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China and oil. China and oil. China and oil. 

Everyone has become fixated on these two inter-

related dynamics, sending volatility sharply up 

and asset values sharply down. 

The Australian share-market is officially in bear 

market territory, falling by approximately -21% 

from its high in April and a VIX volatility reading 

skyrocketing to 30.29, both signalling that fear is 

proliferating. 

A sectoral review shows significant divergence 

and the source of much of the fear. Banking and 

mining have been underperforming for much of 

the past year; with ANZ, NAB, WBC, Bank of 

Queensland, Bendigo and Adelaide Bank 

and Macquarie Group all trading at or very near 

their lowest point in over a year. BHP Billiton, 

Rio Tinto and Fortescue Holdings are still 

down heavily, but not nearly as battered as 

Santos, Worley Parsons, Origin Energy, 

Whitehaven Coal and Bradken which have 

fared much worse. 

Unfortunately for Australia, financials (excluding 

REIT’s) and materials still comprise 51.2% of the 

ASX200 benchmark by market cap, meaning 

anyone with exposure to the overall market has 

also seen a significant deterioration in value. 

However, many would argue much of the bad 

news is priced in. Our own Zone System and 

Science of Investing supports this view.  

One way to think about it is to consider what 

Warren Buffett would recommend you do. Would 

he tell you to stay the course, invest more or sell 

out? While investor fears are justified, it is 

unlikely Warren Buffett would suggest exiting 

your holdings. Even at the youthful age of 85, he 

is a net buyer of a large oil refiner, Phillips 66, at 

the current time. 

With reporting season under way for February 

2016, the consensus remains relatively dull for 

the year ahead. Earnings growth for the reporting 

period is expected to average in the low single 

digits, but with significant diversity.  

Risk appears to be to the downside, but the 

statistics tell us this isn’t true. For example, for the 

market to fall a further -20% from this point, it 

would put it well into Zone 5 territory and -28.7% 

under the long-term mean expectation. While this 

is a distinctly possible outcome, it has only ever 

happened in 1931, 1974, 1990 and 2009 in 

Australia. If it fell -50% from here, it would take 

the share-market to an undervaluation never 

seen before, even in the Great Depression, 

according to the Zone System. 

So what is the real downside? For individual 

companies, the downside risk is always -100%. 

They could default at any time. However, a 

carefully selected portfolio of diversified assets 

has practically no chance of losing all its value 

and history suggests the downside is limited. 

Something to think about anyway. 

IN THIS ISSUE 

We start this edition with a performance appraisal 
and outlook for asset markets. On this occasion, 
we see a lot of red on the screen but attempt to 
offer insights on value going forward. 

Beyond this appraisal, and given current 
concerns surrounding China and the oil price, 
readers will be pleased to see some deep 
insights into the behavioural patterns within these 
markets. While we are not capable of predicting 
their future direction with precision, we hopefully 
provide perspective and knowledge to help 
assess risk. 

We also bolster the Science of Investing and are 
pleased to announce a recession tracker that is 
coming in our next edition. Happy reading.   
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TWO MINUTE GLOBAL ECONOMIC UPDATE 

 The world is a busy place. We have geopolitical tensions in the Middle East, a struggling China, Japan 

opting for negative interest rates, the USA elections heating up, Venezuela in an economic emergency, 

and a raft of countries deep in recession including Brazil, Russia and Greece.    

The geopolitical conflict between two of the world’s largest oil producers and OPEC members, Saudi 

Arabia and Iran, would usually send the oil markets up sharply. Add to that the Paris shootings, a 

Russian jet being downed by Turkey, Saudi Arabia embassy burning and Venezuela’s “economic 

emergency”, and it seems there is nothing capable of distracting the overhang of supply in oil markets.  

It is clear that the current economic backdrop is anything but normal. 

Low energy prices, especially oil, are starting to be seen in the real economy. Imports in China and 

other parts of the world are down considerably, inflation figures are resoundingly low, foreign reserves 

are being cashed in, currency values have shifted and corporate profitability is volatile. Even Islamic 

State are reportedly cutting wages due to their lack of oil revenues. 

Therefore, the world is being split into two camps; the energy exporters (perceived high-risk) and the 

energy importers (net beneficiaries of low energy costs). Of course, Australia are net exporters of 

energy and the Australian Dollar has been re-rated accordingly. However, the service-based economy 

in Australia is resoundingly progressive with positive data on GDP, unemployment and consumer 

confidence allowing the Reserve Bank of Australia to resist cutting interest rates.  

    

 

ASIA 
 India GDP growth reported at 7.3%, ahead 

of China’s 6.8%. Despite the good news, the 

Indian share-market suffers a setback due 

to reform delays from PM Modi.  

 Japan cuts interest rates unexpectedly, and 

sends them into negative territory. 

 China cuts foreign reserves further to $3.23 

trillion, down from as high as $3.99 trillion 

in mid-2014.  

 George Soros and Kyle Bass criticise Chinese 

economy and hint at potential debt crisis. 

USA 
 The Federal Reserve decreases expectations for 

future interest rate rises given global concerns. 

Markets had expected 3-4x rate hikes in 2016. 

 Consumer confidence has been decreasing, with 

signs the US economy is slowing.   

 Unemployment edges lower once again to 4.9%. 

The US economy has added 8 million jobs in 3 

years, a remarkable feat. 

 US Dollar remains the strongest of global currencies 

in a flight to perceived safety. 

AUSTRALIA 
 Unemployment steady at 5.8%. 

 Reserve Bank of Australia holds 

rates at 2%, citing reasonable 

economic conditions. 

 Glenn Stevens says that “markets 

are losing their bundle” and that 

the RBA “retains the flexibility to 

ease further, should that be 

helpful”. 

 Australian Dollar remains stable, 

hovering around 71c to the USD. 

 

EUROPE 
 European GDP is surprisingly 

healthy at 1.5% annualised. Spain is 

recovering well at 3.5% growth, but 

Greece has fallen back into 

recession once again. 

 Euro unemployment down to 

10.4%, with Germany low at 4.5%. 

 Brexit (Britain leaving the Eurozone) 

remains a hot topic with a 

referendum in late 2016.  

 Eurozone inflation subdued at 0.2%. 

MIDDLE EAST 
 Oil price hits a 13-year 

low of $27 a barrel for 

Brent Crude before 

regaining ground to 

just over $33.  

 OPEC thus far refuses 

to tighten production, 

however rumours are 

growing that a deal is 

being negotiated. 

mailto:newsletter@investingtimes.com.au
http://www.investingtimes.com.au/
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The Australian investor, along with most of the world, has had a terrible start to the year. We know that negative outcomes are expected with irritating regularity 

in the share-market, but the past few months have offered no respite, with even defensively allocated portfolios losing value. 

 

 

 

 

The statistics show us that this is a low probability outcome but not unheard of. Similar episodes tend to repeat every so often and test the 

nerves of the investing public. The key question is whether to stay the course or make changes going forward. 

DEFENSIVE ASSET REVIEW 

The flight to safety is a theme which continues to see momentum. International bonds, especially those priced in US Dollars, have continued 

to see a tightening in yields. This has provided modest capital gains and helped its continued stance as the leading defensive asset performer. 

Much of this outperformance is locked into the “loose money” concept of ultra-low interest rates, which has its own long-term problems. 

 

 

 

The flight to safety has also held true in Australia, with government bonds marginally outperforming corporate bonds in recent months. And 

while “cash is king” has become a common catch-cry once again, cash has actually been the worst performer in the defensive space over 

most time periods. 

Going forward, as capital gains get squeezed out of the defensive bond space, the future return expectations commensurately reduce. For this 

reason, investors should continue to stem their return expectations from this space. However, they do remain an effective tool for risk reduction 

and provide significant diversification benefits for all styles of investors.    

GROWTH ASSET REVIEW 

Following the flight to safety evident in defensive assets, risk aversion is a strong trait that continues to express itself in growth assets. The 

concerns over global growth are resulting in large outflows due to negative sentiment (as opposed to underlying earnings power). The stand-

out exception has been Australian property securities trusts, although it must be noted this sector has concentration risk.    

 

 

 

 

One of the traditionally less volatile growth options, the Australian high yield fund, has endured significant volatility in recent times. Of course, 

much of this exposure is targeted at the banking system which has growing fears over exposures to non-performing loans and tighter regulatory 

controls stemming mortgage growth. However, as we see overleaf this is a global banking problem, not an Australian one. 

 

OVERALL PERFORMANCE REVIEW 

 

INVESTOR PROFILES (to 31st Jan 2016) 1 Mth 3 Mths 1 Year 3 Years 5 Years 7 Years 10 Years

Vanguard® Conservative Index Fund -0.28 -0.64 1.58 7.52 7.28 7.68 6.21

Vanguard® Balanced Index Fund -1.29 -1.87 0.86 9.04 8.32 9.07 6.22

Vanguard® Growth Index Fund -2.41 -3.17 0.15 10.22 9.10 10.38 6.18

Vanguard® High Growth Index Fund -3.54 -4.46 -0.63 11.41 9.51 11.17 5.71

AVERAGE -1.88 -2.54 0.49 9.55 8.55 9.58 6.08

DEFENSIVE ASSETS (to 31st Jan 2016) 1 Mth 3 Mths 1 Year 3 Years 5 Years 7 Years 10 Years

Vanguard® Cash Plus Fund 0.27 0.53 2.45 2.86 3.64 3.79 4.80

Vanguard® Australian Government Bond Index Fund 1.31 0.69 2.08 5.29 6.78 5.63 n/a

Vanguard® Australian Fixed Interest Index Fund 1.24 0.67 2.25 5.28 6.74 5.92 6.41

Vanguard® Australian Inflation-Linked Bond Index Fund 0.80 0.20 0.66 4.25 n/a n/a n/a

Vanguard® Australian Corporate Fixed Interest Index Fund 0.92 0.58 2.96 n/a n/a n/a n/a

Vanguard® International Fixed Interest Index Fund (Hedged) 2.12 2.30 3.45 6.45 7.66 7.41 7.37

AVERAGE 1.11 0.83 2.31 4.83 6.21 5.69 6.19

GROWTH ASSETS (to 31st Jan 2016) 1 Mth 3 Mths 1 Year 3 Years 5 Years 7 Years 10 Years

Vanguard® Australian Property Securities Index Fund 0.94 2.06 7.63 14.66 15.02 13.92 2.58

Vanguard® International Property Securities Index Fund -0.71 -3.42 1.96 20.89 16.02 14.87 5.50

Vanguard® International Property Securities Index Fund (Hedged) -2.93 -2.68 -3.96 10.88 12.35 19.57 6.20

Vanguard® Australian Shares Index Fund -5.44 -3.52 -5.83 5.29 5.50 9.85 4.65

Vanguard® Australian Shares High Yield Fund -7.03 -6.38 -12.23 4.01 7.67 11.57 5.31

Vanguard® International Shares Index Fund -3.21 -7.30 5.22 21.12 13.93 10.26 4.93

Vanguard® International Shares Index Fund (Hedged) -5.32 -6.49 -0.89 11.78 10.98 15.14 6.19

Vanguard® Emerging Markets Shares Index Fund -3.77 -11.29 -12.57 3.64 1.44 6.16 3.03

AVERAGE -3.43 -4.88 -2.58 11.53 10.36 12.67 4.80
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OVERALL PERFORMANCE REVIEW (continued) 

 BANKING A GLOBAL PROBLEM 

Locally, the banking sector has fallen          

-19.46% in the past year and the 

underperformance has been attributed to 

regulatory constraints on mortgage 

lending and fears of rising bad debts for 

the likes of ANZ and NAB. However, it is 

interesting to note that the Australian 

banking sector has performed in line with 

global peers over the past 12 months and 

still considerably outperformed over 3, 5 

and 10 years. Therefore, it is important to 

understand that bank underperformance 

has not been isolated. 

In fact, this theme remains consistent for 

the overall market. Recent returns are 

significantly below the 100-year average 

of 7.2% (excluding dividends), but this 

increases the potential for future returns 

and it is interesting to see Australia 

remains one of the better performing 

markets globally despite recent setbacks. 

Australian equities have delivered total 

returns including dividends of just 3.82% 

over the past 5 years and 4.36% over 10 

years, which is only marginally ahead of 

cash rates. It is little wonder many 

retirees are starting to bundle out. 

COMMODITY PRICES (IS THE BELOW TABLE PER ANNUM FOR >1 YR?) 

A largely cited reason for the deterioration in growth assets has been the dreadful backdrop for commodities. With large supply overhangs 

well documented, the commodity markets cannot find a willing buyer for the most part.  

As can be seen in the 

commodities table, oil has 

extended losses and is now 

the worst performing 

commodity listed across all 

time periods.  

Oil aside, many of the other 

commodities appear to be 

finding some stability with 

gains over the past two months a positive. While commodity prices should eventually regain some of their lost ground from the current cyclical 

lows, we understand that this process could take years to unwind the overhang of supply.  

One question to ponder is whether the commodity needs to recover at all in order to see a rebound in the mining stocks that operate in that 

industry. A recent example where this occurred was within gold, where we saw Newcrest Mining (NCM) and the gold price crash together, 

before NCM commenced a recovery despite the gold price continuing to lose ground. It is worth noting that gold has been the best performing 

commodity in recent times, albeit with a loss of -13.1% for the past year, and this has certainly helped sentiment towards Newcrest Mining.  

   

 

 

Performance Summary Index Type 1 Month 3 Months 6 Months 12 Months

Australia

Broad market All Ords Index -5.4% -4.4% -11.0% -8.9%

Small caps ASX Small Ordinaries Index -5.2% -1.8% -2.0% 0.0%

USA

Top 500 S&P500 Index -5.1% -6.7% -7.8% -2.7%

Small caps Russell 2000 Index -8.8% -10.9% -16.4% -11.2%

Europe

Germany DAX -8.8% -9.7% -13.4% -8.4%

England FTSE100 -2.5% -4.4% -9.1% -9.9%

Greece Athex Composite Share Price Index -12.4% -21.2% -30.7% -23.4%

Americas

Brazil Bovespa -6.8% -11.9% -20.6% -13.9%

Developed Asia

Japan Nikkei 225 -8.0% -8.2% -14.9% -0.9%

Hong Kong Hang Seng -10.2% -13.1% -20.1% -19.7%

Taiwan Taiwan Weighted -3.1% -5.5% -6.7% -13.7%

Emerging Asia

China Shanghai Composite -22.6% -19.1% -25.3% -14.7%

India BSE 30 -4.8% -6.7% -11.5% -14.8%

Malaysia KLSE Composite -1.5% 0.1% -3.2% -6.4%

COMMODITY PRICES (to 31st Jan 2016) Jan-16 Dec-15 1 Year 3 Years* 5 Years* 10 Years*

WTI Crude -11.90% -14.94% -45.43% -71.09% -74.03% -84.70%

Copper -3.17% 4.25% -17.88% -45.98% -56.31% -7.24%

Aluminium 0.55% 3.85% -22.89% -40.62% -55.98% -63.61%

Zinc 0.83% 2.66% -25.53% -32.13% -44.17% -42.80%

Nickel -2.35% -1.04% -43.98% -55.25% -70.61% -37.04%

Gold 5.29% -0.46% -13.08% -33.59% -18.41% 80.07%

Silver 3.21% -1.99% -18.35% -56.21% -51.99% 29.39%

AVERAGE -1.08% -1.10% -26.73% -47.84% -53.07% -17.99%

Banking Underperformance a Global Issue YTD 1 Year 3 Years 5 Years 10 Years

Australian Financials ex-REIT's -16.78% -19.46% 5.72% 8.24% 5.77%

Global BMI Financials -15.37% -18.61% -0.69% 1.09% -0.98%

Global 1200 Financials -16.68% -19.34% -0.35% 0.87% -2.20%

Developed BMI Financials ex-USA -17.64% -20.21% -3.64% -1.15% -2.00%

Emerging BMI Financials -13.58% -27.86% -10.24% -4.43% 3.42%

Emerging IFCI Financials -13.41% -27.23% -9.93% -4.68% NA
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OVERALL PERFORMANCE REVIEW (continued) 

 IS THE NEGATIVE PERFORMANCE JUSTIFIED? 

With so many negative statistics in the performance tables, it is worth contemplating at this point whether the market is telling us something. Is 

the market foreseeing a doom and gloom scenario? Or is this a wonderful mispricing opportunity? 

To answer this question, we need to break apart the question. Firstly, there is no such thing as “the market”. Instead, it is a pool of common 

people with a beating heart that comprise the market. Therefore, for the market to be telling us something means that we are effectively listening 

to the consensus of all the people that make up that market. And it would seem 90% of this can be attributed to two topics; China and Oil. 

If we direct our logic to the share-market, the reality is that the future price is mathematically dictated by two things only. Earnings growth and 

the price people are willing to pay for those earnings. Rational investors rigorously analyse the former, however sentiment mostly impacts the 

latter. 

EARNINGS GROWTH AND PRICE HAVE DECOUPLED 

In recent history, the world has been willing to invest on “loose money” despite the lack of earnings-per-share growth. It now appears that the 

opposite is taking hold, with earnings-per-share seemingly holding up, yet cautious demand and the commensurate lower liquidity causing 

markets to fall.  

This is clearly evident in the numbers. The past three years have seen earnings growth relatively dull among the major companies on the ASX, 

up only 1.84% per year for the ASX200. Yet returns over the same period were much stronger at 5.29%.  

The irony is that if we believe the consensus forecasts, earnings are projected to go up as much as 8.17% per year for the next 3-5 years 

according to Bloomberg, yet the markets can’t seem to find a willing buyer. It begs the question why the market is not moving in sync with the 

company outlooks.  

PORTFOLIO PRIORITIES MUST DEMAND FOCUS 

In an ideal world, an investor wants to position their portfolio/s in such a way that it captures multiple objectives, usually revolving around; 1) 

providing diversification, 2) offers reasonable income generation, 3) offers downside protection and 4) positions assets towards those with low 

valuations and/or strong earnings growth potential (i.e. provides opportunities for growth). 

Bonds offer 1 and 3 but not 2 or 4. Shares offer 1, 2 and 4 but not 3. Commodities offer 4 and maybe 1, but certainly not 2 or 3.  

Of course, using a rear-vision mirror is easy. We can see that USA equities delivered 10.4% earnings growth while ASX resources delivered    

-20.2% earnings growth over the past 3 years. It isn’t hard to see why the relative performance was so divergent. 

For the Australian share-market, current broker forecasts show that the next 12 months will be unimpressive, with earnings growth of -4.82% 

to +2.83% depending on the segment in question. Anywhere in this range is certainly not a catalyst for an influx of investor money, especially 

with ASX resources tipped to see earnings fall a further -41.3%. It also puts dividend cuts and a potential rise in corporate defaults in question, 

which could see the risk-averse step further away rather than rebalance back into the market. 

However, beyond the next 12 months there seems to be some optimism in the air. Broker consensus on the 3-5 year earnings growth forecasts 

show a rise of 2.56% to 8.17% depending on the segment, and even resources are tipped to achieve positive earnings growth of 2.96% over 

the period.  

It will take time before we know whether these forecasts are hot-air or legitimate, and much of this will be determined based on factors outside 

of a companies control. For example, we know that many of these forecasts assume a rebound in commodity prices in the near term, yet a 

collapse in the Chinese banking system or a global recession would almost certainly prove these forecasts incorrect.  

MORE UPSIDE THAN DOWNSIDE 

Regardless of how you look at it, the underlying message remains that a diversified portfolio of assets should help you achieve your financial 

objectives in the long-term. Shares may appear risky and bonds may offer little by way of ongoing yield, but these are not reasons to put 100% 

of your money in cash. In fact, the current statistical backdrop shows there is greater upside opportunity than downside risk in many growth 

assets, so the bigger question is whether you are willing to expose yourself in the meantime. 
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Take a step back for a moment and consider the following bet. You are provided two for one odds to pick the price of oil 12 months from now 

within a $10 per barrel range. Therefore, if you think it will be $35 per barrel for WTI Crude, any result within $30 to $40 will win the bet. Would 

you take it? 

Hopefully not. The reality is that commodity prices such as oil and iron ore are incredibly difficult to grasp in the near term. Howard Marks, one 

of Warren Buffett’s close associates and a highly distinguished investor himself, recently put a version of the above bet out to anyone willing to 

gamble on the oil price. His bet allowed any expert to choose any $10 per barrel range for the oil price one year in advance. Of course, he was 

being mischievous (he only offered $100 for anyone that was correct) as he was using it to illustrate the low probability in picking the oil price.  

SHORT-TERM OIL IS A MUGS GAME 

Howard Marks is one of few so willing to say that he has 

no idea where oil is heading in the short-term. After all, 

the CEO’s of the big miners didn’t see the recent slump 

coming so quickly, nor did the Energy Information 

Administration (the official reporting body in the USA). 

In fact, the EIA is supposed to be one of the most 

reputable sources of information on oil, yet they 

produced the chart below in 2008 showing a future 

price range between $50-$200. Even a $150 per barrel 

price range hasn’t captured the recent slump at sub $30 

a barrel. 

So what does an investor need to know about oil in 

order to protect their wealth and derive a risk-adjusted 

profit? Should an investor be taking a long-term position 

on the oil price? Or is it too risky? We can assess this 

in many ways, but it is worthwhile considering the 

1980’s crisis as there are many characteristic lessons. 

 

 

 

 

OIL CRASH OF -50% - HAVE WE BEEN HERE BEFORE? 

 

The EIA failed to foresee 

oil at under $30 per barrel  

The 1980-1986 oil crash 

has many inherent lessons 
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The first thing to grasp is that oil is cyclical and has endured long 

periods of expansion as well as contraction. While these are usually 

related to periods of over-supply or under-supply, the market 

dynamic is not always so clear.  

At present, it is estimated that there are approximately one million 

barrels per day in excess being produced. This is against a 

backdrop of total output of approximately 96.6 million barrels per 

day, therefore one million is significant enough to stress markets.  

In fact, according to data from the EIA (the data can be trusted, if 

not the forecasts), the last time we saw a one million plus excess 

was in 1980, which happened to coincide with the last great price 

crash from $39 a barrel to $10.90 (in real terms, a similar crash from 

over $106 to under $24 a barrel). Both today and in 1980, the 

catalyst boiled down to the basics of an overhang and excess oil.  

DESTINED FOR 25 YEARS OF LOW OIL PRICES? 

The natural reaction to an oversupply is to cut output, whether via 

corporate defaults or a deliberate deal from the likes of OPEC. In 

the 1980’s, it took producers 3 years of production cuts before finally 

finding a balance at -9.5% less oil output. On that occasion, the cuts 

were mostly driven by OPEC and many of the expensive players in 

the current market will be praying for another intervention.  

One important lesson from the 1980’s is if the current backdrop is 

anything like it was in 1986, it would seem appropriate to recognise 

the distinct possibility that oil could stay lower for longer. From the 

start of the crash in 1981 to the bottom in 1986 and beyond, the 

market never experienced a full recovery, at least not for 25 years.  

Having said the above, it is not to say that a partial rebound isn’t 

expected. Looking back since 1974, there have only been three 

periods when prices have fallen -50% in a year (1986, 2008 and 

2015) and another five periods when prices have fallen -20% or 

more.  

Historically, when the oil price has historically fallen -50% or more, 

the typical recovery after one year has been 36.1%. This prospect 

might entice some investors, however the problem with such short-

termism is the volatility, as the historical range from this point has 

been anything from a further loss of -37% to a gain of 104%. From 

a probability perspective, we are historically looking at a 75.0% 

chance of gains and 25.0% chance of further losses.  

If the recent low price of $26 a barrel marks the bottom, it is distinctly 

possible that oil could experience rapid price gains, albeit off a low 

base and highly unlikely to reach its previous heights anytime soon.  

The reality is that we don’t know whether oil has reached its bottom 

yet. But we do know the probabilities suggest a greater chance of 

gains than losses from the current price level. This does not mean 

that oil miners will survive, and if the 1980’s experience is to go by, 

the likelihood is that many at the high end might not.   

 

A LONG-TERM LOOK AT SUPPLY AND DEMAND OF OIL 

 WHAT WE KNOW ABOUT LONG-TERM SUPPLY 

Production costs for oil range from as low as US$10 per barrel in Iran 

to as high as US$60 per barrel in the USA shale industry. Once we 

factor in exploration costs and future development, the break-even 

point rises further. Therefore, market dynamics should suggest that 

the expensive players will be forced out of the industry (unless OPEC 

intervenes), leaving the low-cost producers with a greater market 

share before eventually finding equilibrium at a higher oil price point.  

The irony is that the market is hoping/waiting/expecting the first cuts 

in supply to come from OPEC (consisting of Algeria, Angola, Ecuador, 

Iran, Iraq, Kuwait, Libya, Nigeria, Qatar, Saudi Arabia, United Arab 

Emirates and Venezuela) which are generally seen to be the lowest 

cost producers. In contrast, a large portion of the excess supply has 

come from the USA, as seen by the uptick in the yellow line.  

 

 

 

 

 

 

 

WHAT WE KNOW ABOUT LONG-TERM DEMAND 

The demand for oil is a two-sided debate. The statistics in recent 

years have shown us that oil appears to have peaked in the Western 

World, as seen by the yellow and orange lines below (representing 

the USA and Europe). However, emerging economies such as those 

in Asia have more than offset these declines and bolstered overall 

global demand for oil to new heights. It is for this reason that the oil 

and China fears are inter-related because they rely on each-other.  
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  CHINA’S HARD-LANDING FEARS 

 The markets continue to be worried by the weakness in China. Some 

reputable investors, such as George Soros, have made their opinions 

known that a hard-landing is “practically unavoidable” (interestingly, 

he has decided to take a short position against the USA market rather 

than China directly). Others, including many CEO’s in the mining 

industry, believe this is overblown. It raises the question… Who do 

you believe? 

IS CHINA A SUCCESS OR FAILURE? 

If it can be believed, the Chinese government continue to step up 

efforts to keep the economic transition ticking along. The most recent 

GDP announcement, whilst disappointing the market (expectation 

was for 6.9%), showed that growth for the final quarter came in at 

6.8% ahead of the same time last year. True to their promise, this 

growth consisted of more services (up 8.3%) and less infrastructure 

(up 6.0%), showing that the transition is taking place beneath the 

volatility and worry. We have also seen President Xi Jinping travelling 

through the Middle East and promoting the new Silk Road which will 

add a much needed boost to infrastructure with greater links between 

China and Europe. In addition, the Chinese sovereign wealth funds 

are reportedly targeting chip-technology makers in a bid to become a 

future powerhouse in technology.  

The irony on face value is that the statistics seem to be 

overwhelmingly positive. Non-performing loans remain very low at 

less than 2%, retail sales are up 10.7% in nominal terms and even 

mining production was up 2.7% despite the commodity crisis.  

Many commentators remain concerned about the Manufacturing PMI, 

however the January reading of 48.4 has seen a steady improvement 

from its lows of 47.2 in September 2015. Non-manufacturing PMI also 

remains healthy at 53.5.  

A DEBT CRISIS 4X BIGGER THAN THE GFC 

There are however things to be worried about. One of the biggest 

concerns is the underlying debt expansion over the past 10 years.  

It is true that China has relied on large expansions in debt to achieve 

its growth. Debt levels have 

increased significantly, with 

total bank assets (seen to be 

one of the most well-rounded 

and reliable measures) up from 

US$3 trillion to over US$34.5 

trillion in just 10 years.  

This means that loans on issue 

have grown considerably, 

which is only a problem if the 

loans issued fail to be repaid, 

as was the case in the Asian 

Crisis of 1997.  

 

At the moment, the non-performing loan data shows a figure of 

less than 2%. However, Kyle Bass, a hedge fund manager famed 

for picking the financial crisis, has warned that non-performing 

loan cycles in China tend to wipe more than 10% of total assets.  

The fear is that if another non-performing loan cycle of 10%+ 

occurs, it would wipe more than US$3.5 trillion in Chinese bank 

equity, four times greater than the $650 billion USA banking crisis 

in the GFC. Bass suggests that this would require a $10 trillion 

injection by the People’s Bank of China and a significant 

depreciation of the Yuan. Said another way, the world would go 

into chaos under GFC2. 

It is important to note that there are no obvious signs of a large 

scale debt crisis at this stage, with only very mild rises in non-

performing loans apparent.  

A typically quoted trigger for an increase in non-performing loans 

is the inflated property market in China. This was a major focal 

point for 2015, with the property market down more than 6% year-

on-year in mid-2015. However, this has since turned positive once 

again and is currently up just over 1% year-on-year. Bank 

reserves are also high by global standards.  

REFLECTION OF THE OUTLOOK 

Whilst a highly leveraged banking system increases the risk of a 

major credit crisis, it does not mean a crisis is inevitable. Australia 

has one of the most leveraged banking systems in the world, yet 

we rarely fear what might happen under a non-performing loan 

cycle locally. 

Chinese loan growth continues to grow at close to 15%, and while 

this is probably not sustainable in the long-term, the lesson from 

Australia is that it can continue for a very, very long time. 

If a crisis does occur, there will be little scope to hide. However, 

as a general rule, investors are well placed using probabilistic 

judgement. It is definitely a risk but by no means a certainty.  

 

 
Chinese Outstanding Loan Growth – Stable but Excessive 
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Newspapers sell on negative news, and it is easy to depict a doom and gloom scenario about China at the current time. While some 

judgements are reasonably accurate and worthy of concern (such as the debt expansion on the previous page), many other points lack 

validity. 

In an effort to outline an honest appraisal of the Chinese economy, we list below four topics often misrepresented and worth considering: 

1. China is now growing at the slowest rate in a quarter of a century, but is NOT contracting.  
 

While it is technically true that the Chinese GDP growth rate is the slowest in 25 years, this can be grossly misleading. At the end of 

2015, China was growing at 6.8%, three times faster than USA and much more than twice the rate of Australia. As we have previously 

discussed, much of the “weakness” occurred back in March last year, where growth was 1.3% for the quarter. That was their weakest 

quarterly growth rate for many years, but still exceeded Australia, the USA and almost all of Europe.  
 

The positive, which most people are missing, is that since the March 2015 disappointment, growth has stabilised at 1.7%, 1.8% and 

1.6% for the past three quarters respectively. The current expectation for Q1 2016 is for growth of 1.49% (to be released on 15th April), 

therefore withstanding any major disappointments in the current quarter, the annualised growth rate is unlikely to crash. 

 

2. When exports and imports fall, a hard-landing is NOT inevitable.  
 

Let’s take a look at Australia’s record, which has certainly had its fair share of export/import trade volatility. 1966, 1977, 1983, 2001 and 

2009 were all periods where Australian exports and imports fell at the same time. Were these periods to sell, for fear of a hard-landing? 

No. In the three years following an episode, the market rose 94.5%, 130.4%, 121.7%, 23.0% and 4.8% respectively. Could the Chinese 

experience be different? Quite possibly, but it is worthwhile keeping this perspective in mind. The reality in China at the current time is 

that exports are only down a fraction and imports are falling mainly due to the oil and commodity price slump, not due to a lack of 

productivity, as production continues to grow at reasonable levels. 

 

3. The currency is not an issue.  
 

The Chinese Yuan, fresh from being added to the IMF reserve basket, has copped an incredible amount of negative sentiment following 

the decision to allow it to depreciate against the US Dollar. This sentiment has allegedly caused a mass exodus of capital from mainland 

China, forcing the Government to reduce its stockpile of foreign reserves from $3.99 trillion in June 2014 down to $3.23 tril lion most 

recently. This is also forecast to reduce down to $3.08 trillion by the end of March.  
 

The concern is understandable but could be partially misleading. The reality is that the Chinese Yuan, with its close ties to the US Dollar, 

has been one of the strongest currencies in the world and needs to depreciate to bring it closer to global norms. As an example, the 

Australian Dollar, Canadian Dollar and Indian Rupee have all fallen by -8.1%, -9.5%, -8.7% over the past 12 months against the US 

Dollar. Meanwhile, the Chinese Yuan, Taiwanese Dollar and Hong Kong Dollar have only fallen a fraction of that at -5.0%, -4.1% and    

-0.5% respectively, making the Chinese region comparatively less competitive. A lower currency will help the economy in time. 

 

4. China’s “bear market” leads the economy.  
 

It is common for people in developed economies to believe the share-market leads the economy. However, this is not always the case 

in emerging markets. The reality is that China’s mainland share-market, the Shanghai composite, has always endured volatility unrelated 

to the economy. On average, the Chinese share-market encounters a bear market (fall of over -20%) once in about every two years. 

This is much more common than Australia and the developed world.  
 

Further to that, selling into a Chinese bear market has been a bad idea. Since reasonable records have been available from 1993, we 

can observe that the Shanghai index has suffered a -20% fall or more (from any prior month-end peak) in 1993, 1994, 1995, 1997, 

1999, 2001, 2002, 2004, 2008, 2009, 2010, 2011 and 2015. This is 13 out of the 23 years observed or more than a one in two chance 

of a “bear market” in a given year. In the meantime, the Chinese economy has continued to expand despite all the setbacks. The lesson 

here is that the Chinese share-market has inherently volatility, which may or may not indicate any problems in the economy. 

 

 

  

 

FOUR MYTHS BUSTED ABOUT CHINA  

 

      

SUMMARY 

All of this might make us sound overly bullish on China, but this is not necessarily true. The days of China growing at 10%+ for decades at a 

time are over, and a prudent investor needs to acknowledge there are numerous risks to the Chinese economy during its transition. However, 

we are talking about a developing economy that has always had risks (rewind the clock over the past seven years and you will see similar 

concerns reverberated), so it is more important than ever to be educated on what are risks and what are not.  
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Where are global valuations today according to the Zone System? 

With the significant market falls in recent times, the global market values have 

improved according to the Zone System. Many markets which were in Zones 1 

or 2 only twelve months ago (USA, Germany, England, China) are now 

considered much more reasonably valued. Japan has bucked the trend and 

remains overvalued according to the Zone System, but most other markets are 

falling as the system expected. 

At the lower end, Australian small caps and Malaysian equities have relatively 

outperformed, and we would suspect this has some mean-reversion at play given 

they were both undervalued 12 months ago according to the Zone System. 

Greece and Brazil both continue to struggle despite glaring undervaluations, 

however given the unique circumstances facing these nations, it could take many 

years before any mean-reversion takes place. Going forward, India and Hong 

Kong both appear undervalued. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

LARGE-CAP VS SMALL CAP DIVIDE 

While Australian small caps have outperformed large caps on a relative basis, the below charts show that both indices have failed to provide 

any sustained net gains for investors in absolute terms. Going forward, both indices appear reasonably undervalued with upside potential. 
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All Ords – 5 Year Zone System Small Ords – 5 Year Zone System 

ZONE SYSTEM RANKING – GLOBAL APPLICATION 

 

A global market 

in Zone 5 has 

significantly 

outperformed a 

market in Zone 1 

GLOBAL ZONE SYSTEM Current Zone  12 Months Ago Index Type 1 Month 3 Months 6 Months 12 Months

Australia

Broad market 4 3 All Ords Index -5.4% -4.4% -11.0% -8.9%

Small caps 4 5 ASX Small Ordinaries Index -5.2% -1.8% -2.0% 0.0%

USA

Top 500 2 1 S&P500 Index -5.1% -6.7% -7.8% -2.7%

Small caps 4 2 Russell 2000 Index -8.8% -10.9% -16.4% -11.2%

Europe

Germany 2 1 DAX -8.8% -9.7% -13.4% -8.4%

England 4 2 FTSE100 -2.5% -4.4% -9.1% -9.9%

Greece 5 5 Athex Composite Share Price Index -12.4% -21.2% -30.7% -23.4%

Americas

Brazil 5 5 Bovespa -6.8% -11.9% -20.6% -13.9%

Developed Asia

Japan 1 1 Nikkei 225 -8.0% -8.2% -14.9% -0.9%

Hong Kong 5 3 Hang Seng -10.2% -13.1% -20.1% -19.7%

Taiwan 4 2 Taiwan Weighted -3.1% -5.5% -6.7% -13.7%

Emerging Asia

China 4 2 Shanghai Composite -22.6% -19.1% -25.3% -14.7%

India 5 4 BSE 30 -4.8% -6.7% -11.5% -14.8%

Malaysia 4 4 KLSE Composite -1.5% 0.1% -3.2% -6.4%



 
 

   

Issue 379 – 15th February 2016  11 

  

A major problem regularly quoted about the Australian share-market in that of concentration risk. The top 10 holdings in Australia comprise 

CBA, WBC, NAB, ANZ, TLS, BHP, CSL, WES, WOW and MQG; with seven of these ten achieving most of their revenue from the two narrow 

activities of banking and supermarket operations. The problem for anyone holding the Australian share-market index at the current time is that 

these seven holdings are almost all under intense scrutiny and the negative sentiment has caused many of them to fall in value considerably. 

What we need to figure out is whether the collective individuals who trade or own the likes of CBA, ANZ and Woolworths know something that 

we don’t or whether they are overreacting. 

EARNINGS FORECASTS APPEAR HEALTHY 

The financial statements have shown us that these blue-chips have a strong history of steadily increasing revenues/profits and therefore 

maintained healthy dividends. While this fact saw an unprecedented influx of willing buyers through 2013-14, it is now reversing quickly. 

Individuals are pointing to a multitude of negatives; tougher regulations, a heated property market, higher doubtful debt provisions and changes 

in management, to name but a few. Yet with the exception of Woolworths (with the Masters calamity) nowhere do these risks show a significant 

impact on the consensus forecasts for earnings. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

So if earnings are expected to rise, why are prices falling? Is the market foreseeing a doom and gloom scenario for these companies? 

Or is this a buying opportunity?  

As a general rule, the time to worry is when valuations are lofty or when earnings are falling. At this stage, neither of these are apparent for 

most of the big seven, at least in the numbers known to the marketplace. With valuations down anywhere from -23.7% for CBA to -40.5% for 

ANZ, the likelihood of significant falls from current values appears less likely, albeit entirely possible.  

For those that think these holdings have been oversold, the question then becomes if/when we will see any re-valuation process take hold. 

For the major banks, there does not appear to be an obvious catalyst, with earnings growth tipped to stumble along at approximately 0.65% 

to 4.26%. However, selling into fear is one of the worst mistakes an investor can make, so we urge readers to carefully consider whether any 

changes are warranted at all. 

 

 

 

AUSTRALIAN BANKS AND SUPERMARKETS – WHAT TO DO? 

 

ANZ 

WES WOW 

NAB WBC 

CBA 
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CURRENT CORE LIST  

With reporting season under way, we are undertaking a critical review of all holdings to ensure they are delivering the core objectives. A 

thorough analysis will be portrayed in the March edition, however as always, we review the core portfolio with a view to balance the following: 

a) healthy and stable returns b) diversification c) dividend growth and d) capital preservation. While the volatility of the portfolio has certainly 

been tested in recent times, the relative performance has held up on an after tax and brokerage basis. We therefore maintain a strong 

preference for businesses that are likely to deliver outperformance over the long-term through stable earnings profiles.  

 

NO CHANGES TO THE CORE HOLDINGS TABLES –  

The portfolio continues to meet our objectives and we do not see any need for change at the current time. General volatility, especially around 

commodities, has further enhanced the fundamental appeal of many companies. However, a patient and long-term view remains prudent for 

the core component of a portfolio. We believe that the level of diversification in the core portfolio, both across industries and companies, not 

only reduces overall risk but also allows enough concentration to deliver upside in businesses with proven earnings models.       

 

CORE SHARE LIST UPDATE  

 

Data to 12 February 2016. Source: Factset, AFR Share Tables, FT 

ASX 

Code
Name

Price 

12/02/2016

Market 

Cap

Dividend 

Yield (incl 

Franking)

Dividend 

Growth 

Rate %

P/E Ratio

Earnings 

Growth 

Rate%

P/BV
Net Asset 

Backing

$1,000 for 

1 Year

$1,000 for 

3 Years

CORE PORTFOLIO

Banks

CBA C'wlth Bank  of Aust 73.33$     125.2 8.2 4.7 13.3 1.1 2.5 28.3 863$        1,092$       

WBC Westpac Banking 28.06$     93.6 9.5 2.8 10.9 3.6 1.9 13.1 855$        1,059$       

ANZ ANZ Banking Grp 22.18$     64.7 11.7 1.7 8.2 2.3 1.2 16.9 724$        997$          

Mining and Energy

BHP BHP Billiton 15.09$     48.5 16.0 36.9 32.3 -25.4 0.6 16.2 567$        821$          

RIO Rio Tinto 40.47$     17.2 10.5 16.9 17.2 -19.4 0.3 25.6 683$        888$          

S32 South32 1.08$       5.7 - - - - 0.4 - - -

ORI Orica 12.55$     4.7 8.8 - - 1.7 1.6 3.7 692$        811$          

WPL Woodside Petroleum 26.61$     21.9 14.8 43.4 8.2 54.8 1.1 27.0 796$        953$          

Consumer

WES Wesfarmers 42.43$     47.8 6.7 5.3 19.6 12.4 2.0 4.9 1,006$     1,057$       

WOW Woolworths 22.17$     28.2 9.0 1.5 13.0 -0.4 2.7 3.6 814$        918$          

CCL Coca-Cola Amatil 8.23$       6.3 6.7 -25.0 23.0 -25.4 3.8 2.2 819$        864$          

Healthcare

COH Cochlear 103.20$   5.9 2.9 -25.2 34.9 55.2 14.9 3.2 1,049$     1,125$       

RHC Ramsay Health Care 56.68$     11.5 2.6 18.8 30.6 11.9 6.5 0.3 897$        1,247$       

Utilities

AGL AGL Energy 18.20$     12.3 5.2 5.6 - 19.8 1.4 7.2 1,252$     1,109$       

AST AusNet Services 1.46$       5.2 7.7 - 12.7 -65.2 1.6 0.8 1,046$     1,136$       

Insurance

AMP AMP 5.17$       15.3 7.2 13.0 14.9 29.2 1.8 1.5 815$        1,031$       

IAG Insurance Aust Grp 5.15$       12.5 8.0 -25.6 16.5 -32.9 1.8 1.3 920$        1,032$       

Industrials

BXB Brambles 10.20$     16.1 3.1 3.7 21.0 26.8 4.9 0.7 978$        1,096$       

Infrastructure

SYD Sydney Airport 6.38$       14.2 4.0 4.4 103.4 -13.8 9.6 2.8 1,316$     1,339$       

TCL Transurban Grp 10.74$     21.8 4.1 14.3 244.1 -30.5 3.7 3.0 1,243$     1,271$       

Property

SGP Stockland 3.99$       9.5 6.1 - 8.3 8.4 1.1 3.9 938$        1,099$       

WFD Westfield Corp 9.56$       19.9 3.6 32.5 17.6 -40.6 2.2 5.0 1,045$     1,175$       

AVERAGE POSITIONING 15.7 7.2 5.0 17.2 1.70 1.9 3.7 920$        1,053$       
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Wouldn’t it be great if we had clear 

insight on the future potential from 

shares? After all, no-one wants to 

work their final 10 years only to find 

out a stock-market crash wipes       

-50% of their lifetime savings at the 

last hurdle. In fact, no-one wants a 

stock-market crash to wipe -50% 

of their lifetime savings at any time, 

period. 

For this reason, the Investing 

Times spends a lot of its resources 

looking for asset allocation proxies 

to help investors choose between 

stocks, bonds and cash at vital 

times in their investment horizon. 

This is not to say it is perfect, in fact 

it is categorically imperfect.  

In the end, we are sceptical of the assumption that shares will earn 

7% or 8% forever in a straight line, as most retirement savings 

models suggest. These models, while well-intended, are also 

categorically imperfect and have had disastrous implications for 

those that planned to retire in 2007 or similar. So what does one 

do? Throw their hands up in the air? Use the straight line method 

anyway? If you agree like Austin Donnelly always did that the 

market is sometimes overvalued and other times undervalued, why 

not listen to what might be causing such discrepancies. 

We understand that all valuation metrics have their limitations, 

however we do believe a careful selection of them are the best of 

an unpredictable bunch. After all, if it means tossing a coin correctly 

55% of the time it is better than not tossing it at all.  

But putting gambling inferences aside, it could importantly be of 

great assistance to someone worried about a major correction 

denting their retirement capital and may steer them roughly into the 

right direction.  

The Zone System and more recently the Science of Investing are 

the backbones to this research, and we potentially have a new 

addition to the arsenal which we outline herein. 

INDIVIDUAL ALLOCATION TO SHARES AS A 

MARKET PROXY 

Have you ever spent a moment to reflect how your asset 

composition compares to the average? According to official data 

from the RBA, the average Australian household has 55.2% tied up 

in property, 19.0% of the wealth in superannuation, 9.2% in cash 

or cash-like securities and 7.5% in shares or equity-like securities 

(the remaining 9.0% is “other”). 

 

 

ANOTHER CONTRARIAN PROXY FOR THE SHARE-MARKET 

 

This might interest some of you on face value, however the real 

benefit is when you dig underneath and track this over the long-

term. Since 1988, this composition has remained remarkably 

stable, with the exception of superannuation which has gradually 

nudged upwards from 10.4% in 1988 to the current level of 19.0%. 

However, it is the gyrations of the shares component that is of 

particular interest. In the chart, we show that allocations to equities 

has peaked at the wrong times (1988, 2000, 2007) and troughed at 

the wrong times (1991, 2003, 2009). 

Common logic can explain a large portion of this as it is supply and 

demand at work. Every investor is making a decision between 

shares, property, bonds and cash at any given moment. As market 

values increase, allocations tend to grow as the prices rise; and vice 

versa.  

Therefore, while this method ignores many of the complexities that 

drive market prices, there is a unique opportunity to gauge investor 

interest and potentially take a view to “buy low, sell high”. 

 

 

Why is the Allocation to Shares Important? 

A high allocation shows excessive optimism in the 

future, whereas a low allocation shows unnecessary 

pessimism. When people have excess funds outside of 

shares, it presents an opportunity to buy at low prices. 

Forward return if allocation is less than average = 8.9% 

Forward return if allocation is more than average = 2.6% 
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Running a back-test on the Australia 

market, we can see that there is a 

quite strong negative correlation 

between the allocation the average 

household has to equities and the 

future 10-year return on offer. Indeed, 

it seems to offer an opportunity to 

“buy low, sell high”.  

The correlation of -0.65 is what many 

would call statistically appealing. By 

these figures, history has shown us 

that a low individual allocation to 

shares (less than average) has 

produced a higher subsequent 12 

month return than a high individual 

allocation at a rate of 9.28% versus 

1.68%. 

Similar work in the USA has shown an even stronger correlation exists over longer time periods. Below is the research from an outfit called 

the Philosophical Economist. 

 

 

 

 

 

 

 

 

 

 

 

So how could a pre-retiree or retiree use this information? We would suggest in a few ways. One grossly imperfect way would be to look at 

the current allocation and trace that this ‘should’ theoretically equate to a return of approximately 10-11%pa over the next 10 years in the 

Australian market and 5-6% in the USA market. Many investors would be thrilled to hear this under the current backdrop. You could then 

gauge this against the estimated return on offer from other asset classes and allocate your capital accordingly. 

However, this strict application is both unwise and unlikely to work as you expect. The better way is to take it as an approximate guide.  

More specifically, our take on the application of this proxy is to realise that the current individual allocation to shares does not seem to pose a 

medium to long-term danger to future returns (on face value, it would possibly suggest the opposite is starting to occur). Therefore, drastic 

conservative action does not seem warranted. We would also suggest comparing this to the other valuation metrics in the Science of Investing 

document to further validate your view.  

Of course, the exact outcome could - and will - be imperfect but it might just be better than assuming a straight line, or worse still, sitting out 

due to fear and missing the sustained net gains on offer.     

 

ANOTHER CONTRARIAN PROXY FOR THE SHARE-MARKET (continued) 
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THE REAL COST OF CASH 

 

TERM DEPOSIT – SMSF CURRENT RATES (14/02/16) 

 

All rates are provided by ubank.com.au.  

 

 While the data shows that cash has a decent record at keeping up with inflation 

(see chart top right), it only works as a viable income source if your standard of 

living is willing to reduce by the rate of inflation over time.  

This is known as the “price for security”, and applies similarly to bonds, term 

deposits and even hybrid securities. In other words, if the coupon payment does 

not rise, you may face a longevity or cash-flow problem in the face of inflation. 

 

.  

 

 

Over the years, it is amazing to see how often the 

phrase “cash is king” is quoted. It is well-intended 

as a form of ultimate security, yet it is very poorly 

understood as an asset. 

Cash is used primarily for four reasons; 1) as a 

financial buffer to ensure forced sales are not 

required, 2) as ammunition to take advantage of 

undervalued assets, 3) as a secure investment, 

and 4) as a safe income source in retirement. 

The use of cash for points 1 to 3 can be entirely 

valid. However, there has always been a criticism 

with the 4th and it relates the risk of cash failing to 

keep up with inflation.  

Excerpt from Warren Buffett in October 2008: 

“Today people who hold cash 

equivalents feel comfortable. They 

shouldn’t. They have opted for a 

terrible long-term asset, one that pays 

virtually nothing and is certain to 

depreciate in value” 

CASE STUDY ON INFLATION 

The typical example would include a recently 

retired couple such as the following: 

Michael and Sue require $50,000 to live on and 

have a nest-egg of $1.6 million. Therefore, the 

initial drawdown required is 3.12% to meet their 

needs. At the commencement, they have many 

options. They can invest in a diversified portfolio 

and generate high income levels, but this comes 

with risk to their capital. Instead, they can opt for 

the current RaboDirect special offer to achieve 

3.2% and decide to simply live off the interest. 

In year one, this does not pose any problems. 

However, in year two, when inflation pushes the 

cost of living up to $51,500, Michael and Sue face 

an increasing problem. They now require 3.22% 

to achieve the same standard of living. By year 10, 

they require $67,196 or 4.2%. And so on it goes. 

This simple example illustrates the importance of 

real returns and is Superannuation and 

Retirement Planning 101. However, many self-

funded and directed retirees fail to think the 

implications through.  

 

 

ONLINE SAVING ACCOUNTS – SMSF’S (14/02/16) 

 
Institution Product

Maximum 

Interest Rate

Standard 

Variable Rate

ANZ Business Online Saver 1.95% 1.30%

Bankwest Business Telenet Saver Account 1.70% 1.70%

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 High Interest Savings - SMSF 3.20% 2.50%

Suncorp Bank Business Saver Account 2.15% 2.15%

UBank USaver SMSF 2.56% 2.16%

Institution 1 month 3 months 4 months 6 months 9 months 12 months

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

Bankwest 2.00% 2.70% 2.70% 2.85% 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% 2.60% 2.85%

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

ING DIRECT n/a 2.70% 2.70% 3.00% 2.70% 3.00%

Macquarie Bank 2.10% 2.85% 2.85% 2.85% 2.85% 2.90%

ME Bank 2.30% 3.10% 3.10% 3.30% 2.50% 3.20%

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% 2.45% 2.45% 2.60% 2.50% 2.60%

UBank 2.20% 2.81% 2.81% 3.01% 2.81% 3.01%

Westpac 2.00% 2.00% 2.00% 2.00% 2.00% 2.70%
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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.  
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The word “recession” is listed as one of 

the most fearful for an investor and it 

doesn’t require a large imagination to 

depict a scenario that sees the current 

economy slide into recession.  

An interesting way to think about the 

relationship between recessions and 

investing is to imagine that you had a 

crystal ball telling you every time a 

recession was incoming. A sane 

investor would presumably go to 

cash/bonds and wait until they were 

told the next growth period was upon 

us, as implementing such a strategy 

would create enormous 

outperformance such as the below.  

However, we don’t have a crystal ball in our corner when it comes to investing. We need to figure this out for ourselves. So what should we 

do? Put it in the “unpredictable” basket or rigorously analyse the data the best way possible to give ourselves a chance of spotting a recession 

before it hits? 

THE BEST METHODS TO SPOT A RECESSION 

One issue we have in Australia is a lack of recessions to analyse. This is something we should be very thankful for, but is limiting for the 

purposes of this analysis. Most reliable data sources only trace back to the 1950’s at the earliest, of which we have had just five recessions 

in that time. However, on a global scale it turns out that there are standout metrics which have a relatively high probability of identifying a 

recession in advance.  

The Investing Times has outlined many of these over recent years (the yield curve, motor vehicle sales and household goods, etc), but never 

have we created a “tracker” that can be used by our readers on an ongoing basis. To give you an idea, we are in the process of analysing 

multiple recession-leading metrics such as those outlined below: 

1. Changes to personal incomes, motor vehicle sales and household good spending 

2. Trade partner GDP changes and export/import volumes 

3. Currency movements 

4. Asset value changes – especially property values and share-market values 

5. The Government bond yield spread – 10-year versus 3-year 

6. The Corporate bond spread of A-rated to BBB-rated 

7. Changes in the Manufacturing PMI index, both relative and absolute 

8. Unemployment trends 

9. Consumer confidence 

We look forward to providing this information on an ongoing basis and hopefully give our readers a reasonably accurate backdrop on the risk 

of recession. If we can help you to protect your portfolio and prevent the downside risks, then we are doing our job well.  

 


