.01% 5.65% 4.51% 6.06% 6.14% 6.24%

Source: Vanguard 
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The Elephant in the Room  

Something on everyone’s lips 
at the moment is the 
continued crash in key 
commodity prices. This is 
making headlines due to a) 
the flow-on effect it has to our 
exports, terms of trade, 
inflation and ultimately GDP 
but also b) as a contrarian 
investment opportunity. 

Every “hard” commodity mentioned above has sustained heavy falls in the past one, three and five years consecutively, with continued volatility 
evident across the board. Amazingly, gold has a three year return of -34.5% which makes it the strongest performer of the selected commodities! 

It is not clear whether this is the result of an overshoot on the way up (primarily from 2003-2007) or an overreaction on the way down (from 
2009 to today), or maybe both. The lack of fundamental pricing such as earning power or interest income makes it very difficult to value and 
leaves an analyst limited in their ability to forecast the long-term commodity landscape.  

Regardless, a few lessons are apparent in the commodity table above. Firstly, commodities are very high risk as an investment in their own 
right. This can be explained using a worst-case scenario. If we rewind to the GFC and the early stages of the Euro-crisis, the ultra-bearish may 
have believed that the global paper-based currency system is flawed and hence backed gold as a viable long-term currency solution. At the 
same time two of the economic growth powerhouses, China and Russia, were rumoured to be building their stores of gold and others were 
questioning the inflationary impacts of quantitative easing. In short, there were plenty of reasons to think gold was a good investment.  

However, anyone who purchased gold has carried significant volatility and if they sold today would materialise a significantly loss (a -34.5% 
return over the past three years is worse than that achieved from most balanced and even growth funds in the GFC), although the falling 
Australian Dollar may have helped those with an unhedged exposure.  

The fact of the matter is that anyone who wants to make money out of hard commodities is taking on significant risk. Don’t be fooled by the 
“gold is the safest bet” argument, and if you really believe in the gold story then ensure you have adequate diversification.     

INVESTOR PROFILE RETURNS 

Bringing us back to the initial messaging, failure to take any risks can be a risk in and of itself, but reckless risks are also imprudent. In today’s 
low-yielding world with <3% term deposits and anaemic global growth rates, we need to be smarter than ever about portfolio construction. Risk 
and return assessments are at the heart of these decisions and your asset allocation will be a greater determinant for your overall returns than 
stock selection.  

Please see below for the most recent Vanguard investor profile returns. Note, we have used the Vanguard product suite throughout as an 
investable index benchmark, but this does not mean it is a recommendation as such.  

 

 

 

 

 

 

 

 

COMMODITY PRICES (to 31st Oct 2015) 1 Mth 3 Mths 1 Year 3 Years* 5 Years* 10 Years*

WTI Crude 2.6% -5.4% -50.20% -51.2% -56.2% -74.20%

Copper -1.0% -2.2% -24.2% -35.7% -41.7% 33.9%

Aluminium -7.10% -10.5% -32.0% -37.3% -54.2% -54.5%

Zinc 0.7% -11.60% -27.8% -78.20% -41.2% -9.3%

Nickel -3.3% -9.1% -37.2% -40.9% -59.10% -6.3%

Gold 2.4% 4.2% -3.10% -34.50% -18.20% 125.50%

Silver 7.20% 5.20% -4.7% -53.6% -39.8% 84.7%

AVERAGE -0.18% -4.00% -21.50% -46.70% -42.37% 29.00%

RISK, PERFORMANCE AND OUTLOOK (continued) 

 GROWTH ASSETS (to 31st Oct 2015) 1 Mth 3 Mths 1 Year 3 Years 5 Years 7 Years 10 Years

Vanguard® Australian Property Securities Index Fund 4.89% 0.38% 18.37% 16.17% 14.90% 10.27% 3.12%

Vanguard® International Property Securities Index Fund 4.12% 5.19% 29.39% 24.76% 17.49% 12.24% 7.02%

Vanguard® International Property Securities Index Fund (Hedged) 5.76% 2.44% 10.75% 14.80% 14.19% 15.91% 7.78%

Vanguard® Australian Shares Index Fund 4.41% -6.37% -0.51% 9.64% 6.86% 8.62% 6.18%

Vanguard® Australian Shares High Yield Fund 3.70% -8.14% -5.36% 9.79% 9.65% 10.38% 7.05%

Vanguard® International Shares Index Fund 6.31% 0.21% 26.65% 27.37% 16.98% 10.05% 6.64%

Vanguard® International Shares Index Fund (Hedged) 8.02% -2.53% 8.32% 17.89% 14.38% 14.15% 7.98%

Vanguard® Emerging Markets Shares Index Fund 5.43% -2.53% 5.68% 10.31% 3.86% 7.52% 6.69%

AVERAGE 5.61% -2.82% 7.59% 14.97% 10.99% 11.11% 7.05%

INVESTOR PROFILES (to 31st Oct 2015) 1 Mth 3 Mths 1 Year 3 Years 5 Years 7 Years 10 Years

Vanguard® Conservative Index Fund 1.86% 0.00% 7.41% 8.80% 7.80% 7.64% 6.72%

Vanguard® Balanced Index Fund 2.81% -0.75% 8.88% 11.34% 9.24% 8.80% 7.06%

Vanguard® Growth Index Fund 3.76% -1.57% 10.11% 13.61% 10.44% 9.89% 7.35%

Vanguard® High Growth Index Fund 4.72% -2.39% 11.24% 15.93% 11.34% 10.37% 7.21%

AVERAGE 3.29% -1.18% 9.41% 12.42% 9.71% 9.18% 7.09%

Source: Bloomberg Commodity Index (BCOM) 
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  ZONE SYSTEM RANKING – GLOBAL APPLICATION 

 The Zone System is a tremendous long-term indicator of share-market valuations, 

and while not always one hundred percent accurate it has an incredible record at 

identifying value and hence protecting against adverse outcomes.  

The Investing Times has been illustrating the merits of using the Zone System for 

many years now, and as we have further developed the theory and application of 

the Zone System, we have been able to implement the same principles and 

technique to the global share-markets. 

VALIDATING THE TECHNIQUE 

Never before have we released data on the Zone System when applied to global 

share-markets other than show their Zoning charts. However, our research now 

allows us to provide such insights. As such, below we demonstrate the net result of 

a combined 1916 rolling annual periods across 13 markets and 5 continents. 

The amazing thing about the Zone System is that a) it generally works, but also b) 

that it doesn’t come with consummate risk. By this, what we are saying is that 

historical results (we re-iterate there has been no data-mining involved) show that 

an investor can achieve higher returns without the necessity for higher risk. 

This is therefore a very useful tool, especially for retirees that want exposure to 

growth assets but would like to minimise the risk of extensive losses.  

Note: If you haven’t seen the Zone System before, the Zones run from 1 to 5. Zone 

3 is said to be in line with long-term expectations, Zone 5 is well below its long-term 

expectation and Zone 1 is well above its long-term expectation (and hence could 

be endangered). Therefore, a market in Zone 5 is expected to rebound whilst a 

market in Zone 1 is overvalued and possibly in danger. 

From an application perspective, we have monitored hypothetical portfolios on two 

fronts. Firstly, an Australian only portfolio that tactically tilts between shares and 

bonds depending on the zone (as Austin Donnelly proposed, Zone 1 means more 

bonds and Zone 5 means more shares).  

And secondly, as a global allocation tool 

where it only invests in Zone 5 markets 

around the world. Depending on the 

appropriate benchmark and assumed 

trading costs, both have excelled. 

Where are Global Valuations Today 

according to the Zone System? 

The current backdrop is segmented, with 

some markets across Zones 1 to 5, 

although this is not unusual.  

Presently, there appears to be significant 

value in India, Malaysia, Brazil and also as 

a risky exposure Greece. Australia is not far 

behind in Zone 4. On the other end, the 

USA and Japan appear overvalued and the 

recent intervention by Chinese authorities 

has helped push the Chinese market back 

into overvalued territory.   

GLOBAL ZONE SYSTEM Current Zone  12 Months Ago Index Type

Australia

Broad market 4 3 All Ords Index

USA

Top 500 1 1 S&P500 Index

Small caps 2 1 Russell 2000 Index

Europe

Germany 2 1 DAX

England 3 2 FTSE100

Greece 5 3 Athex Composite Share Price Index

Americas

Brazil 5 5 Bovespa

Developed Asia

Japan 1 1 Nikkei 225

Hong Kong 4 3 Hang Seng

Taiwan 4 2 Taiwan Weighted

Emerging Asia

China 1 4 Shanghai Composite

India 5 4 BSE 30

Malaysia 5 3 KLSE Composite

A global market 

in Zone 5 has 

significantly 

outperformed a 

market in Zone 1 

Source: Investing Times Research 
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In a slight change from usual insights, this article is intended to humble. Many of us spend a lifetime trying to master the art of investing. We 

read every book available, complete Master’s degrees and spend years in the industry trying to consolidate our edge. Yet desp ite the 

knowledge, the markets find a way to humble us. Of course, investing isn’t easy. 

Two of the greatest investment thinkers of our generation, Howard Marks and Charlie Munger, caught up for lunch earlier this year in which 

Munger concluded “It’s not supposed to be easy. Anyone who thinks it’s easy is stupid”. This was profound in his thinking, especially in 

the modern world with data that is freely available and open to the broad public.  

To prove this point, we want to show you just how hard it is to pick tomorrow’s winners and losers. To do so, we are going to illustrate four 

portfolios, comprising the winners and the losers from the periods of 2009-2012 and from 2012-2015 using the ASX100 results. We trace them 

back to their original fundamentals (i.e. removing the benefit of hindsight) to see if we should have been able to predict their success.   

PORTFOLIO ONE – 2012-2015 WINNERS 

 

 

 

 

 

 

 

 

 

PORTFOLIO TWO – 2012-2015 LOSERS 

 

 

 

 

 

 

 

 

 

These two portfolios, the winners and losers from 2012-2015, are presented using the initial 2012 fundamentals. Of course, if we told you that 

portfolio one achieved earnings growth of 34% in the prevailing three years and portfolio two achieved earnings growth of -19% (true 

outcomes), it shouldn’t be too difficult to know which portfolio outperformed.  

However, the big question was whether this outcome was predictable without the benefit of hindsight. Looking at the fundamentals from the 

starting period in November 2012, we are sure you would admit that it was not easy to see. This is exactly why investing is so difficult.  

The Winning portfolio (portfolio one) had notably higher momentum (positive 1 year return) from the 2011-12 year. Apart from this, there 

was little fundamental support to suggest they should have excelled. 

The Losing portfolio (portfolio two) comprised mostly blue-chips with a higher dividend yield, higher historical dividend growth rate, lower 

P/E ratio and lower P/BV ratio. Conventional investment theory points that these should have all contributed towards positive expectations. 

 

WHY STOCK-PICKING IS SO DIFFICULT 

 

ASX 

Code
Company Name

Market Cap 

(Billion)

Gross Div 

Yield %

Dividend 

Growth %
P/E Ratio

Earnings 

Growth %

Price to 

B/V Ratio

1 Year 

Return %

3 Year 

Return %

BHP BHP Billiton 108.75 4.5 14.1 11.9 -13.6 1.7 -7.6% -0.8%

CCL Coca-Cola Amatil 10.33 5.8 8.3 15.0 4.4 5.1 14.9% 12.9%

FMG Fortescue Metals Grp 12.61 2.8 14.3 8.2 -19.4 3.4 -15.0% 2.8%

ILU Iluka Res 4.26 11.2 837.5 6.3 1302.6 2.8 -33.6% 46.5%

NCM Newcrest Min 20.01 0.0 16.7 17.9 -3.8 1.3 -20.6% -5.8%

ORG Origin Energy 12.39 6.3 0.0 12.5 16.0 0.9 -18.1% -7.0%

ORI Orica 9.07 4.8 -5.3 14.6 -9.6 2.3 -1.1% 6.7%

OSH Oil Search 9.82 0.5 -11.2 49.2 62.0 3.3 12.8% 8.5%

RIO Rio Tinto 24.60 3.9 21.9 22.8 13.0 0.4 -16.3% -2.2%

STO Santos 11.05 3.7 -18.9 20.9 13.4 1.2 -9.0% -6.2%

MEDIAN 11.72 4.2 11.2 14.8 8.7 2.0 -12.0% 1.0%

ASX 

Code
Company Name

Market Cap 

(Billion)

Gross Div 

Yield %

Dividend 

Growth %
P/E Ratio

Earnings 

Growth %

Price to 

B/V Ratio

1 Year 

Return %

3 Year 

Return %

AIZ Air New Zealand 1.08 3.7 1.3 19.4 -15.6 0.8 25.5% 3.9%

ALL Aristocrat Leisure 1.60 2.8 30.0 20.7 20.3 6.3 31.4% -12.2%

BKL Blackmores 0.53 5.9 2.4 18.7 1.8 6.1 10.0% 19.5%

BTT BT Invest Mgt 0.63 9.4 0.0 39.9 -3.1 1.3 27.2% -3.3%

DMP Domino's Pizza 0.67 4.0 23.7 24.7 24.3 5.7 46.9% 31.9%

FPH Fisher & Paykel Health 1.00 5.2 5.3 19.3 5.0 3.6 8.1% -4.8%

HGG Henderson Grp 1.29 6.1 -22.8 18.0 -19.3 1.1 2.5% -3.8%

MFG Magellan Fin Grp 0.59 1.7 200.0 42.7 129.7 4.0 173.3% 74.1%

MQG Macquarie Grp 10.46 0.0 0.0 13.4 -26.7 0.9 30.9% -10.5%

TPM TPG Telecom 1.87 3.3 22.2 20.5 14.0 3.2 68.9% 23.6%

MEDIAN 1.04 3.9 3.9 20.0 3.4 3.4 29.1% 0.3%

Source: Factset, AFR Share Tables 
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To show that this is not an isolated case, we rewind the clock another three years to November 2009. Below are the winning and losing 

portfolios from the 2009-2012 period: 

PORTFOLIO THREE – 2009-2012 WINNERS 

 

 

 

 

 

 

 

PORTFOLIO FOUR – 2009-2012 LOSERS 

 

 

 

 

 

 

 

With the 2009 fundamentals, we invite readers to use their judgement to determine whether they would have picked the winning portfolio.  

On this occasion, a higher yield and historical growth rates were positive indicators however once again the P/E ratio and P/BV ratio were 

of no value in picking the winners and/or avoiding the losers. Similar to the 2012-2015 period, if we told you that portfolio three achieved 

earnings growth of 33% versus portfolio four of -21%, it would become more obvious.  

The point is, we don’t know what we don’t know and investing isn’t easy.  

LESSONS LEARNED 

Feeling humbled yet? Fear not, because the above does not mean you should throw in the towel. Here are a few observations that you 

should keep in mind if trying to pick the winners for 2015-2018 and beyond:  

1. Without a doubt, earnings growth matters. However, it is not always clear who will deliver the growth and who will not. History 

suggests that a company with positive earnings growth momentum is more likely to continue achieving earnings growth, however 

this is by no means guaranteed.  

2. Fundamental value metrics are helpful but not fail safe. Understand that randomness exists in financial markets. Picking a 

portfolio with higher dividend yields and lower P/E ratios will not always work, however history suggests they have a marginally 

greater probability of success. This marginal probability is your key to long-term success but can be frustrating when the markets 

test you otherwise.   

3. Blue-Chips don’t always reduce risk. Bigger is not always better or safer. The losing portfolios of the ASX100 often include the 

biggest and most mature companies.  

4. Diversify. Recognise that investing is difficult and use diversification to help spread your risk.  

 

ASX 

Code
Company Name

Market Cap 

(Billion)

Gross Div 

Yield %

Dividend 

Growth %
P/E Ratio

Earnings 

Growth %

Price to 

B/V Ratio

1 Year 

Return %

3 Year 

Return %

AIX Aust Infra unt 1.02 8.3 -11.8 6.7 -46.1 0.8 32.2% 2.1%

APA APA Grp stpld 1.61 9.8 5.1 19.6 12.6 1.3 23.0% -0.4%

CTX Caltex Aust 2.77 5.0 -55.0 65.8 -58.1 1.1 15.8% -18.6%

FLT Flight Centre 1.70 0.8 -89.5 44.4 -33.1 2.6 16.0% 1.4%

GNC Graincorp Ltd 1.05 0.0 -100.0 23.1 -8.1 2.5 2.6% -1.6%

ILU Iluka Res 1.47 0.0 -100.0 94.6 -36.7 1.5 5.0% -15.9%

MND Monadelphous Grp 1.15 7.9 2.8 15.3 11.8 9.7 84.4% 35.6%

REA REA Grp 1.05 1.7 0.0 1108.1 -95.8 11.4 90.7% 26.0%

RHC Ramsay Health Care 2.14 5.1 16.9 20.6 25.3 2.4 12.0% 3.6%

SKI Spark Infrastructure 1.25 13.2 0.2 16.2 -7.1 3.2 -1.4% 0.0%

MEDIAN 1.36 5.1 -5.9 21.9 -20.6 2.5 15.9% 0.7%

ASX 

Code
Company Name

Market Cap 

(Billion)

Gross Div 

Yield %

Dividend 

Growth %
P/E Ratio

Earnings 

Growth %

Price to 

B/V Ratio

1 Year 

Return %

3 Year 

Return %

AWC Alumina Ltd 4.09 10.2 -46.9 17.8 -50.9 1.6 1.5% -28.1%

BLD Boral Ltd 3.45 3.2 -61.8 24.1 -46.7 1.4 45.0% -0.4%

HVN Harvey Norman 4.24 3.9 -21.4 19.8 -15.0 2.1 64.3% 8.0%

LEI Leighton Hldgs 10.73 4.6 -19.9 24.1 8.3 4.8 58.9% 25.6%

MQG Macq Grp Ltd 16.63 4.9 -46.4 16.1 -52.8 1.9 92.3% -5.8%

PRY Primary Health Care 2.93 3.3 -48.1 21.3 42.2 1.4 39.8% -8.8%

QAN Qantas Airways 6.34 3.1 -82.9 50.0 -82.1 1.2 25.3% -6.1%

QBE QBE Insurance Grp 23.32 6.1 3.3 10.6 -5.3 2.1 -2.4% 3.2%

SGM Sims Metal Mgmt 3.62 2.7 -68.3 - -92.8 1.4 62.6% 6.2%

TOL Toll Hldgs Ltd 5.99 4.2 11.5 21.5 -17.1 2.3 50.0% 6.0%

MEDIAN 5.12 4.1 -46.7 21.3 -31.9 1.7 47.5% 1.4%

WHY STOCK-PICKING IS SO DIFFICULT (continued) 

 

Source: Factset, AFR Share Tables 



 
 

   

Issue 377 – 15th November 2015  9 

  

In order to tackle such an important topic as banking with 

perspective, we first want to draw you back to a table we presented 

in our March edition of the Investing Times earlier this year. In this 

piece, we commented on the one outlier, that of credit growth, 

which has grown 1,113% since our last recession in 1991 

compared to nominal GDP of 288%. 

Of course, the big four banks have been the greatest beneficiaries 
of this expansion, as the latest APRA Monthly Banking Statistics 
show they now collectively hold 80.9% of the market share of gross 
loans on issue (ANZ 16.1%, CBA 24.3%, NAB 18.5%, WBC 
22.1%). This is a major reason why Return on Equity (ROE) has 
remained in the mid to high teens despite overall economic growth 
of single digits. 

Nonetheless, with new APRA (the Australian Prudential 
Regulation Agency) regulations, it does beg the question 
whether this credit growth is sustainable, and if not, what does 
this mean for the major banks bottom line going forward. 

The banks have plummeted from their April highs in the midst of 

this wash-out, with ANZ down -31.4%, CBA -20.7%, NAB -28.2% 

and WBC -24.0% at the time of writing. 

The reality is that the big four are facing concerns over the 

sustainability of credit growth, coupled with a significant downtrend 

in margins and greater capital requirements. The fear is that 

tougher regulations will cause a surge in bad debt charges and 

possibly even dividend cuts.  

SO IS THIS AN OPPORTUNITY OR A THREAT?   

The key to a banks bottom line is their Net Interest Income, and as 

long as this is maintained it is unlikely profits and dividends are 

threatened. This can be achieved via loan growth, healthy margins, 

or both.  

The reality however is that the big four have grown Net Interest 

Income purely out of credit growth and have allowed a significant 

downward trend in Net Interest Margins (see right). While the chart 

is not overly clear, for the period from 2001 to 2015 margins have 

gradually fallen from over 2.7% to 2.0%.  

Going forward, the optimist would suggest that the banks are well 

placed even without credit growth because a gradual reversal in 

margins could be achieved. With an oligopoly and 80.8% of the 

market, they would proclaim that all they have to do is boost their 

margins and this would flow straight through to the bottom line and 

hence share-price. The pessimist would say that this won’t work as 

the adjustment and external pressures are too great.  

The banks are well esteemed, and have already taken measures 
to bolster their net interest margins with recent interest rate 
increases across the majority of their mortgage books. However, 
this is arguably only the tip of the iceberg, especially in the face of 

a market where credit growth is capped. 

BANKING SECTOR REVIEW: LIFE AFTER CREDIT GROWTH  

 

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%

% CHANGE BETWEEN 1991 AND 2015 

LOAN GROWTH VS GDP 

Source: ABS, RBA 

Source: APRA, KPMG 

Source: RBA 
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The historical backdrop for the big four can be best explained by the first bar chart below. What is blatantly obvious is that CBA and Westpac 

have the greatest exposure to residential housing whilst NAB has been predominately focused as a business bank... Until recently.     

Recent trends suggest that the ground has quietly been shifting among the big four, especially in NAB. In the second bar chart, it can be seen 

that NAB have had a heavy focus on growing the residential investor lending segment of their loan book, with 77% growth in the past three 

years to 30 September 2015, well ahead of any other major bank. Almost just as concerning, they have been willing to shun their owner-

occupier book with net outflows of -5% and have had the worst inflows of the majors in the business banking space at +20% over three years.  

INVESTOR LENDING CAP IMPACT 

In the face of APRA regulations capping overall residential 

investor lending growth at 10%pa, it is highly probable that 

NAB will be required to change their business model very 

swiftly. If this means bringing 77% growth down to ~30% 

growth (assuming refinancing from the other majors is 

constrained) this could represent a risk to earnings growth, 

especially given the infrastructure and personnel that has 

been committed to this division of the business.   

The harder predicament from an investor perspective 

regards Westpac, who has the largest investor loan book 

but with more modest growth numbers in recent years.  

The question is whether their investor lending book will 

become “stickier” (for lack of a better word), given the other 

majors will have less desire to chase higher risk loans? And 

if so, does this give them pricing power to increase 

margins? Perhaps this will be the case. However, an 

alternative view is that Westpac might be happy to reduce 

their investor lending exposure due to the risk factors being 

applied, which would allow the likes of NAB to continue 

growing this division at rates above 10%. While the future 

impacts are not yet clear, it certainly seems to be a greater 

advantage for WBC that that of NAB.  

CAPITAL REGULATORY REQUIREMENTS 

Another major factor towards the recent pull-back in the major banks has been concerns over the capital adequacy requirements as set by the 

Basel III and Financial Systems Inquiry, where it was recommended that the banks should be “unquestionably strong”. 

These measures have been described as “headwinds”, “challenges”, and even “lead in the saddle”. However, a comprehensive look inside 

the corporate balance sheets shows that this hype appears overblown. The major banks in Australia are already well above the so-called 

CET1 ratio at 9.2% (last reporting period) plus the recent capital raisings are estimated by APRA to add another 0.8%. From an individual 

viewpoint, it is CBA that is slightly ahead of the pack with the highest Tier 1 capital expectation according to new RBA data. 

WHAT TO DO WITH BANK HOLDINGS 

Many investors are grappling with their three options; do they buy, sell or hold. The banks have an interesting predicament on how to manage 

this regulatory pressure and the key is how they transition from a FUM-based model (focus on credit growth volume) to manage their Net 

Interest Margins more effectively. All the concerns regarding the banks are valid, however it begs the question whether these “headwinds” are 

worthy of a 20-30% pullback. Forward P/E ratios are now 10-13x (depending on the bank) and dividend yields remain healthy. 

For us, the big fear does not reside in a marginally falling Return on Equity due to capital reserve requirements – this appears very overblown. 

Rather, the fear should be in the long-term credit growth story. Said simply, 15% ROE is not sustainable in a market where credit growth of 

1,113% in the past 24 years becomes more sustainable or even non-existent.  

For now, we believe the banks are oversold (especially WBC, ANZ and CBA), but the long-term credit growth problem should be kept in mind. 

 

 

BANKING SECTOR REVIEW: A BREAKDOWN OF THE MAJORS 

 

Source: APRA Monthly Banking Statistics 
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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.  

 

UPDATE TO THE CORE HOLDINGS TABLES – CONSOLIDATE BANK HOLDINGS TO EXCLUDE NAB 

While we generally believe the banking sector has been oversold, we do see significant earnings risk for NAB and hence suggest the 

unwinding of positions to consolidate into the other major banks. Specifically, we believe NAB are the most effected by the recent banking 

regulation changes and will require structural change to their business model to achieve future growth. In addition, NAB also have the lowest 

net interest margins and ROE, so therefore any attempt to increase margins could easily result in an outflow of volumes to the other majors 

as competition intensifies. Therefore, while NAB have the lowest exposure to residential housing generally (which could be perceived as a 

good thing given the risk of a residential market downturn), it is a combination of the above factors that is most concerning.  

 

CORE SHARE LIST UPDATE  

 

Data to 13 November 2015. Source: Factset, AFR Share Tables, FT 

ASX Code Name
Price 

13/11/2015

Dividend 

Yield (incl 

Franking)

Dividend 

Growth 

Rate %

P/E Ratio

Earnings 

Growth 

Rate%

P/BV
Return on 

Equity

Debt to 

Equity

$1,000 for 

1 Year

$1,000 for 

3 Years

CORE PORTFOLIO

Banks

CBA C'wlth Bank  of Aust 75.76$     7.9 4.7 13.6 1.1 2.4 18.1 N/A 1,004$     1,145$       

WBC Westpac Banking 30.52$     8.8 2.8 11.9 3.6 1.8 15.8 N/A 1,042$     1,143$       

ANZ ANZ Banking Grp 26.31$     9.8 1.7 9.7 2.3 1.3 14.2 N/A 865$        1,081$       

NAB National Aust Bank 28.25$     10.0 1.4 11.2 6.2 1.4 11.9 N/A 949$        1,127$       

Mining and Energy

BHP BHP Billiton 20.23$     11.9 36.9 43.3 -25.4 0.8 4.8 48.5 864$        942$          

RIO Rio Tinto 48.65$     8.8 16.9 20.7 -19.4 0.3 6.4 59.5 908$        992$          

S32 South32 1.30$       - - - - 0.6 -15.2 9.5 - -

ORI Orica 15.25$     7.3 2.1 9.7 -2.1 1.4 13.6 55.0 935$        909$          

WPL Woodside Petroleum 28.45$     13.9 43.4 8.8 54.8 1.2 12.9 25.9 907$        1,025$       

Consumer

WES Wesfarmers 37.38$     7.6 5.3 17.3 12.4 1.8 9.6 26.3 990$        1,081$       

WOW Woolworths 23.53$     8.4 1.5 13.8 -0.4 2.7 20.4 45.1 815$        978$          

CCL Coca-Cola Amatil 9.08$       6.1 -25.0 25.4 -25.4 4.1 15.0 128.0 1,067$     921$          

Healthcare

COH Cochlear 87.66$     2.8 -25.2 34.2 55.2 14.2 42.6 59.9 1,307$     1,093$       

RHC Ramsay Health Care 65.20$     2.2 18.8 35.2 11.9 6.8 24.3 169.0 1,202$     1,365$       

Utilities

AGL AGL Energy 16.21$     5.6 5.6 48.7 19.8 1.3 2.7 44.1 1,345$     1,115$       

AST AusNet Services 1.43$       3.6 - 215.9 -65.2 1.6 0.7 222.0 1,110$     1,163$       

Insurance

AMP AMP 5.72$       6.5 13.0 16.5 29.2 2.1 12.4 202.0 1,093$     1,138$       

IAG Insurance Aust Grp 5.62$       7.4 -25.6 18.0 -32.9 1.9 10.9 25.9 926$        1,131$       

Industrials

BXB Brambles 10.47$     3.0 3.7 21.5 26.8 4.9 21.7 108.2 1,128$     1,171$       

Infrastructure

SYD Sydney Airport 6.18$       4.0 4.4 100.2 -13.8 9.3 8.6 528.0 1,515$     1,287$       

TCL Transurban Grp 10.13$     4.2 14.3 N/A -30.5 3.3 N/A N/A 1,307$     1,250$       

Property

SGP Stockland 3.84$       6.3 - 10.0 8.4 1.1 10.6 37.4 1,036$     1,128$       

WFD Westfield Corp 9.66$       3.4 32.5 17.8 -40.6 2.2 12.9 68.5 1,278$     1,219$       

AVERAGE POSITIONING 6.9 4.6 17.8 1.70 1.8 12.7 57.3 1,072$     1,109$       
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After steel and aluminium, copper is the most widely used metal 

on earth.  

And for many years, people linked the copper price with the 

Australian share-market, despite the fact that copper is a tiny 

slither of our resources production. 

This phenomenon has long been labelled “Dr Copper” and was a 

large talking point during the pre-GFC boom because of the strong 

correlation to the share-market. In fact, it was so strong during the 

2002-2010 period that the correlation was 0.90, close to perfect. 

 

 

 

 

 

 

 

 

What is interesting is the correlation has fallen off the equivalent of 

a data cliff, and from 2010 to 2015 has been recorded at -0.55. In 

laymen’s terms, the copper price and the share-market now move 

in opposite directions whereas they once moved together almost 

like identical twins. 

WHY HAS THE LINK DISAPPEARED? 

Australia’s dependence on resources was marked as the reason 

Dr Copper was so important.  

However, the underlying fact remains that Australian exports aren’t 

dominated by copper at all. According to the Economic Year Book, 

it comprises only 0.1% of what we send to China, compared to iron 

ore and coal which collectively represent more than 65%.  

On this point, copper probably wasn’t the best commodity to gauge 

Chinese demand from the outset. China are the biggest 

consumers of copper in the world, but are also the second biggest 

producers of copper behind Chile. So even though China is said to 

import approximately 70% of its copper, the truth is that China 

impacts both the supply and demand facets of the copper price. 

Meanwhile, Australia has little to do with it.  

Even from an Australian output perspective, Newcrest Mining is 

the biggest producer of copper by a large majority, and yet it only 

accounts for approximately 19% of NCM revenues.  

 

THE DEATH OF DR COPPER 

 THE WRONG INDICATOR? 

So maybe we were using the wrong indicator from the start. 

It has always made more sense that the Australian economy is a 

beneficiary of global demand for resources, especially from China, 

which is better judged by looking at the inventory levels or the 

potential for a “supply glut”.  

In theory, an oversupply of copper should result in an increase in 

copper inventories, all else being equal. Therefore, a second-level 

thinker would assume that resource demand and therefore the health 

of the Australian export economy can be witnessed in real-time by 

tracking the inventory levels of key commodities.  

A quick check of the LME Copper Inventory index and the Australian 

Share-Market index does seem to prove this theory largely true. If you 

look at the chart, every occurrence of a supply glut (i.e. increased 

inventories in 2002, 2009, 2010 and 2013) has resulted in a share-

market setback – sometimes a minor setback but often a major 

setback. As would be expected, this results in a negative correlation 

with both the share-market and directly with the copper price.  

 

 

 

 

 

 

 

 

WILL WE SEE A REVIVAL OF DR COPPER? 

One could expect an unfastened connection between the copper 

price and the Australian share-market. Emphasis here is on the term 

unfastened because there are many degrees of separation between 

the copper price and the share-market index level.  

Let’s give an example of the domino effect required to link the two… 

The copper price is potentially a useful guide for global copper 

demand, which may hint at an extended global resource demand 

such as iron ore and coal, which may in turn hint at Australian export 

growth, which may help Australian mining company’s profitability and 

hence may eventually buoy the Australian market.  

However, this link is far from guaranteed and was merely a 

convenient method to attempt to link two things which had an 

unusually close correlation during the boom. 

 

Source: LMI Copper Data, Factset  

Source: London Metal Exchange Copper Data, Factset  
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The first Tuesday of the month is a busy day for Australian investors as the Reserve Bank of Australia make their decision on interest rates. 
The commentary by Governor Glenn Stevens and his team is remarkably consistent, however the tweaking of the odd word provides a glimmer 
of insight for anyone interested in what the some of the most influential people in the industry are thinking about the direction of the economy. 
Below we quote the most recent board announcement by the RBA, with the areas of noted amendment highlighted. These are the best insights 
into the RBA’s internal chatter:  

RBA STATEMENT ON NOVEMBER 5TH: 

At its meeting today, the Board decided to leave the cash rate unchanged at 2.0 per cent.  

The global economy is expanding at a moderate pace, with some further softening in conditions in the Asian region, continuing 
US growth and a recovery in Europe. Key commodity prices are much lower than a year ago, in part reflecting increased supply, 
including from Australia. Australia's terms of trade are falling.  

The Federal Reserve is expected to start increasing its policy rate over the period ahead, but some other major central banks 
are continuing to ease monetary policy. Volatility in financial markets has abated somewhat for the moment. While credit costs 
for some emerging market countries remain higher than a year ago, global financial conditions overall remain very 
accommodative.  

In Australia, the available information suggests that moderate expansion in the economy continues. While GDP growth has 
been somewhat below longer-term averages for some time, business surveys suggest a gradual improvement in conditions 
over the past year. This has been accompanied by somewhat stronger growth in employment and a steady rate of 
unemployment.  

Inflation is low and should remain so, with the economy likely to have a degree of spare capacity for some time yet. Inflation is 
forecast to be consistent with the target over the next one to two years, but a little lower than earlier expected.  

In such circumstances, monetary policy needs to be accommodative. Low interest rates are acting to support borrowing and 
spending. While the recent changes to some lending rates for housing will reduce this support slightly, overall conditions are 
still quite accommodative. Credit growth has increased a little over recent months, with growth in lending to investors in the 
housing market easing slightly while that for owner-occupiers appears to be picking up. Dwelling prices continue to rise in 
Melbourne and Sydney, though the pace of growth has moderated of late. Growth in dwelling prices has remained mostly 
subdued in other cities. Supervisory measures are helping to contain risks that may arise from the housing market.  

In other asset markets, prices for commercial property have been supported by lower long-term interest rates, while equity 
prices have moved in parallel with developments in global markets. The Australian dollar is adjusting to the significant declines 
in key commodity prices.  

At today's meeting the Board judged that the prospects for an improvement in economic conditions had firmed a little over recent 
months and that leaving the cash rate unchanged was appropriate at this meeting. Members also observed that the outlook for 
inflation may afford scope for further easing of policy, should that be appropriate to lend support to demand. The Board will 
continue to assess the outlook, and hence whether the current stance of policy will most effectively foster sustainable growth 
and inflation consistent with the target.  

THOUGHTS ON THE RBA COMMENTS 

The key themes highlighted – a slow global recovery, low inflation, concern over housing and concern over volatility – will be vital not only for 

future interest rate decisions but for our economic future and eventual share-market performance.  

Nevertheless, it is important to keep in mind that the RBA is 

mandated to focus on the relationship between modest and 

sustainable inflation (2-3%) along with low unemployment. All 

other factors are related but secondary. The problem for the RBA 

is that their preferred guide to future inflation expectations, the 

“market economist’s expectation forecasts”, have a marginally 

negative correlation with the actual future inflation rate of -0.162.  

It will be very interesting to see how these dynamics prevail over 

the coming 6-12 months and beyond. 

  

 

 

INSIGHT INTO THE RBA BOARD’S CONCERNS 

 

Source: RBA  
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  TAX REFORM TALKS AND SMSF NEWS  

 With Prime Minister Malcolm Turnbull and Treasurer Scott Morrison 

now firmly at the helm, many are left speculating on the future 

direction of tax reform, especially regarding superannuation.  

Scott Morrison has explained that “the annual Mid-Year Economic 

and Fiscal Outlook will be delivered as originally planned in 

December 2015”. This will be one of the most telling insights into 

what we can expect from the current Government.  

However, we are starting to get a good idea on what might be 

involved. Below we highlight some of the major implications for 

investors, particularly retirees.  

SUPERANNUATION CHANGES 

One clear message is that superannuation changes are on their way. 

However, Scott Morrison seems to empathise with retirees and has 

suggested any retrospective changes are not ideal. 

Scott Morrison has practically confirmed that the focus will be on the 

accumulation phase, although pensions would be looked at “very 

carefully”. This sensitivity towards retirees was confirmed when 

Scott Morrison said:  

"When you get to the retirement phase, that is, when you are 

actually needing to draw down on that income, I think that 

period is a very sensitive area for how people look at the 

stability of superannuation" 

- Scott Morrison, Treasurer 

This is a potential win for retirees, especially those with higher net 
worth who initially faced the prospect of taxes on any drawdowns in 
excess of $75,000pa. 

As for accumulators, the talks to date are generally undesirable with 
a clear consensus that tax concessions on super will be reduced.  

A part of the tax reform discussions has involved a potential change 
first proposed by Deloitte Access on the tax treatment of 
concessional super contributions. This primarily effects super 
guarantee contributions, salary sacrifice contributions and self-
employed concessional contributions.  

The proposal is intended to make retirement saving fairer for all and 
is proposed as follows:  

 

 

 

 

 

 

 

Another area that seems threatened is the “transition to retirement 
pension” concessions, with Scott Morrison saying he has a keen eye 
on “loopholes” in the super system. We must wait and see. 

OTHER CHANGES AFFECTING INVESTORS 

While much of what has been reported is speculation at this stage, 

the general areas that face potential change are: 

 Dividend Imputation Credits: There is consensus that 

dividend imputation should be retained. This would be a 

positive for investors. 

 Capital gains tax: There is support for less concessional 

treatment of capital gains, although current arrangements 

are strongly supported by sections of the business 

community. This seems to be aimed at negative gearing and 

would be a negative for investors generally. 

 GST: There is support for broadening the GST base and/or 

increasing the rate, conditional on compensation for people 

with low incomes. This is neutral for investors but negative 

for cash-flow poor retirees. 

 Personal income tax: The majority of views supported 

lower personal income tax rates. This would be a positive for 

investors generally. 

 Corporate income tax: The majority of views expressed 

support a reduction in the company tax rate, many suggest 

25 per cent would be appropriate. This would be a positive 

for investors generally.  

 Stamp duties: Overwhelming majority of views expressed 

support reduction/abolition of stamp duties. This would be a 

positive for investors generally. 

 Limited Recourse Borrowing Arrangements: The 

Government has formally supported Limited Resource 

Borrowing Arrangements (LRBA) in SMSF’s and has said it 

will review this stance in three years. This was formally 

communicated despite the recommendation from David 

Murray in the Financial System Inquiry Final Report 

suggesting it should be stopped. This is generally a positive 

for investors, although affects only a small portion of SMSF 

members.  

The OECD has also made comment in its latest Economic 

Outlook, suggesting that GST should rise, super concessions be 

reduced and capital gains tax to be reformed. To offset these 

increases, they propose lower transaction taxes and lower income 

taxes.  

FINAL THOUGHTS 

Given the comments by Scott Morrison and Malcolm Turnbull, we 

can expect some of the biggest fiscal changes since Peter Costello 

announced the “Simplified Superannuation” in 2006.  

Overall, the general discussions do seem reasonable for the 

investment community and we see very little reason to complain at 

this stage.  

 

Taxable income
Personal Income                

Tax Rate

Proposed Concessional 

Contribution Rate

$0 – $18,200 Nil Nil

$18,201 – $37,000 19c for each $1 over $18,200 4.0%

$37,001 – $80,000
$3,572 plus 32.5c for each $1 

over $37,000
17.5%

$80,001 – $180,000
$17,547 plus 37c for each $1 

over $80,000
22.0%

$180,001 and over
$54,547 plus 45c for each $1 

over $180,000
30.0%
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TERM DEPOSITS VERSUS ONLINE SAVING ACCOUNTS 

 

TERM DEPOSIT – SMSF CURRENT RATES (13/11/15) 

 

All rates are provided by ubank.com.au.  

 

 The fixed versus variable debate is gaining headlines on the mortgage front, with the number of fixed-term mortgages dropping significantly 

in 2015 in favour of variable offers. 

However, the other side of the debate, term 

deposits versus variable savings accounts, has 

been largely ignored despite some significant 

changes underfoot. 

TERM DEPOSITS LOSING FAVOUR 

Official data from the Reserve Bank of Australia is 

showing that the volume growth in term deposits 

has been falling since 2012 and at an increasing 

speed. In the year to 30th September, term deposits 

were falling at their fastest rate in a decade at -6%. 

There are a number of reasons cited for this trend, 

with almost all of them surrounding the “poor” rates 

on offer. One of the most cited theories lies in the 

transfer of wealth effect, meaning that people are 

choosing to take more risk with their money and 

putting it in assets that offer greater returns.  

However, this is only part of the story. As can be 

seen in the chart above, term deposit money 

appears to be also going into “other” deposits with 

banks.  

ONLINE ACCOUNTS FOR SMSF’S 

There is a clear shift of people actively choosing to 

keep their deposits liquid and on a variable rate.  

Customers that are actively choosing against term 

deposits are either a) effectively betting that 

interest rates are more likely to rise than fall in the 

short-term or b) getting better offers for returns by 

staying variable. 

From an SMSF perspective, you can see the 

returns on offer (to the right) at the time of writing. 

Generally speaking, a well selected online saving 

account will achieve a very similar interest rate to a 

short to medium-term deposit.  

While the interest rate outlook remains 

“accommodative”, interest rates are at an all-time 

low. Therefore, it probably doesn’t make much 

sense to lock away funds for 5+ years at current 

rates, but some smart cash decisions can result in 

marginally increased cash-flow. For those that 

haven’t yet acted on recent trends, the paperwork 

might be worth the effort to shop around.  

 

 

   

Institution 1 month 3 months 4 months 6 months 9 months 1 Year

ANZ 2.00% 2.25% 2.25% 2.30% 2.00% 2.40%

Bankwest 2.00% 2.90% 2.90% 2.70% 2.00% 2.80%

Commonwealth Bank 1.90% 1.90% 1.90% 1.90% 1.90% 2.35%

CUA 2.00% 2.40% 2.40% 2.60% 2.65% 2.85%

HSBC 1.90% 2.25% 2.25% 2.30% 2.00% 2.30%

ING DIRECT n/a 2.60% 2.60% 2.90% 2.60% 2.90%

Macquarie Bank 2.10% 2.70% 2.70% 2.75% 2.65% 2.70%

ME Bank 2.30% 2.65% 2.65% 3.05% 2.65% 2.90%

NAB 2.00% 2.25% 2.25% 2.35% 2.05% 2.40%

RaboDirect 2.35% 2.70% 2.70% 2.80% 2.80% 2.85%

St.George Bank 2.00% 2.00% 2.00% 2.00% 2.00% 2.45%

Suncorp Bank 1.80% 2.50% 2.50% 2.70% 2.60% 2.65%

Ubank 2.20% 2.71% 2.71% 2.91% 2.71% 2.85%

Westpac 2.00% 2.00% 2.00% 2.00% 2.00% 2.70%

Institution Product
Maximum 

Interest Rate

Standard 

Variable Rate

ANZ Business Online Saver 1.30% 1.30%

Bankwest Business Telenet Saver Account 1.80% 1.80%

BOQ Business WebSavings Account 2.85% 1.80%

Citibank Ultimate Business Saver 2.15% 2.15%

Commonwealth Bank Business Online Saver 1.30% 1.30%

ING DIRECT Business Optimiser 3.00% 2.25%

NAB Business Cash Maximiser 1.30% 1.30%

RaboDirect DIY Super Saver 2.75% 2.75%

Suncorp Bank Business Saver Account 2.20% 2.20%

UBank USaver SMSF 2.56% 2.16%

ONLINE SAVING ACCOUNTS – SMSF’S (13/11/15) 
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THE ZONE SYSTEM ON A-REIT’S – AVAILABLE JUNE 2016 

 

 

We are often asked why the Investing Times doesn’t provide a Zone System chart on the A-REIT or listed property market in 

Australia. This has been one of the most common requests by subscribers in 2015 (such as the following email). For all those 

wondering, we explain why below and look forward to providing this information from mid-2016 onwards. 

Email received (name removed for privacy): A major reason why I subscribed to the Investing Times is because of the "Zone System".  I buy 

index funds as part of my "buy and hold" approach to markets (especially international ones), and I really like the extended coverage from not 

just the ASX, but to other markets as well and global indices.  The "Zone System" is a big part of my strategy as to when to buy (or not) the 

respective index, or just to confirm what I think I know or feel.  Your coverage helps, with a variety of other sources, to make my financial 

decisions. I'm thinking that many of your subscribers would be retirees (and hence, leaning more towards higher yielding stocks and A-REITs); 

it would be good to see a "zone system" graph for the Australian A-REIT index because the latter are traditionally more focused on yield than 

capital growth. 

 

 

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. 

 
POST 

PO Box 233 Ringwood VIC 3134. 

 

WEBSITE 

www.investingtimes.com.au 

 

EMAIL 

accounts@investingtimes.com.au 

 

The 14-year view shows the underperformance 

of listed property. However, this was attributable 

to overleverage in 2008 and early-2009.  

Since 2010, listed property has rebounded strongly. 

The question is whether the sector is now overvalued 

or still re-gaining lost ground from the GFC.  

The Zone System is likely to say the latter.  

We agree that coverage on the A-REIT market could provide fabulous insight into the long-term valuations of the sector, and thankfully, we will 

reach the minimum data hurdle in June 2016. The Zone System requires a minimum of 15 years of data before any analysis can be reliably 

analysed, and the data series only started in June 2001. However, we look forward to providing the Zone System on A-REIT’s from mid-2016.  

In the interests of providing some insight and perspective, below we illustrate the relative performance of A-REIT’s against both the broader 

share-market and small company indices. As can be seen, the A-REIT index has still significantly underperformed on a 14-year view.    

Small Companies 

(Small Ords) 

Broad Share-Market 

(All Ords) 

Listed Property Trusts 

(A-REIT’s) 

Small Ords  

All Ords  

A-REIT’s  


