Issue 98, 5 July 2012

My outlook
As I've been saying, I can feel the change in the stock market in 'me waters'. Action from Europe's
leaders toward solving their financial problems are helping stocks recover. But there are still a lot of
economic concerns out there and I weigh up the good and the bad in today's note.
Also in the Switzer Super Report, Charlie Aitken is back with his stock tips and market analysis, Ron
Bewley looks at whether the risk of investing in stocks is worth it, and Andrew Bloore wraps up all the
new rules your super fund must now follow this new financial year. Plus, we welcome our new
contributor, Chris Gray from Empire, who will be focusing on property investment strategies. Have a
great afternoon.
Sincerely,

Peter Switzer
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The muddle through is speeding up
by Peter Switzer
Two weeks ago I irreverently suggested, with
apologies to Kath & Kim, that “I could feel it in me
waters” that stocks could be heading up. It was ahead
of the EU summit and the charts were pointing to the
possibility, but now the question is can it keep going?
Europe on track
Since the summit, which saw the EU leaders provide
more support to European banks and opt for growth
at the expense of severe austerity, stocks have headed
up. In fact, the Stoxx Europe 600 Index was up 5.2%
in three days, but more importantly, it could end this
week higher for the fifth week in a row!
Of course, Europe’s indexes have been helped by the
Greek election, the Spanish bank bailout and the
summit. And tomorrow there is an expectation that
the European Central Bank will cut interest rates by
0.25%.
A Bloomberg survey of 62 economists found that 11
saw no cut, 46 predicted a 0.25 basis point reduction,
while five expected a 0.5 basis point drop. A cut
would certainly add to the positives and would keep
the momentum going on EU markets.
US economy
In the US, the jobs report comes out on Friday and
there is no expectation of great news with only
90,000 jobs tipped to have been created in June.
However, that would be miles better than the 69,000
that showed up in May.
These jobs numbers could be a market mood maker
ahead of the next reporting season, which kicks off
next week with Alcoa first out of the blocks.
Right now the US economy is slowing, but the news is
mixed. Just this week manufacturing shrank in June

for the first time since July 2009, but then one day
later we found that factory orders rose in May.
Manufacturing out of China is weaker than expected,
but then the Chinese authorities are now easing
monetary policy. At the same time, US investors are
still hopeful that the US Federal Reserve will invoke a
third quantitative easing stimulus package (QE3) if
the economy does not pick up soon – the job numbers
will bring this issue into play later this week.
At home
Locally, our economy is starting to show some
positive signs that the 1.25% rate cuts since October
last year and the Federal Budget pre-carbon tax
handouts have started to have some impact on the
economy.
This week building approvals surged 27.3% for May,
capital city house prices rose 1% in June and retail
trade was up a bigger than expected 0.5% in May.
Meanwhile, the TD Securities Inflation gauge
indicates inflation remains at a low 1.6%.
CommSec thinks one more rate cut will happen in
August, but if stocks head higher, I suspect the
Reserve Bank of Australia (RBA) will keep its powder
dry until something goes wrong in Europe. If it
doesn’t and the US economy looks better in coming
months, thanks to say lower gasoline prices and a less
scary Europe or better than expected company
reporting, then stocks could keep trending higher.
This would be helped by China showing some positive
signs, though that could take three months.
My view is that the muddling through process is
speeding up, though it could hit a few road bumps in
coming months. But I maintain faith in an
end-of-year rally, especially after the US election, and
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this could usher in the end of the secular bear market
that started in November 2007 with the Global
Financial Crisis.
Put it down to my economic and market judgment
and, of course, ‘me waters’!
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Stock buys for the new financial year
by Charlie Aitken
The 2012 financial year was a complete annus
horribilis in terms of the Australian equity market, a
year that is best forgotten. Let’s all hope FY2013 is
brighter.
I have been thinking recently that we have reached
the point where anyone who doesn’t want to own
equities has already sold and moved on. Private
investors have dumped equities in favour of the
‘safety’ of bonds (at all time high prices), pension
funds have allocated in favour of fixed interest over
equities, hedge funds are short equities and long fixed
interest and central banks are massively long fixed
interest and have no equity holdings.
Bond yields have bottomed
All roads have led to bonds and that is why they
remain the mother of all bubbles, with yields
artificially held down by the coordinated actions of
central banks. Those still holding equities claim to be
‘defensively’ positioned, parked in the perceived
safety of defensives (at record high premiums to
cyclicals).

into the full-year dividend season.
Metals and Mining
Meanwhile, I may well be proved too simplistic, but I
continue to believe the Australian Metals & Mining
sector (XMM) is going to play performance catch up
to the world’s commodity and risk sentiment
barometer – the Australian Dollar. I believe many of
the world’s biggest global macro hedge funds are
short the Australian dollar and XMM, a nasty
combination as beta rallies. It also seems domestic
investors are underweight metals and mining, while
private clients have given up on miners.
If the correlation between the Aussie and XMM holds
firm, there is around another 10% move higher in
Australian metals and mining stocks just to play catch
up to the Aussie dollar move. I am firmly of the belief
this correlation will hold, which is why I continue to
beat the buy drum on BHP Billiton (BHP) and
Fortescue (FMG). Remember, currencies lead and
equities follow in this macro driven correlation world.
Fortescue (FMG) – Buy

My view is that Australian 10 year Government bond
yields bottomed for our lifetime at 2.70% in early
June. Yields have risen recently and I see further yield
increases coming, with a near-term technical target of
3.65%. Australian Government Bonds will prove to be
‘return-free risk’ over the medium-term.
It seems Australian large cap financials, particularly
banks and general insurers, have an inverse
correlation to domestic long bond prices. In fact, early
this week it looked like asset allocation money was
rotating from government bond yield to financial
equity dividend yield – and Telstra (TLS). ANZ,
AMP, NAB, WBC, SUN and TLS remain in my high
conviction buy list. All performed well yesterday as
domestic bond yields rose. I expect this to continue

I personally think Fortescue is going to rip the
shorters to shreds this quarter.
Andrew Forrest bought 28 million shares last week
and it seems most came from fresh shorters
(investors who are essentially betting on making
money from a price decline). Long-only money didn’t
sell to him and the majority of his buying was left
unsatisfied. The CEO of New Power also bought
Fortescue shares personally in the last quarter.
Industry sources suggest Fortescue shipped close to
6.5 million tonnes (mt) in May based off railed
volumes of near 6mt. If proved correct, that means
Fortescue shipped at an annualised rate of 78mt in
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May and railed at an annualised rate of 72mt. The
industry rumour is those run rates have been
maintained in June with the new ship-loader
commissioned.
My view is the June quarter production report will
lead to consensus upgrades for this stock as NOBODY
is using those annualised rates of Fortescue
production.
I also believe there is a growing likelihood of a 2012
financial year earnings and DIVIDEND surprise at
the full-year result in August.
But our view on Fortescue has always been based on
FY2013 and beyond. We forecast 53% earnings per
share (EPS) growth and a prospective 7% dividend
yield, all for a price to earnings ratio of 5.4-times and
EV/EBITDA of 3.7-times.
Fortescue should lead a risk rally. That’s all I know,
with Andrew tightening an already tight register even
further. Fortescue remains a high conviction buy with
a $7.50 price target.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Don't be scared of investing in equities
by Ron Bewley
The theme of my last column was that the standard
assumed value of $850,000 being an indicative
amount of savings to maintain a comfortable lifestyle
for a retiring couple – at $55,080 per annum
according to the Association of Superannuation
Funds of Australia (ASFA) – doesn’t last as long as
many people might think.

Chart 1: Rolling 20-year averages of the All
Ordinaries price index from 1900 to the
present

If saving more before retirement is not feasible, assets
that are riskier than a balanced fund may need to be
considered during retirement. The ASFA assumption
is that a balanced fund might earn 7% per annum
after fees and taxes but, like last financial year, the
actual return can fall far short of that average.
Inflation is assumed to be 3% per annum.
So how risky are equities? Before I deal with how to
use equities in an SMSF effectively in my next
column, allow me to explore first some long-run
historical properties of equity returns.
Equity returns
Data on the All Ordinaries goes back to 1900 – in
monthly averages – but only for the price index,
meaning that dividends are not being reinvested. In
Chart 1, I show 20-year rolling annual averages of
returns on this index to give an idea of what equity
market volatility might mean in the long run over the
course of retirement. I have written elsewhere that I
believe a conservative average return is about 5% for
Australian equities.
The lowest 20-year return has been about 2.5%,
which is about the expected rate of inflation going
forward. In other words, if a person retires at 60 and
does not draw down capital, it might be reasonable to
think that there is a good chance all capital will be
preserved after inflation to the age of 80! The usual
disclaimer about past performance not being a
reliable predictor of future returns should be heeded.

Of course, a retiree needs funds to live on – so what
about dividends?
The longest series I can find on dividends is for the
S&P/ASX200. I show these for each financial years
between 1985/86 and 2011/12 in Chart 2 below.
Dividend yields have been quite stable over this
period. If they are indicative of future yields – and we
take franking credits into account at, say, dividends
being 80% franked – there are only four years when
these grossed-up yields did not exceed 5%. The
smallest grossed-up yield was 4.3%. A fund in pension
mode doesn’t normally attract tax and franking
credits are returned to the retiree.
In pension mode, 4% must be withdrawn from the
fund between the ages of 60 and 65, 5% per annum
over the next five years and the minimum drawdown
increases in steps thereafter. If we now take the
ASX200 index and deduct 5% from the grossed-up
dividends – and only draw down capital when
grossed-up dividends are lower than 5% – the index
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would return 6.9% per annum after a 5% a year
drawdown with excess dividends being reinvested.
That return is almost the same as the expected return
on a balanced fund before drawdown. Of course
keeping a constant 5% drawdown means that the
pension in dollar terms fluctuates with the capital
value. In my next column, I shall consider how to
keep a small pool of cash in a separate ‘bucket’ to help
smooth out the retiree’s income stream.
Chart 2: Dividend yields on the ASX 200
1985/86 to the present

Ron Bewley is the executive director of Woodhall
Investment Research.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Nine new rules for your super start now
by Andrew Bloore
The 1st of July not only marks the start of the 2012/13
financial year, but also a changing landscape for super
funds. Here is a wrap of the new rules that are now in
effect to ensure your SMSF stays up to date with the
latest legislation.
1. Minimum pension for the year
Account based pensions, including transition to
retirement (TTR) income streams, are required to
meet minimum annual pension payments. The
minimum factors depend on the opening balance of
the pension and the age of the pensioner. The
minimum pension for the 2013 financial year has
been set at 75% of legislated minimums, as set out in
the table below, to assist funds that continue to be
affected by the Global Financial Crisis. This brings
relief to those who have seen a downward shift in
their super, as a greater amount can be retained in the
fund to sustain their balance in a concessionally taxed
environment.

The concessional cap for those aged over 50 is
reduced from $50,000 to $25,000, bringing it into
line with the general cap for all individuals.
This will affect all concessional contributions
including salary sacrifice, TTR and personal
contributions for which a tax deduction is claimed.
Individuals need to be aware of their employer
contributions to ensure that any contribution above
this amount does not breach the $25,000
contributions cap. This may require downward
adjustments to salary sacrifice strategies and a review
of whether transition to retirement strategies are still
beneficial under the reduced caps. The penalties for
exceeding the cap will eliminate the tax concessions
for concessional contributions.
The cap is scheduled to increase to $55,000 in 2014
for over 50’s with less than $500,000 in super.
3. Low Income Super Contribution (LISC)
Low income earners may receive the low income
super contribution from 1 July 2012. LISC effectively
returns the tax paid on concessional contributions by
the super fund. The amount will be paid straight into
super to directly boost retirement savings.

* Note that the minimum amount may be pro-rated
depending on the starting date of pension during the
financial year.
2. Concessional contributions cap for over 50s
reverting to general cap

Low income earners are defined as individuals with
an adjusted taxable income not exceeding $37,000.
The individual must have concessional contributions
for the year (which include employer-paid Super
Guarantee contributions, salary sacrifice and personal
deductible contributions), must not hold a temporary
resident visa, and satisfy an income test in which 10%
or more of their total income is derived from business
or employment.
The amount of the low income super contribution is
calculated at a rate of 15% of the total eligible
concessional contributions for the year where the
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amount payable is $20 or more, up to a maximum
payment of $500. It forms part of the contributions
segment, and therefore the tax-free component of any
super benefit. It is a different payment from the
Government super co-contribution which is
determined separately.
4. Government Co-Contributions
Note: The change in matching rate for the
co-contribution has yet to be finalised.
The super co-contribution is a government initiative
to help eligible individuals boost their super savings
for the future.
Individuals earning up to $46,920 in the 2012/13
financial year will be entitled to up to 50 cents for
every dollar of non-concessional contributions to
their super fund up to a maximum of $500 a year.
The maximum super co-contribution payable
depends on the individual’s total income, and is
payable to individuals who are under the age of 71 at
the end of the financial year in which the contribution
is made. For those aged 65 or over, the work test must
also be satisfied. Further, individuals must meet the
income test in which 10% or more of their total
income is derived from business or employment.
The good news is that there is no need to apply.
Eligible individuals who lodge their income tax return
will automatically receive the co-contribution. The
co-contribution effectively increases the contribution
1.5 times, meaning that more money is added to the
super fund courtesy of the government as a reward for
saving for their future. A great return on investment!
The following items are draft regulations and have
not yet been legislated
5. Change to tax concessions for those earning
over $300,000 a year

income, tax-free government pensions and benefits
less child support. Therefore employing TTR
strategies, personal deductible contributions or salary
sacrifice arrangements will not be effective in
reducing taxable income for this purpose.
If an individual’s income (excluding their
concessional contributions) is less than the $300,000
threshold, but the addition of their concessional
contributions pushes them over the threshold, the
reduced tax concession will only apply to the part of
the contributions that are in excess of the threshold.
Further, the reduced tax concession will not apply to
concessional contributions which exceed the
concessional contributions cap of $25,000 and are
therefore subject to excess contributions tax, since
excess contributions do not receive tax concessions.
The increased super contributions tax will still
represent a saving of 15% (net of the Medicare levy)
on concessional contributions to these individuals
who are taxed at 46.5%, in addition to taxing earnings
from investing those contributions at 15% instead of
the individual’s marginal tax rate (MTR). Additionally
when the fund is in pension phase, including TTR
strategies, earnings on assets supporting the pension
are tax free. This represents a significant tax saving
compared to investments held outside of super. It is
also interesting to note that the maximum additional
tax impost from these changes for individuals
contributing up to the $25,000 cap will be $3,750.
6. Regularly review investment strategy
SMSF trustees will need to regularly review their
investment strategy over and above the previous
requirement to formulate and give effect to their
investment strategy. While there is no guidance on
what ‘regularly’ means, it is assumed to be at least
annually or more frequently depending on the type of
investment.
7. Insurance requirements

Concessional contributions tax will increase from 15%
to 30% for people with income over $300,000. The
definition of income includes taxable income,
concessional superannuation contributions (both
superannuation guarantee charge contributions and
salary sacrifice contributions), adjusted fringe
benefits, total net investment losses, target foreign

SMSF trustees will be required to determine whether
they should hold insurance cover for their members
as part of establishing or reviewing their investment
strategy.
8. Market value requirements
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SMSF accounts will need to reflect the net market
value of their assets for reporting purposes. This
enables precise information about the funds financial
positions. Net market value is the amount that can be
received from the disposal of an asset in an orderly
market after deducting costs incurred in realising the
proceeds.
9. Assets separate
An SMSF must keep its assets separate from those of
the trustee personally or standard employer sponsors,
and their associates. The ATO will now be able to
enforce this on trustees.
The super changes certainly keep us on our toes, so
being aware of new legislation is the best way to be
prepared and make the most out of your
superannuation.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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Are you too old to invest in property using super?
by Chris Gray
It’s an exciting time to be managing your own
superannuation. With recent changes to government
policy, its now easier to leverage what funds you have
in super to purchase property.

The timeline at the end of this article shows the 20
and 30-year markers indicating where your loan
repayments may finish depending on the age at which
you undertook the loan.

While this ability to take control of your retirement
planning is exciting, it’s essential that you know the
characteristics of an asset before you find a place for it
within your fund. Each asset class carries its own
risks, and property is no exception. Here are some
things you need to consider.

Given the typical repayment period is between 20 to
30 years, ideally you would purchase your property
within super before the age of 45 to ensure you had
fully repaid your mortgage by retirement at 65.

Asset allocation risk
The costs of entering the property market are quite
high when compared with equities and the outlay on
deposit and stamp duty alone can take up the
majority of a fund, creating the risk of having many of
your eggs in one basket.
Like the share market, the property market can and
will change over time. What may seem like a solid
investment today may experience an unforeseeable
circumstance in the future leading to unwanted
expenses or a fall in value.
To weather an unexpected financial storm, it is
essential that your financial position doesn’t rely on
the outcome of a single asset and you have other asset
classes to rely upon.
Loan repayment periods
Once in the pension phase, there is very little tax
advantage to carrying debt. On the other hand, the
more tax-free income you have, the better your
lifestyle.
With this in mind, it’s important to consider the
repayment period for property loans, paying
particular attention to the end date.

If you chose to purchase in the yellow ‘cautionary’
period, ideally you should have strategies in place to
pay down your mortgage faster or contribute more in
lump sum payments so you enter retirement
debt-free.
The red period – after age 65 – leaves little
opportunity to repay the mortgage or to benefit from
capital gains and income. It may only become a
consideration if you are thinking of leaving the asset
as a legacy for family.
Minimum Withdrawal Risk in Pension Phase
As legislation requires beneficiaries to withdraw a
minimum of 4% of the portfolio’s fund each year,
minimum withdrawal risk becomes an important
consideration when using Super to invest in property.
If the majority of the fund is left holding a property
with very little liquidity left to pay out a pension at the
required rate, then you could be forced to sell the
property to meet these payments. Any growth that the
asset may be experiencing would also be sacrificed.
Even if property doesn’t make up the majority of your
portfolio, it’s important to remember that property is
bulky and doesn’t have the liquidity of shares and
other similar assets that can be sold quickly. If you
decide to sell, it may take weeks or even months to
liquidate.
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Property as a long-term investment
This is one of the largest considerations that will need
to be addressed if you’re looking to invest in property
responsibly with your super fund, regardless of
whether you have the ability to pay down the debt
quickly or not.
Well-located, median-priced property will ideally
double in value every 10 years or so. Like any market
though, property growth has its peaks and troughs.
Some years it may grow strongly and others it may
remain stagnant or slip.
For this reason alone, you should aim to hold the
asset for at least 10 years to take full advantage of
growth potential. Any less may lead to disappointing
results.
The bottom line
Like any investment decision, each of these
considerations will vary depending on your own
circumstances. You may not choose to retire at 65, or
you may have the ability to pay down a property loan
much faster and take full advantage of the rental
income.
Either way, it pays to take the life of the investment
into account as well as the size of the outlay to invest
in property responsibly and safely. Managing factors
such as these can lead to a lucrative property portfolio
that bears fruit for years to come.
This information is provided to profile the basic
elements of investing in property using your super.
However, each situation is different and we
recommend that you seek professional advice from a
trusted adviser that specialises in superannuation and
property.
Important information: This content has been
prepared without taking account of the objectives,
financial situation or needs of any particular
individual. It does not constitute formal advice.
Anyone should consider the appropriateness of the
information in regards to their circumstances.
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55

Thisisacautionaryperiodinwhichtobuy
property. You can still retire with the
propertyreturningapositivecashflowbut
youmaynothavereducedalldebtbythe
ageof 65.

Alternatively, you may also choose to
reitirelaterthan65,therebyincreasingthe
period you have to pay down the debt
beforeyourmainincomeceases.

20yrs

LOAN REPAYMENT PERIOD

45

DecidingtoinvestduringtheGREEN stage
means that you still have the ability to
comfortablypayoff alldebtbythetimeyou
retireat65.Atanystageuptotheageof 
45, repayments on a home loan can be
maderelativelyeasily.

30yrs

35

InvestinginpropertyintheYELLOW stage
meansthepropertyrepaymentsnowneed
tobemadeinlessthan20yearsif you
wishtoretiredebt-freeatage65.

25

0

65

Duetothelowandoftennegativeyields
thatcomefrompropertyintheshortterm,
purchasing property within this period
could be seen as an inefficient use of 
availablefundsthatcouldbebetterplaced
inmoreliquidandhigheryieldingassets.

InvestinginpropertyintheRED stageis
undesirable. The property market moves
arounda10yearcycleleavingverylittle,
if  any, time to reap any real capital
appreciation.

75

CAPITAL GAINS TAX = 0%

CAPITAL GAINS TAX = 10%

Duetothelackof taxadvantagesandthe
need for income once you retire, ideally
thereshouldbenodebtremainingonany
assetsonceinretirement.

AGE

SUPER RATE OF TAX = 0%

SUPER RATE OF TAX = 15%

60

PENSION PHASE

ACCUMULATION PHASE

85

WHEN TO PURCHASE PROPERTY WITHIN YOUR SMSF

Did you know?
It's important your self-managed super fund has a written investment strategy. To find out more about why, and
to view a sample strategy, read these articles on our website:
Creating a DIY investment strategy
A sample investment strategy

Don't miss this!
If you didn't catch Paul Rickard's review of our High income stock portfolio in Monday's report, make sure to
read it today. The portfolio has not only been tracking ahead of the market, but all companies have paid out
dividends.
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