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What an interesting world we live in. China 

has produced more than three new Greek 

economies in the past year alone, but this has 

only disappointed global investors. Chinese 

authorities, desperate to hit their 7% target 

GDP growth, have shocked markets by 

pulling out another piece of their arsenal; this 

time manipulating their currency in an 

unexpected move to help boost exports. The 

irony of such a move is that this is exactly 

what Greece needs to do – but being part of 

the Euro makes such a move impossible. 

Let’s face it – China matters but Greece 

probably doesn’t.  

So while the world remains fixated on Greece, 

there are certain things occupying our minds. 

At the top of this list is China’s fragile 

commitment to growth, generational low bond 

yields and the impact of a lower Australian 

Dollar on differing asset classes. Following 

this, the long-term challenges related to USA 

market-based risks and Australian 

demographic changes are impossible to 

ignore.  

Add on top of this the short-term nature of 

corporate reporting season both in Australia 

and the USA and we have one of the busiest 

times on the investment calendar.  

This is all a good thing if acted upon rationally 

(easier said than done obviously) as it lays 

the perfect opportunity to reflect on 

sustainable corporate profitability and to 

calculate the dividends that we can expect to 

bank. Of course, the perpetual challenge is 

applying perspective to the announcements in 

a hope to articulate a 5-10 year view on an 

investments potential. 

 

Then we have the disturbing facts surrounding 

the global economy.  

For example, not much noise is being made at 

the current time but US debt levels continue to 

rocket upwards nominally, most recently 

recorded at $18.2 trillion, and they are due to 

eclipse their debt ceiling again in 

November/December this year. While the 

market rests peacefully for now, investors 

should mark this time as a period of expected 

volatility. 

Another worrying fact following data released 

by the AFR is that only 37% of Australian listed 

companies currently report a profit, of which 

another 11% fail to pay any dividends. This 

leaves just 461 companies currently providing 

for share-holders.  

The banking sector is also disappointing many 

blue-chip investors, with some banks recording 

year-on-year losses for the first time since the 

GFC. Add to this the fact that Australia’s 

banking system is still burgeoning in market 

capitalisation terms and at lengths on a global 

scale. The big four – ANZ, CBA, NAB and 

WBC – are now the four biggest listed 

companies in Australia (BHP has shuffled 

down to number five following the South32 

split) with a combined market cap of $405.73 

billion. To put this in perspective, the banks are 

now bigger than Australia’s entire GDP of 

$400.86 billion. In comparison, Europe’s top 20 

banks have a market cap of €1.13 trillion 

against European GDP of approximately 

€16.70 trillion. 

As always, we wish for you to achieve positive 
investment outcomes through comprehensive 
research and encourage your feedback on any 
of the topics disclosed. Happy investing. 
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2 MINUTE GLOBAL ECONOMY UPDATE 

 
The merry-go-round of global economics continues to churn around. USA debt talks, Greece exit 

talks, China downturn talks. Repeat.  

China’s devaluing of the Yuan is gaining the attention of all investors, but as we explore on page 7 

this is probably overblown. If the Chinese Yuan was free-floated it would have certainly dropped 

further than 3%, probably significantly further, given the economic backdrop and the strength of the 

US Dollar against other currencies in the past 12 months. Marc Faber, the famed perma-bear, 

backed this view by saying it is “completely meaningless” and noted that the “Chinese Yuan has 

appreciated by 80 percent over the past two years against the yen”.  

More importantly and positively is the economic progress being made in India. Prime Minister Modi 

used an Independence Day speech to declare that 170 million new bank accounts have been 

established in the past 12 months with US$3 billion deposited. This opens up a plethora of 

expansion options (as we all know the importance of a strong banking system to an economy) and 

could mark the early signs of the next mass urbanisation movement. Watch this space. 

 

ASIA 
 China devalues currency by approximately 

3% in a further effort to stimulate, 

although this is seen to be minor. 

 George Soros sells major stakes in Chinese 

company’s Alibaba and Baidu amid 

growth uncertainty. 

 China is reducing its foreign reserves but 

is increasing its gold holdings. 

 India’s Prime Minister Nerendra Modi 

continues push to reduce corruption and 

broaden the financial services sector. 170 

million new bank accounts have been 

opened in last 12 months with US$3 

billion deposited. 

 

USA 
 US set to hit record for collected tax 

revenue. A budget deficit is still assured 

but the gap is supposedly narrowing. 

 US unemployment insurance claims are at 

a 15+ year low. Expect the official 

unemployment rate to reduce further. 

 US interest rate hike remains on the cards 

for as early as September, with approx 80% 

of analysts expecting a rise.  

 GDP growth consensus remains positive 

but subdued in the 2.2% region. 

AUSTRALIA 
 Corporate profit announcements 

generally positive following a fall in 

the Australian Dollar through 2015. 

 APRA’s 10% growth cap on investor 

lending is taking hold, although 

actual growth is still above the cap. 

Analysts say this could be a catalyst 

for a cooling of property prices. 

 Wage growth is dismal at 2.27%. 

RBA cites this as similar to prior 

recessions. 

EUROPE 
 Greece stays in the European 

Union with debt negotiations 

and a €86 billion facility agreed 

upon.   

 Nobel Prize winning economist 

Paul Krugman slams Greece for 

giving in, but Germany slams 

Krugman. 

 Eurozone GDP rose 0.3% for the 

June quarter in line with 

expectations. Spain remains the 

fastest growing country in the 

Eurozone and Finland is the 

weakest at present. 

MIDDLE EAST 
 Iran nuclear deal was a 

positive for markets, 

however this was 

short-lived as the oil 

price has lost 

momentum once again 

and is trading near 

US$50 a barrel.  

 Battles between Saudi-

led allies and Yemen 

continue to threaten oil 

supply. 

mailto:newsletter@investingtimes.com.au
http://www.investingtimes.com.au/
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QUARTERLY AND ANNUAL REVIEW  

 Some investors believe that hindsight is a waste of time. Others believe that history has a tendency to repeat itself. Regardless of your 

position, everyone agrees that a strong return beats a weak return; hence it is always worthwhile looking at your performance drivers. 

BALANCED PROFILES DELIVERED A BALANCED RESULT 

Despite constant turmoil across a number of key regions in the world, portfolios should have met or exceeded expectations for most 

investors to 30th June 2015. For the purposes of this quarterly review, we have opted to use a selection of the Vanguard product suite as 

a practical benchmark as it can be considered a viable set-and-forget alternative as opposed to standard benchmark techniques which 

exclude fees and are not “investable” as such. 

To many people’s surprise, all multi-sector portfolios delivered a positive result for the 2014-15 Financial Year and comfortably beat 

inflation, with double digit results for all but conservative investors. This was a better outcome than most analysts and portfolio managers 

expected; especially give the base of generational low interest rates leading into the financial year. 

 

 

 

 

 

As usual, there were winners and losers – some expected and some by surprise - but these seemed to revolve around the Australian 

Dollar depreciation and interest rate differential themes in the majority of cases. The winner for 2014-15 was unhedged international 

shares (especially in the USA, Japan and more specifically global healthcare) followed by property securities. The outright losers were 

commodity-based holdings, with everything from oil to gold posting significant declines, especially when hedged in USD terms. 

 

 

 

 

 

 

 

 

 

 

 

 

 

GOING FORWARD – 3-5 YEAR VIEW 

A famed quote by George Bernard Shaw is that “If all the economists were laid end to end, they’d never reach a conclusion”. The good 

humour with which this is intended is an endorsement on the reality of forecasting. It is difficult at best.  

With this in mind, the foundations to a good portfolio must not be forgotten. Diversification and risk awareness are the two central themes 

that all investors must be continually aware of. Without diversification, one is ignoring the conviction of almost all investment theory and 

risk awareness is self-explanatory to anyone that has been through a market crash or two. Remember the quote, “the only free lunch in 

finance is diversification”.    

 

Multisector Portfolio Returns to 30 June 2015 3 Mths* 1 Year 3 Years 5 Years 7 Years

Vanguard® Conservative Index Fund 0.83% 7.96% 9.07% 7.79% 6.60%

Vanguard® Balanced Index Fund 1.28% 10.01% 12.08% 9.43% 7.11%

Vanguard® Growth Index Fund 1.81% 11.84% 14.93% 10.89% 7.52%

Vanguard® High Growth Index Fund 2.29% 13.64% 17.77% 12.03% 7.27%

Asset Class Returns to 30 June 2015 3 Mths* 1 Year 3 Years 5 Years 7 Years

Standard Asset Classes

Vanguard® Cash Plus Fund 0.62% 2.64% 2.79% 3.69% 4.17%

Vanguard® Australian Fixed Interest Index Fund 0.41% 5.43% 4.62% 6.22% 7.10%

Vanguard® International Fixed Interest Index Fund (Hedged) -0.09% 6.04% 5.65% 6.74% 7.56%

Vanguard® Australian Property Securities Index Fund 4.38% 20.08% 18.13% 13.99% 4.66%

Vanguard® Australian Shares Index Fund -0.78% 5.43% 14.52% 9.22% 4.91%

Vanguard® International Shares Index Fund 7.46% 25.29% 26.24% 15.48% 8.84%

Vanguard® International Shares Index Fund (Hedged) 1.46% 10.98% 19.91% 16.96% 8.49%

Alternative Asset Classes

Vanguard® Australian Shares High Yield Fund -2.91% 3.17% 16.23% 12.69% 6.94%

Vanguard® Emerging Markets Shares Index Fund -6.40% 16.14% 13.83% 5.36% 4.03%

GOLD - AUD (Unhedged) -3.04% 6.19% -1.54% 2.33% 6.97%

GOLD - USD (Hedged) -7.40% -11.68% -8.99% -1.34% 3.44%

Source: Vanguard, AFR, Factset 
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TOP INVESTMENT THEMES  

 If statistical analysis is correct in saying that asset allocation 

accounts for 91% of the variability of portfolio returns, it would make 

sense to use this as the primary place to seek value.  

Below we provide insights on each of the major asset classes 

available to investors: 

CASH – cash rates are unlikely to see any material change over 

the next year with rates likely to stay low. Term deposits with the 

major institutions will remain the investment of choice as they offer 

marginally higher returns with practically no added risk. The actual 

risk is not a loss of capital but a loss of purchasing power, as 

inflation is expected to erode most of the return available. There is 

nothing too much to get excited about here, although retirees 

should continue the practice of holding 12 months pension 

payments aside as an emergency buffer. 

BONDS AND FIXED INTEREST – there are some analysts 

calling for the revival of active bond managers (we explore this on 

page 19) but history would suggest this is a long shot. Fixed 

interest managers at our source admit that returns will be hard to 

come by going forward. This is noted with the 10 year government 

bond yield already squeezed at 2.90% combined with relatively 

small corporate margins. With this in mind, it appears that bonds 

and fixed interest funds are due to produce returns well below their 

20-year average once again. This can also be confirmed among a 

number of useful metrics including the Yield Gap and the Fed 

Model, which both point to the share-market being fundamentally 

more attractive than bonds. Absolute return models such as 

Kapstream remain a conservative method of choice for obtaining 

targeted exposure and should be combined with a light index-based 

exposure that reflects investor risk profiles.  

HYBRID SECURITIES – the nominal returns on offer may 

appear attractive at face value, especially when issued by high-

rated corporates such as the major banks. “The banks won’t default 

so just hold until maturity” they tell us. However, it is important to 

remind would-be investors of the dangers in seeking floating rate 

securities that are often subordinated. Memories of the GFC 

demonstrated that hybrids can be more volatile than a defensive 

asset should traditionally be, so while they still deserve a place in 

the market, the higher risk and lack of diversification benefits must 

be considered. 

AUSTRALIAN SHARES – there are a thousand ways to 

assess the share-market and never in history have all metrics 

aligned. However, many of the more trusted metrics point to relative 

outperformance by Australian shares over their Western 

counterparts as well as bonds (metrics such as the Shiller P/E, 

Zone System, Fed Model, Yield Gap and Market Cap to GDP all 

look positive in Australia). Having said this, any weakness through 

the USA or Europe is likely to create volatility in the local bourse.  

 

Therefore, while the economic backdrop is vulnerable the 

consensus view is that Australian shares deserve a decent 

allocation and are relatively well poised. Downside risks should 

not be ignored and a focus on quality is required.  

 Large caps – the high yield space including the banks 

have had a breather over the past 3-6 months and appear 

to be gaining attractiveness fundamentally. However it is 

impossible to ignore the enormity of some market caps. 

Other core holdings continue to exhibit strong 

fundamentals and relatively stable earnings profiles which 

should help to secure a higher yield and lower volatility.  

 Small caps – the wide divergence and underperformance 

in small caps has begun to unwind and we may see high 

quality small caps continue to outperform going forward. 

The focus needs to be on profitable small caps that are 

due to be re-rated and have stable dividend profiles.  

PROPERTY SECURITIES – given the strong run, we 

would usually expect to see a weakening of sector 

fundamentals. However, the key metrics remain ok. We would 

warn that a cautious to balanced position be taken to property 

securities. For example, many portfolios would be well placed 

adhering to a maximum exposure of 10% regardless of risk 

profile. 

INTERNATIONAL SHARES – segmentation is likely to 

be a major theme going forward among international 

exposures. We have already seen this with the Platinum 

International Fund increasing its Asian exposure and reducing 

developed world exposures. Ratio expansion has been a key 

driver to recent returns and many share-markets face a 

combination of stretched valuations and subdued economic 

growth. This is not a typical recipe for strong performance. 

However, there are pockets of value and careful selection 

could see decent returns (see pages 9 and 10 for a summary). 

The other key driver will be a decision on hedged versus 

unhedged exposure. While this is notoriously difficult to judge, 

from a risk management perspective it could be time to 

increase the hedged portion of the portfolio. 

Note: USA stocks now account for over 50% of the global 

share-market index. Investors could be better placed taking 

international exposure on an equally-weighted basis to 

increase the diversification benefits and reduce market risk. 

ALTERNATIVE ASSETS – diversified futures remain an 

asset class that are non-traditional by nature but do have 

diversification benefits. However given the inherent leverage, 

any exposure should be capped at 5% per investment. Gold 

could be an interesting asset, especially given the notable 

activity by China and Russia in building their reserves. 

 
Disclaimer: This information is general only and does not take into consideration your personal or financial situation. 
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SECTOR ANALYSIS OF THE ASX300 

 In similar vogue to an asset class appraisal, sector rotation can be a dangerous tactic if only using prior price information as your primary 

tool. However, that is not to say that tactical allocations are unwarranted as a basis of seeking enhanced performance and/or risk 

management. Below is an view of the ASX from a sectoral perspective:  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

There is a solid argument among many retiree-based investment specialists that the focus should be on non-cyclical industries that offer 

lower beta and thereby reduce overall portfolio volatility. If we take the liberty to use the traditional risk measure of standard deviation, then 

the right hand column shows that this practice would have boded very well in the past 10 years.  

LOW RISK SECTOR COMMENTARY 

In the non-cyclical space, healthcare has been the golden child of the market over the past 1, 3, 5 and 10 years with the highest returns 

and the third lowest risk. This goes against all conventional market theory that risk and return are inter-connected and could lead many 

investors to expect similar outcomes going forward. There is both opportunity and danger in this mentality.  The conservative nature of 

healthcare income streams coupled with the baby boomer demographic story means that they deserve a P/E premium against their cyclical 

counterparts; however valuations have stretched which makes a repeat appear unlikely.  

The lowest risk sector has been utilities, which is of interest to many investors given their structural backdrop. Utilities companies (primarily 

Ausnet, Spark and even AGL) carry large debt levels which would typically increase the risk profile of their investment; however this is seen 

to be justified because of their stable revenue streams and cap ex requirements.   

THE NEXT 10 YEARS 

The big question is whether the same result will repeat itself over the next 10 years, and if not, what changes can we expect?  

The biggest theme will undoubtedly be resources stocks and related businesses such as materials and energy. It has taken many analysts 

by surprise that these sectors have produced negative performance in aggregate over a 3 and 5 year period. The key question is whether 

we are now at cyclical lows. Risk in this sector is practically assured, but whether that transpires into higher returns is yet to be seen. Any 

uplift in the short to medium term will not be driven by production growth given the supply glut, but may stem from a slow reversal in 

commodity prices.  

 

 

Sector Returns to August 12th 2015 1 Year 3 Years 5 Years 10 Years
10-Year Std 

Deviation

S&P/ASX 300 (TR) 1.62% 12.56% 8.63% 6.31% 14.11%

Non-Cyclicals

S&P/ASX 300 Financial-x-A-REIT (Sector) (TR) 4.72% 18.42% 14.31% 8.83% 17.25%

S&P/ASX 300 A-REIT (Sector) (TR) 18.75% 17.67% 14.29% 2.19% 18.78%

S&P/ASX 300 Consumer Staples (Sector) (TR) -9.35% 6.85% 7.51% 8.43% 14.07%

S&P/ASX 300 Telecommunication Services (Sector) (TR) 21.87% 26.26% 25.25% 10.49% 15.85%

S&P/ASX 300 Utilities (Sector) (TR) 15.39% 15.87% 15.50% 8.67% 13.96%

S&P/ASX 300 Health Care (Sector) (TR) 32.57% 27.97% 20.12% 14.79% 15.01%

Cyclicals

S&P/ASX 300 Industrials (Sector) (TR) 15.08% 16.19% 10.53% 3.05% 19.15%

S&P/ASX 300 Consumer Discretionary (Sector) (TR) 6.06% 18.62% 9.27% 2.19% 18.15%

S&P/ASX 300 Information Technology (Sector) (TR) -2.33% 11.47% 5.80% 6.29% 20.04%

S&P/ASX 300 Resources (TR) -27.17% -6.87% -7.55% 1.75% 21.96%

S&P/ASX 300 Materials (Sector) (TR) -17.94% -2.69% -4.77% 2.53% 21.37%

S&P/ASX 300 Metals & Mining (Industry) (TR) -26.90% -7.57% -8.42% 1.46% 23.30%

S&P/ASX 300 Energy (Sector) (TR) -27.72% -4.94% -5.15% 2.36% 21.69%

Source: Standard and Poor’s 
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CHINA’S SHARE-MARKET IN PERSPECTIVE 

S  

 

Australia’s largest trading partner is a complex beast but best efforts need to be made to understand its enormity. As usual, it is also 

necessary to provide perspective as a means of allowing an accurate reflection on emerging market exposure.  

Most topically, it is important to explore the recent performance of mainland Chinese stocks as guided by the Shanghai Stock Exchange 

(SSE). At first glance, it is little surprise that it is drawing attention given the 100%+ explosion and subsequent 20%+ crash in value in the 

past few months. However, anyone who finds this unusual has a very short memory because the same index has experienced multiple 

episodes of these events and at much greater magnitudes (see below).  

The recurrent episodes of rises and falls are extraordinary and many of the comments made publically about the margin lending practices 

and Government intervention are completely accurate. However, it would be a mistake to let this scare you away from emerging market 

exposure. The first point to make is that the all the attention has been placed on the SSE which is not a reflection on the full China story 

and especially not of all emerging markets. While the SSE is now the biggest share-market index in China by market cap, this is only a 

recent phenomenon and should not be seen as a full reflection ignoring the likes of Hong Kong and Taiwan.  

 

 

 

 

 

 

 

 

 

 

 

 

 

Chinese authorities have intervened and have even said it would continue to stabilise the stock market for "a number of years" if required. 

Readers of the Investing Times will know that we have often talked about the increased volatility that can be expected from the emerging 

markets; however it is a long-term growth story and an allocation is typically warranted (but not necessarily always) as a means of 

accessing potentially higher rates of return over a prolonged period of time. This does not need to include the SSE. 

By means of comparison, we have also included the Hong Kong and Taiwan indices below; both of which demonstrate less volatile share-

markets that stack up much better under the scrutiny of the Zone System (see below). 

 

 

975% rise in 1991-92 

followed by a 59% crash 

within 5 months of its peak 

 

224% rise in 2006-07 

followed by a 71% crash 

within 12 months of its peak 

126% rise in 

2014-15 followed 

by a 21% crash 

within 2 months 

of its peak 
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CHINA’S FRAGILE COMMITMENT TO GROWTH 

 Regardless of whether you have emerging market exposure, most 

Australian sectors are impacted by China’s trajectory. This is 

especially true for resources and companies that have offshore 

earnings unhedged to the Australian Dollar. 

Therefore, putting the Chinese share-market nuances aside 

momentarily, there are plenty of things to consider when assessing 

the Chinese economic growth story.  

In this piece, we will tackle a few noteworthy developments that we 

believe mark important changes to the development of China. 

THE USE OF ITS AMMUNITION 

China is not a mysterious creature and it is subject to the same 

forces of supply and demand as any other nation. It requires the 

same productivity or volume gains in order to achieve strong 

economic outcomes. The only difference is that China has a far 

greater ability to manipulate its economy.  

Unlike much of the Western World, China has not announced a 

Quantitative Easing program or “Abenomics” (at least not yet). 

Rather, it is using traditional stimulus measures intended to boost 

the local economy. These are usually seen to be: 

- Reduce interest rates 

- Reduce reserve requirements for the financial sector  

- Reduce the currency to boost exports 

It seems extraordinary that the USA implements the world’s biggest 

ever quantitative easing program and it is applauded for its success, 

yet China implements traditional monetary easing methods and gets 

punished by global markets for it. 

The most obvious example is the fear-mongering related to the most 

recent currency devaluation. The chart below shows the Chinese 

Yuan (otherwise known as Reminbi) relative to some of its major 

trading partners over the past 12 months.  

 

 

 

 

 

The reality is that the Chinese currency has increased 

significantly against many of its trading partners due to the 

loose pegging of the Yuan to the US Dollar which has reduced 

its competitiveness. In simple terms, the US Dollar has 

strengthened too far for the Chinese economy to handle. Under 

free floating markets, the Yuan would almost certainly be 

significantly lower than it currently is. Therefore, the devaluing 

is not something to be worried about - to the contrary – it 

actually seems to make a lot of sense.  

THE BIG PILE OF MONEY AT ITS DISPOSAL 

Another important change taking place is China’s attitude 

towards its foreign reserves. As can be seen below, China has 

parked enormous amounts of foreign money away throughout 

its economic expansion, which has been used as a means of 

keeping the currency competitive (most distinctively, China 

holds over US$1.2 trillion in US Treasuries). 

 

 

 

 

 

A REVERSAL IN TACTIC 

It may look like a blip on the exponential chart, but China is 

reducing its foreign reserves in significant quantities through 

2015. This is another means of China staying competitive, but 

the underlying asset mix is also very interesting.  

On July 17, Chinese officials announced that it had boosted its 

gold holdings to 1,658 metric tons, the first update on its hoard 

since 2009. While this is still small in relative terms, it marks a 

significant change that may pose a potential structural 

opportunity.  

The question remains whether this shift is temporary or a 

structural change by Chinese officials. James Saft from the 

South China Morning Post wrote “Later this year we may get 

China selling alongside the Federal Reserve raising interest 

rates, both of which will act together to tighten credit.”  

Only time will tell, but in the meantime it does bode well for a 

Chinese recovery and raises the prospect of a gold rally. 

 
Appears to be immaterial against 

its major trading partners 

Source: Factset, XE 



 

8 Issue 375 – 15
th

 August 2015 

  

CURRENT POSITION AND MARKET MOOD 

The normal trading range for the All Ords now resides between 4,672 and 6,723 points (between Zones 2-4) according to the Zone System. 

With the All Ords positioned at approximately 5,360 at the time of writing, it remains fairly to moderately under-valued in the long-term. 

Specifically, the market is sitting on the cusp of Zones 3 and 4 but with negative momentum.  

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

1. Low cash rates continue to force 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.  

2. Chinese weakness is pushing down commodity prices, which is in turn hurting resources. 

3. Industry segmentation is a driving force behind returns, but high yield investments have come under recent duress.  

According to the Zone System, it would be prudent to remain vigilant with a balanced and guarded view appearing sensible. 

.   

AUSTRALIAN SHARES – ZONE SYSTEM RANKING  

 

Austin Donnelly’s Recommended System The 5 Year View 

The 30 Year View (1985 – 2015) 



 
 

   

Issue 375 – 15
th

 August 2015  9 

  
GLOBAL ZONE SYSTEM ANALYSIS – Undervalued Markets 

 

INDIA – Moderately Undervalued 

MALAYSIA – Undervalued  

GREECE – Undervalued but Justified 

In this edition, we are broadening our 

coverage of the global markets to include a 

wider variety of both undervalued and 

overvalued markets according to the Zone 

System.  

UNDERVALUED MARKETS 

Taking a look across the major share-market 

indices globally can provide some intriguing 

insights and potential investment 

opportunities. 

Asia is the central pocket of value at the 

current time, with the exception of the 

Shanghai Stock Exchange (as per page 6).  

In fact, many Asian share-markets can be 

classified as ‘undervalued’ or ‘moderately 

undervalued’ according to the Zone System. 

As two examples, Malaysia has encountered 

a reasonably significant setback and has 

now fallen into Zone 5 as well as India which 

is in Zone 4 and with broad financial appeal.  

Note on Platinum Asia Investments Fund: 

Platinum Investment Management has 

announced the planned launch of a listed 

investment vehicle (code PAI) on 7th 

September 2015 that invests in similar 

vogue to its unlisted version of the Platinum 

Asia Fund. The prospectus is currently 

available online for those interested; 

however the Investing Times will not be 

advocating it.  

A few important points of note: 

- Kerr Neilson will not be the portfolio 

manager. It is managed by Joseph Lai, 

who has only taken full responsibility of 

the fund since December 2014 (prior to 

that, he was co-manager since 2011).  

- The fee structure is quite different and 

has an option attached for 15th July 

2017.  

Our view is that the offering will attract 

significant capital but does not offer anything 

compelling enough to warrant its inclusion in 

portfolios. We prefer the more experienced 

fund offerings of Platinum that are managed 

by Kerr Neilson and Andrew Clifford. 
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GLOBAL ZONE SYSTEM ANALYSIS – Overvalued Markets 

 

GERMANY – Overvalued 

USA - Overvalued 

JAPAN – Overvalued 

We can also use the Zone System to explore 

markets around the world that pose a 

potential danger of underperformance. 

Regular readers of the Investing Times will 

not be surprised to see the USA and much 

of Europe at the top of this list. 

OVERVALUED MARKETS 

As per the charts to the right, the three 

biggest developed world markets (USA, 

Japan and Germany) are all overvalued 

according to the Zone System. This is seen 

to be a reflection of the quantitative easing 

programs in the midst of a zero interest rate 

environment.  

In a simplistic manner, this could be 

considered a rational response because 

citizens (especially in an aging population) 

require income and/or capital growth to meet 

their needs and cannot get either of these 

via defensive asset classes. When interest 

rates are zero and real bonds yields are 

negative what choice do they have?  

CATALYST FOR 

UNDERPERFORMANCE 

This dynamic does question the catalyst for 

underperformance. Will it be via an eventual 

interest rate reversion or via an economic 

shock? And if these markets revert towards 

fair value (i.e. go down or sideways for a 

prolonged period), will Australia go down 

with it? 

We are reminded of the great quote by John 

Maynard Keynes which accurately stated 

that “the market can remain irrational longer 

than you can remain solvent”. 

Therefore, whilst these markets are clearly 

overvalued according to the Zone System, 

the best approach appears to be guided by 

risk management.  

For example, an underweight position to 

developed world markets may not enhance 

your portfolio return, but it should provide 

downside protection if the Zone System is 

correct. It is better to be guarded. 
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IRON ORE INVESTORS: HIGH RISK OR A PATIENCE GAME 

 Australia’s prosperity is undoubtedly 

linked to the fruitful relationship it has 

with China and the abundance of 

resources that the mining giants can 

provide them. This dependence is only 

increasing in time, and despite the 50%+ 

crash in most commodity prices coupled 

with a slowing in China, the volume of 

trade continues to grow. 

A significant part of this story has been 

the rapid development of the metal ore 

market, which has been Australia’s 

biggest export contributor since the 

GFC. The June 2015 figures are yet to 

be released by the RBA at the time of  

writing, however year-on-year growth of metal ore still stands at 

16.5% and coal at 9.8%; both daylight ahead of inflation and a 

key reason why our terms of trade are still positive. 

This leaves Australia as the second largest coal exporter in the 

world (behind Indonesia) and almost double that of Russia. It is 

little wonder Tony Abbott refuses to acknowledge climate change! 

MAJOR TRADING PARTNERS 

According to the CIA, China remains Australia’s biggest trade 

partner with 36.1% of our export volume; followed by Japan with 

18.0% and South Korea with 7.3%. India is a noteworthy 

omission, mostly due to their lack of steel demand (and hence 

iron ore demand). 

It can also be said that a major reason why China is such a 

strong partner is that they fail to produce iron ore at competitive 

prices. This is no more evident than in the August 2014 chart by 

the Reserve Bank of Australia showing that Australia and Brazil 

are the most effective sources of the commodity.  

 

JUDGING A SUSTAINABLE PRICE 

Any investment in resource-based businesses requires an 

appreciation and understanding that the underlying commodities 

they produce have cyclical pricing and hence the values of 

these companies are likely to see greater volatility than non-

cyclical businesses. They are price takers, not price makers. 

This is a simple yet important point, because too many investors 

in this space play the blame game (refer to quote below).  

“There’s a claim is that BHP Billiton and Rio Tinto 

are flooding the market with supply. The facts do not 

co-operate with this thesis. BHP and Rio’s share of 

Australian production has actually fallen over the last 

4 years, from 84 per cent to 69 per cent. I am not 

sure it is possible to flood the market when your 

share of national production is falling.” 

- Andrew McKenzie, BHP Chief Executive 

What it also does is highlight the need to focus on risk. If a 

resource-based company can’t control their revenue stream, 

then you want assurance that they can control their debt 

obligations and cost inputs to remain solvent through a 

downturn.  

Many investors take their resources exposure via BHP and RIO 

for this reason. They may not always manage their debt 

effectively (RIO made this mistake in the GFC), but they do 

have greater control over their inputs and are very aware of their 

competitiveness. The same can’t be said for many of the 

smaller players in the market who can’t even derive a profit.  

Whether it is a cyclical low or not, any investment in the 

resources space should focus on risk first and upside second. 
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IRON ORE: HIGH RISK OR A PATIENT CERTAINTY (continued) 

 IT IS ALL ABOUT SUPPLY AND DEMAND 

The trick of course is to get a feel for where we are at in the cycle and where we are going. One way to effectively do this is to judge what 

supply and demand might look like in say 5 years and stress test each company on this basis.  

For example, the chart overleaf from the World Steel Association shows the use of steel per capita globally. Two points of note are that 

China is consuming slightly more than average on a per capita basis (at 510.0kg per person); meanwhile India is using a very small amount 

per capita at just 58.4kg per person. Two analysts could view this in very different ways - one may see this as an opportunity for increased 

consumption in India, while the other may view China as over-consuming. After all, China has increased steel consumption from 275 million 

tonnes to 710 million tonnes since 2004.  

But the steel story is not isolated to China and India, which is evident by the fact that the USA, Australia and Germany each consume an 

average of 331.4kg’s, 258.7kg’s and 473.9kg’s per person respectively. This is not materially different to China’s current consumption per 

capita and is an argument in favour of continued iron ore demand globally. 

 

FINAL THOUGHTS 

The fundamentals that underlie iron ore production remain firmly 

in place; hence we do not see any need to fret over the short-

term price volatility. Of course China will be a key determinate as 

to whether the iron ore price will rebound anytime soon, but the 

easing bias of Chinese authorities can only be seen as a positive 

for future consumption.  

The real danger in the short-term is risk management at a 

company level, which is why it remains important to focus on the 

low-cost players with manageable debt and quality management.  

 

IS THIS A QUESTION OF OVER-SUPPLY? 

One assumption on everybody’s mind is that the market has been 

flooded. We here the stories of ships sitting in the ocean and it is 

clear that Australia has over extended its iron ore production over 

the past 5-10 years. Even BHP and RIO have separately admitted 

that supply has exceeded demand since around 2011.  

However, this supply and demand at work. With iron ore falling, the 

supply glut will eventually subside and it is the low-cost providers 

that will flourish. After all, the world will still need steel in 50 years 

and someone has to produce the iron ore to fulfil the demand. 

 

 

Source: World Steel Association 
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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 

You will notice above we have included ‘Return on Equity ‘and ‘Debt to Equity’ ratios in our tables above. Whilst the relevance of these ratios 

differs based on industry (e.g. debt ratios are not relevant for the banks), they should hopefully help you to assess quality and risk.  

REPORTING SEASON UPDATES 

With company announcements currently being released, we are busy compiling our core holdings results for the reporting period to 30th June 
2015. We will release our findings in the next edition, along with an update on our Defensive Share Portfolio (DSP).    

 

CORE SHARE LIST UPDATE  

 

Data to 15 August 2015. Source: Factset, AFR Share Tables 

ASX Code Name
Price 

15/08/2015

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

ANZ ANZ Banking Grp 29.29$     8.83 8.5 10.80 21.3 1.709 15.05 N/A 952$        1,381$       

CBA C'wlth Bank  of Aust 82.12$     7.31 10.2 14.70 12 2.681 18.14 N/A 1,021$     1,567$       

NAB National Aust Bank 31.76$     8.91 4.2 13.00 -13.8 1.799 11.76 N/A 1,003$     1,498$       

WBC Westpac Banking 31.33$     8.44 4.6 12.90 9.8 2.088 15.62 N/A 976$        1,477$       

Mining and Energy

BHP BHP Billiton 25.32$     8.3 11.2 12.40 12.2 0.919 11.92 38.9 817$        1,009$       

RIO Rio Tinto 51.13$     8.32 16.9 21.80 -19.4 0.339 6.40 59.5 873$        1,177$       

S32 South32 1.64$       N/A N/A N/A N/A 0.697 N/A N/A N/A N/A

ORI Orica 15.95$     6.94 2.1 10.10 -2.1 1.316 13.63 55.0 777$        682$          

WPL Woodside Petroleum 32.84$     13.19 43.4 9.20 54.8 1.378 15.55 16.4 837$        1,159$       

Consumer

WES Wesfarmers 40.38$     6.86 4.5 17.50 -0.7 1.813 6.78 24.8 988$        1,321$       

WOW Woolworths 27.00$     7.35 3 14.00 3.6 3.337 23.28 57.0 801$        1,057$       

CCL Coca-Cola Amatil 8.81$       6.3 -25 24.70 -25.4 4.115 15.94 157.0 1,031$     721$          

Healthcare

COH Cochlear 85.00$     2.9 0.8 33.20 -29.3 15.6 42.61 59.9 1,275$     1,402$       

RHC Ramsay Health Care 62.46$     2.09 20.6 38.80 20.5 7.33 19.01 183.0 1,237$     2,173$       

Utilities

AGL AGL Energy 16.93$     5.4 - 50.80 -14.2 1.454 2.66 44.1 1,212$     1,225$       

AST AusNet Services 1.36$       7.31 - 205.30 -65.2 1.447 0.68 222.0 977$        1,435$       

Insurance

AMP AMP 6.22$       5.53 13 20.50 29.2 2.25 10.86 202.0 1,133$     1,546$       

IAG Insurance Aust Grp 5.83$       8.6 8.3 11.60 11.9 2.101 18.48 26.9 966$        1,537$       

Industrials

BXB Brambles 10.21$     3.04 - 25.70 -12.2 5.629 22.65 117.0 1,134$     1,570$       

Infrastructure

SYD Sydney Airport 5.65$       4.34 4.4 211.60 -13.8 8.353 3.45 477.0 1,355$     1,828$       

TCL Transurban Grp 9.77$       4.4 14.4 - 54.5 3.182 N/A N/A 1,285$     1,723$       

Property

SGP Stockland 4.21$       5.7 -100 14.20 6.9 1.175 8.23 37.8 1,029$     1,486$       

WFD Westfield Corp 9.78$       1.62 32.5 - -40.6 2.153 -4.40 73.3 1,303$     1,639$       

AVERAGE POSITIONING 6.90 8.30 16.10 1.45 2.09 13.63 59.5 1,045$     1,392$       
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        TACTICAL SHAREMARKET UPDATE 

 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 tactical opportunity list as well as a watch-list of stocks which are well positioned in the cycle.  

 

 

 

UPDATE ON NEWCREST MINING (NCM) AND GOLD 

The Investing Times has been a long-term critic of gold as a safe haven investment, as the commodity provides no yield and a poor 

track record of rewarding its holders. However, gold producers can potentially be very rewarding investments at the right stage of the 

cycle and with the right management at the helm. It was therefore noteworthy in Newcrest’s most recent announcement that it has 

returned back to profit and has lowered its gearing levels. It has also improved its input costs, with an “All-In Sustainable Cost” (AISC) 

now at $941 per ounce. The stock fails to capture investor interest for now, as it is not currently offering a dividend. However, if you 

believe that the gold price will strengthen then the re-instatement of its dividend is inevitable in time. While it is a high risk investment 

and will not feature on our core list, it may well prove to be a worthwhile tactical holding for the brave and patient.  

 

ASX Code Name
Price 

15/08/2015

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

TACTICAL LIST

Mining & Energy

FMG Fortescue Metals Grp 1.79$       10.4 100 4.00 75 0.725 18.67 119.0 470$        496$          

NCM Newcrest Min 10.95$     - -100 - -4.3 1.09 -22.44 54.6 968$        301$          

STO Santos 5.99$       8.35 16.7 - 5.1 0.721 -9.52 87.6 464$        589$          

Industrials

DOW Downer EDI 3.72$       9.22 4.3 8.00 -2.4 0.851 10.96 27.2 865$        1,273$       

Financials

CGF Challenger 6.87$       5.05 30 11.80 4.6 1.775 13.54 219.0 921$        1,921$       

Consumer

MYR Myer Hldgs 1.34$       13.32 -19.4 9.90 -24.4 0.885 8.52 32.9 603$        847$          

AVERAGE POSITIONING 9.22 10.50 8.95 1.10 0.87 9.74 71.1 715$        905$          

Market Cycle Ideas

AGI Ainsworth Game Tech 2.81$       4.32 25 14.80 17.9 3.904 25.08 0.3 877$        1,270$       

BEN Bendigo&Adelaide Bk 11.86$     7.95 4.9 12.80 12.2 1.184 8.49 28.6 1,069$     1,759$       

SPK Spark New Zealand 2.37$       7.1 20.1 10.40 5.4 2.992 20.65 40.5 1,026$     1,549$       

SKI Spark Infrastructure 1.89$       6.08 4.5 20.80 -16.6 1.506 7.37 50.2 1,021$     1,330$       

PRY Primary Health Care 4.37$       6 14.3 16.40 7.9 0.841 5.67 50.1 1,007$     1,309$       

AVERAGE POSITIONING 6.59 9.60 14.60 6.65 1.35 7.93 45.3 1,000$     1,443$       

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

Data to 15 August 2015. Source: Factset, AFR Share Tables 

Source: Factset, Commsec 
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SMSF NEWS: REPORT ON TRUSTEE BEHAVIOUR  

 As always, we are continually on the look-out for SMSF related information that might help our readership base. Following the Federal 
Budget in May, things have quietened off considerably in this sense.  

Much of the speculation on future changes has subsided for now and there has been nothing of particular importance in relation to tax 
rulings. No news can be seen to be good news.  

SMSF ASSOCIATION REPORT 

There has been one report that we thought was quite valuable. The SMSF Association has teamed up with NAB and CoreData for its 5th 
“Intimate with Self-Managed Superannuation” report which provides an interesting read for those active in the SMSF space. One of the 
most interesting and useful parts of the report was the statistics surrounding investor behaviour. 

More specifically, it goes beyond where SMSF trustees invest (eg. shares, cash and property) and asks how they invest in each asset 
class. Below is the result: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The report went on to make a number of other insightful remarks surrounding SMSF advice and assistance. Below is an extract: 

 Close to half (47.2%) of trustees are currently unadvised, with lack of trust the cited barrier to take up. 

 More than half (50.9%) of trustees derived their investment and asset allocation strategy for their SMSF through their own 
research process, in line with 51.9% in 2013. 

 Close to two in five (39.2%) relied on advice from a financial planner, up from 34.3% in 2013. Furthermore, more than one in four 
(26.7%) relied on advice from an accountant, up from 21.6% in 2013.  

 More than two in five (42.9%) trustees hold at least 10% of their SMSF portfolio in cash to reduce their portfolio’s risk. 

While these do not necessarily help you as an investor, it is always prudent to keep on top of industry insights. 

 

NO UPDATE ON NEGATIVE GEARING AND FRANKING CREDITS 

Two of the big threats that receive persistent speculation are changes to remove the benefits associated with negative gearing and 
franking credits. These are both cited as a means of achieving a Budget surplus and/or allowing a further reduction in company tax rates. 

At the current time, any such reports remain as speculation and no policy recommendations have been made.  
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LEARNINGS FROM MARGIN LENDING 

 

 

The margin lending industry has copped another 

barrage of negative media attention as the 

Chinese share-market has imploded in similar 

vogue to the Australian margin lending market in 

2007/08. 

The learnings of margin lending practices make 

for interesting reading and a lesson in the 

euphoria-to-fear cycle that grips investment 

markets from time to time.  

THE ALLURE AND TRAP OF MARGIN 

LENDING 

Margin lending is a tool used by retail investors to 

leverage exposure to the markets. It is therefore 

seen by some in the industry as a tool that attracts 

the “dumb money” rather than the “smart money” 

of institutions and fund managers.  

There are two different methods that researchers will use to 

assess margin lending volumes. The first is to track it in nominal 

terms, similar to the chart below. This is typically seen to be a 

gut-feel exercise and a reality check on whether retail investors 

are getting carried away with the market direction. 

As can be seen below, 2007 marked the peak volume in margin 

lending activity in Australia - which coincided with the overall 

market peak prior to the GFC. Since that time, Australians have 

shunned margin lending which has led some market participants 

to suggest that Australia has entered a prolonged period of 

trepidation. 

It is worth noting that it is easy to see the euphoria to fear cycle 

in hindsight whereas it is incredibly difficult in foresight.  

 

 

 

 

 

 

 

 

A preferred method to assess margin lending is to compare the 
raw volume data as a percentage of the total market 
capitalisation of the market in question. 

For the Australian market, this is best represented by the 
Reserve Bank of Australia’s data on margin lending volume 
divided by the total market capitalisation of the All Ordinaries 
index. 

This is seen in the chart above, and while it looks strikingly 
similar to the volume chart below, it is far more useful as a 
means of assessing global comparisons. 

THE CURRENT MARGIN LENDING BACKDROP 

Australian margin lending currently stands at approximately 
0.75% of market capitalisation, which is extremely low by global 
standards (compare overleaf to China and the USA) and could 

lead some investors to believe that the Australian 
share-market is experiencing a cyclical low in 
investor sentiment. 

It is even more noteworthy given the current cycle of 
interest rates, where the major banks are offering 
margin loans at under 5%pa (at their peak in 2007 
the rates on margin loans were closer to 8-9%pa). 

This should be seen as a positive for two reasons. 
Firstly, it demonstrates that the Australian share-
market does not face unrealistic expectations and 
hence is not at risk of a margin lending crisis. 
Secondly, it could also represent potential upside 
if/when investor sentiment turns. 

Note: the same principle can be applied to 
residential property in that excessive borrowing 
increases the risk of a downturn. However, 
residential home loans are not subject to margin 
calls and are full recourse by nature. Therefore, the 
same boom/bust cycle is less likely to be captured 
by lending data in the same way. 
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THE CHINESE EXPERIENCE 

The market dynamic that Australia faced in 2007 is exactly what China faced in the lead 

up to their latest crash. The Shanghai Stock Exchange (SSE) peaked in April 2015 

which coincided with a reported peak in margin lending volumes. Since that time, margin 

calls and general panic have caused volumes to reportedly reduce sharply. 

If Australia is any example, the Chinese margin lending market may never recover to the 

levels seen recently and it may also mark the highest point we’ll see the SSE for an 

extended period of time. Only time will tell. 

Note: the Chinese experience could be distinctly different as it was only in 2010 that the 

practice of margin lending was allowed. 

THE USA EXPERIENCE 

Further learnings can also be applied by tracking the USA experience with margin 

lending. The New York Stock Exchange (NYSE) has seen four periods of notable margin 

lending expansion – 1993/94, 1999/00, 2006/07, and 2012/13. With the exception of the 

most recent expansion, all cases have resulted in a market setback.  

The message regarding margin lending should be quite clear – if the volumes of margin 

lending are rising rapidly, the risk of a market setback are also rising. It reminds us of the 

great Warren Buffett analogy, “Only when the tide goes out do you discover who's been 

swimming naked”. 

SHOULD MARGIN LENDING BE AVOIDED? 

Given the associated risks with margin lending, it begs the question whether its practice 

should be sidestepped by the investing public. For the majority of people, the answer 

would appear to be in the affirmative. Naturally, margin lending can enhance returns and 

a disciplined investor could have achieved sizable gains by utilising leverage. However, 

for the average investor and especially retirees, utilising leverage can be a dangerous 

and destructive habit. Negative gearing is not always positive. 

 

 

 

LEARNINGS FROM MARGIN LENDING (continued) 

 

Lessons on the successful use of 

margin lending: 

1. Check the market data as a 

broad signal on valuations 

before use. You do not want to 

use margin lending at a time 

when everyone else is. 

2. Ensure that you know your 

break-even point or required 

return on investment. It only 

makes sense to gear if the 

returns you expect to achieve 

exceed the interest cost after-tax 

(don’t negative gear just for tax 

reasons!). 

3. Always budget for at least a 2% 

buffer to interest rates so you 

can maintain your cash-flow in a 

rising interest rate environment. 

4. Keep loan-to-value ratios 

conservative and at a maximum 

of 50% (i.e. 1:1 borrowings). The 

risk of a margin call is too high 

above this rate.  

5. Use other funding sources 

where possible, or avoid margin 

lending all together. It is 

generally better to use home 

equity as a funding source (if this 

is an option) as it generally 

carries a lower interest cost and 

no risk of margin calls. 

 

  

Source: Wind, Bloomberg, Macquarie Research, June 2015 

Margin Lending as % to Market Cap - Globally 
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  INSURING AGAINST CANCER, DEMENTIA AND A STROKE 

 The MetLife Foundation found in 2011 that cancer is the most feared 

disease among humans at 41% followed by Alzheimer’s (31%), 

Stroke (8%), Heart Disease (8%) and Diabetes (6%). They also 

happen to be five of the most likely illnesses that we will encounter. 

It therefore makes sense that they should be considered as a part of 

a comprehensive insurance plan, yet according to recent statistics 

this is not happening.  

Below are the insurance types that are considered by the typical 

family, by order of estimated participation or take up: 

- Car insurance  

- Home and contents insurance 

- Life insurance 

- Private health insurance 

- Income protection insurance 

- Total and permanent disability (TPD) insurance 

- Trauma insurance 

Not every family can afford comprehensive insurance protection and 

thus some self-insurance is inevitable among many households. 

However trauma insurance shouldn’t be at the top of the culling list if 

recent claims statistics are to go by. 

  

What trauma insurance protects? Below is an extract of what is covered under a typical comprehensive policy: 

  Advanced diabetes  

 Aorta repair 

 Aplastic anaemia 

 Bacterial meningitis 

 Benign tumour of the brain or 
spinal cord 

 Blindness 

 Cancer 

 Cardiomyopathy 

 Chronic kidney failure 

 Chronic liver disease 

 Chronic lung disease 

 Coma 

 Coronary artery bypass 
surgery 

 Deafness 

 Diplegia 

 Encephalitis 

 Heart attack 

 Heart valve surgery 

 Hemiplegia 

 Dementia (including Alzheimer's 
disease) 

 Diplegia 

 Encephalitis 

 Heart attack 

 Heart valve surgery 

 Hemiplegia 

 Loss of independence 

 Loss of limbs or sight 

 Loss of speech 

 Major head trauma 

 Major organ transplant 

 Medically acquired HIV 

 Motor neurone disease 

 Multiple sclerosis 

 Muscular dystrophy 

 Paraplegia 

 Parkinson's disease 

 Pneumonectomy 

 Primary pulmonary hypertension 

 Quadriplegia 

 Severe accident or illness 

 Occupationally acquired hepatitis 
B or C 

 Occupationally acquired HIV 

 Out of hospital cardiac arrest 

 Paraplegia 

 Parkinson's disease 

 Pneumonectomy 

 Primary pulmonary hypertension 

 Quadriplegia 

 Severe accident or illness 
requiring intensive care 

 Severe burns 

 Severe rheumatoid arthritis 

 Stroke 

 Triple vessel coronary artery 
angioplasty 

 

 

According to the 2014 reports, BT (a subsidiary of Westpac) 

experienced similar claims payouts for trauma insurance than 

for income protection and TPD combined. This is despite a 

separate report by Comminsure showing that the biggest 

omission among Australian insurance plans is trauma insurance, 

reporting that only 8% of people have trauma protection in place 

despite 7 out of 10 people knowing somebody who has 

experienced a trauma.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The irony of this information is that trauma insurance protects 

against all of our fears, yet is not a priority when it comes to 

insurance. But let’s take it a step further. It is also the most 

claimed upon form of insurance outside of life insurance (which 

attracts significantly higher inflows). 

 

A Few Tips and Traps on Trauma Insurance: 

 Figure out what to protect – at a minimum, cover the 

mortgage plus a buffer for medical expenses. 

 Linking trauma cover to life cover – it is usually 

significantly cheaper to link life insurance with trauma 

insurance. Don’t ask why, but the bundled pricing can 

often result in free life insurance. 

 Using round figures – another quirk in the pricing 

models of most insurers is that round numbers such as 

$250,000 and $500,000 are cheaper than $248,000 and 

$498,000.  

 Include the trauma re-instatement option – an add-on 

that is valuable is to include the re-instatement option. It 

comes at a small cost, but allows you to make multiple 

claims with an insurer. 

 DIY versus a Broker – most brokers will get you the 

same rate as going direct and are a valuable resource 

when sourcing the right amount of cover. However, a 

handy hint is that commissions account for 

approximately 30% of the premium, so it can be 

worthwhile asking for a discount (online tools such as 

iSelect can help ensure you are getting a decent deal). 

 

 

 

 

 

 

 

 

 

 

The irony of this information is that trauma insurance protects 

against all of our fears, yet is not a priority when it comes to 

insurance. But let’s take it a step further. It is also the most 

claimed upon form of insurance outside of life insurance (which 

attracts significantly higher inflows). 



 
 

   

Issue 375 – 15
th

 August 2015  19 

    
WHY DO ACTIVE BOND MANAGERS UNDERPERFORM? 

 

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. 

 

Do you have bond exposure, and if so, what does your bond 

allocation look like? 

Long duration has been the perfect mix for an environment of 

gradually falling bond yields, but many analysts are calling that 

this may be nearing an end.  

The base case is that bond yields will remain low in the near-term 

but will inevitably rise back to long-term averages at some time in 

the future. While this event seems inevitable (we have already 

seen early signs of it in the USA), it is not guaranteed anytime 

soon in Australia.  

Going forward, the primary risk to the index exposure is that bond 

yields no longer compress. In this event, the index is not likely 

collapse, but could easily see a prolonged period of sub-par 

performance. Active funds on the other, could see this as a god-

send and could lead to eventual outperformance, even if it means 

low returns nominally.  

Therefore, the biggest question for would-be bond holders is 

what level of exposure is warranted and what style of fund is best 

suited going forward. The first part is tricky, as broadly speaking, 

bonds are unlikely to provide a strong absolute return. They do 

however provide diversification benefits that aren’t achievable 

elsewhere.  

We would suggest the first step is to obtain a level of exposure to 

either term deposits or bonds that is commensurate to your risk 

profile, income needs and the economic cycle. The rest is 

secondary. 

TERM DEPOSIT – CURRENT RATES (15/08/15) 

 

Bond exposure among Australian SMSF’s is deficient when 

compared to portfolio optimisation theory and the track record for 

active bond managers remains nothing short of disastrous.  

The latter is confirmed by the SPIVA report issued by Standard 

and Poor’s every year, which has consistently shown over 5 year 

rolling periods that approximately 70-90% of active bond 

managers underperform the relevant index. Said another way, for 

every one outperformer, there are approximately four 

underperformers in a typical year. 

Unfortunately, the most recent statistics are even worse. 

According to the SPIVA report to 31 December 2014, a 

staggering 94% of Australian bond managers underperformed for 

the year. Even over a 5 year period, the average annual return 

was 6.83% compared to the index of 7.62%. This under-

performance is remarkable and raises the question - why?  

The easiest explanation is to blame it on the fees charged by 

fund managers. However, with average fees of approximately 

0.59%pa in the bond space, this is not enough to justify the 

entirety of the underperformance. 

A deeper investigation shows that a lot of it has to do with the 

duration and credit risk premiums we learn about in Financial 

Markets 101. In layman’s terms, we are talking about the length 

of a contract and the riskiness of the issuer.  

DURATION PREMIUM – means the longer the contract, 

the higher the return. 

CREDIT RISK PREMIUM – means the higher the risk of 

default by the issuer, the higher the return.  

What we tend to see is that the average fund manager takes on 

more credit risk but less duration (more corporate exposures with 

shorter maturities). On the other hand the index has longer 

duration with lower credit risk (more Government exposure). 

Taking a closer look at duration, the S&P/ASX Australian Fixed 

Interest Index currently has 423 holdings with an average 

duration of 5.11 years and a current yield of 4.37%. As a point of 

comparison, Kapstream (which has a conservative mandate) 

have 224 securities, with duration of 0.93 years and a current 

yield of 3.62%.  

We can then look at credit risk, which is another proxy to the 

indices success. The index exposure has 45.73% in 

Commonwealth government bonds and 27.53% are semi-

government bonds. This means that almost three quarters of the 

index performance relates to government bond performance, 

which tends to have a much higher duration risk but much lower 

credit default risk - providing higher average yields without the 

fear of default.  

  

 

 

TERM DEPOSIT RATES RETURN AVAILABLE

1 Month 2.65%

3 Months 2.90%

6 Months 2.96%

9 Months 3.10%

1 Year 3.05%

2 Years 3.20%

3 Years 3.30%

4 Years 3.30%

5 Years 3.60%
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PROJECT RELEASE 

 

 

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. 

If you believe the US unemployment rate is a key statistic in global macroeconomics, the below chart is one of the most useful insights you 
will find. Forget the unreliable “non-farm payrolls” data - the more useful measure is the seasonally adjusted number for “unemployed 
insurance claims” available via the United States Department of Labor.  

It has been one of the most reliable precursors for the unemployment rate and currently hints that US unemployment could fall to as low as 
4-4.5%. This would have serious implications for investors, as the Federal Reserve would almost certainly start lifting rates. 

On th 

Updates from the Investing Times 

 

The Investing Times has been undertaking a significant project behind the scenes to develop a secondary report that utilises the unique 

intellectual capital of the Zone System and expands these insights (similar to that seen on pages 9 and 10) across further assets and 

sub-sectors of the market. This body of research and intellectual capital has been validated by rigorous analysis as an effective way to 

reduce risk and thereby enhance portfolio returns over the long-term.  

From 30th September 2015, all subscribers will get the Investing Times as well as the new report at no additional cost. We are excited to 

be releasing this enhancement and hope it delivers additional value to your investment decisions.   

 

POST 

PO Box 233 Ringwood VIC 3134. 

 

WEBSITE 

www.investingtimes.com.au 

 

EMAIL 

accounts@investingtimes.com.au 

 

CHART OF THE DAY – US UNEMPLOYMENT PREDICTOR 
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Source: US Department of Labor  


