Issue 171, 25 March 2013

Opportunities abound in residential property
Stop the presses! Just before publishing the Switzer Super Report today, a Cyprus deal was
brokered. All deposits under 100,000 euros will be "fully guaranteed". That's provided some relief to
share markets, but if you're after other buying opportunities you can't go past residential property right
now. As we move into the autumn buying season, we've put together a property special that will run
over the next five weeks.
This week, resident Switzer Super Report economist JP Goldman runs us through the fundamentals
behind this rebound and Paul Rickard explains the advantages and disadvantages of investing in
direct property via your super fund.
Sincerely,

Peter Switzer
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Cyprus fiddles, while markets burn
by Peter Switzer
As prospects brightened for a Cypriot bailout, Wall
Street reacted positively and closed up 90.54 points
or 0.63% but I don’t think Cyprus is a driver for the
overdue pullback.
Even more so now since, just as we were going to
press, a Cyprus deal was brokered. All deposits
under 100,000 euros will be “fully guaranteed”. Laiki
Bank, the second-biggest bank in Cyprus, will be
closed and anyone with 100,000 euros plus will cop a
big haircut! A 40% levy could apply! Large deposits in
the Bank of Cyprus will also cop a levy.
The first market reaction will be positive but there
could be a rethink after what has happened to big
depositors sinks in.
At least Cyprus will stay in the Euro zone and the
worst case scenario has been averted.

Contagion concerns

The more important issue that should the sow the
seeds of a sell-off in shares is the fact that the Dow is
up 10.74% this year alone! Over the same time we in
Australia are up around 7%.

March is the end of the financial year for Europe and
this can result in some selling of stocks. Undoubtedly,
Europeans are worried about the implications of
Cyprus in as much as economies such as Italy and
Spain might be asked one day to tax their savers.

Sure, we could be in a historically unique situation
because the loose monetary policy right around the
world is very unique, but history tells me we can’t
keep going up forever. However, waiting for this
pullback has been like pulling out your back teeth with
a set of tweezers!

EU officials have denied this, but uncertainty is never
good for stocks. In a nutshell, the IMF, the ECB and
the EU want Cyprus to slug their savers to qualify for
a 10 billion euro bailout package.
If the European trio aren’t pleased by the deal,
Cypriot banks will go bankrupt. There won’t be a run
because they won’t open their doors but wages
won’t be paid, neither will bills be covered and the
economy will be cashless and stuffed.
Exit plan
If that ever happened, the government would, in all
likelihood, leave the eurozone and issue their own
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money but no one would want to lend to Cyprus
because they would be afraid that they would not get
paid back.
In the end the country would have to deal with the
IMF and any help there would be designed to make
Cypriots pay via taxes to secure that support. I am
talking nightmare stuff for Cyprus but how would it
extend to other economies and stock markets?

Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.

Cyprus is only 0.2% of the eurozone’s GDP, but its
failure could really hurt Greece and that’s where the
EU would need to be involved. Obviously, if Cyprus
left, and Greece was under more pressure, then it
could also think about leaving the eurozone.
The ECB would fight this, as it would undermine the
euro even more. The Russians apparently have told
Cyprus to sort out their mess, despite Russians
having 20 billion euros in Cyprus banks and Russian
banks having 40 billion euros worth in loans to the
island!
The next few days
For the moment, markets seem to believe that Cyprus
will not be allowed to fail – I guess they believe Mario
Draghi, the ECB boss, who said they would do
“whatever it takes” to save the euro. The one thing
that worries me is that Cyprus is a player in the
international banking system and if it goes bankrupt,
other banks will cop losses and that will lead to stock
market uncertainty.
The ECB has not only got to come up with a smart,
sellable plan for the Cypriot government – which it
appears to have done, it has to make sure that a
contagion of a Cyprus-kind does not lead to savers
rushing to ATMs to withdraw and then stash their
cash under their mattresses.
What happens over the next few days will determine
the stock market reaction, but if the ECB and its
buddies play their cards right, then the market will
avoid being spooked and we will have to wait for
another trigger for the overdue pullback.
Of course, if the worst-case scenario happens, then I
expect a sizeable pullback, which eventually will
create a buying opportunity. Watch this space!
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Residential property the next market to watch
by JP Goldman
Conditions for the residential property sector are
pointing up, thanks to low interest rates, good
housing affordability and a relatively low rate of home
building in recent years that has left rental markets
fairly tight.
Importantly for the sector, the Reserve Bank does not
share the view of some (mainly foreign) analysts who
believe local house prices are wildly overvalued. It’s
prepared to support the sector further over the
coming year, if need be, with lower interest rates.
After all, house prices relative to household incomes
have moved around a broadly stable trend since the
mini-bubble in house prices burst in late 2003.
Australia’s relatively high rate of population growth
and high urban density continues to support prices.
Alternative growth source
From a cyclical perspective, the market seems due
for improvement. Indeed, with the huge run up in
mining investment close to a peak, the RBA wants to
see “non-mining” sectors take up some of the
economic slack over the next few years.
If the Australian dollar remains relatively high,
non-mining trade exposed sectors like manufacturing,
education and tourism will be hard pressed to provide
this alternate source of growth – meaning more work
will be required from the consumer sector and ideally,
housing construction.

Both consumer spending and home building will do
better in an environment of at least modestly rising
house prices – which should be possible without
sparking fears of an “asset bubble” due to the
current good affordability levels.
According to the recently released Commonwealth
Bank/Housing Industry Association home affordability
index, the percentage of average household income
required to service a loan on the average-priced
home in Australia has fallen over the past year to be
almost at the levels last seen in 2009. House prices
relative to income are below their average of the past
decade, and mortgage interest rates are well below
average.
Sound underpinnings
Note that back in 2009, very low interest rates and a
panicked drop in house prices during the financial
crisis created the conditions for a mini-boom in prices
over the following year. Underpinning the market
today are tight rental markets, with the national
vacancy rate still only around 2%.
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these supply side constraints, builders have
nonetheless found ways of meeting demand in recent
years, with a strong upturn in building in 2009 and
2010. Indeed, home building approvals have also
lifted since mid-2012, but so far at least the upturn
remains muted and led by apartments rather than
established homes.
Compared with 2009, the current upturn should be
more dominated by investors than first homebuyers.
That should see relatively more demand for, and
construction of, apartments rather than single-family
homes, and some eventual easing in rental market
pressures.

As reflected in a lift in home loan approvals, demand
is starting to stir. Over the past year, the value of
home loan approvals (excluding re-financing) rose by
9%, led by solid demand from existing homeowners
and investors. Confidence among existing
homeowners has lifted, and more see now as a good
time to buy a new dwelling. Tight rental markets and
relatively flat house prices in recent years have
improved rental yields, making investment property
also relatively more attractive – especially now in a
period of exceptionally low interest rates.

This improvement in rental supply should also temper
the overall lift in house prices relative to a situation
where first homebuyers were driving the market.
Longer-term, another huge move higher in house
prices is unlikely – as household debt levels are
already high. Rather house prices will respond with a
lag to the rise and fall in affordability caused by the
interest rate cycle.
Important: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. Consider the
appropriateness of the information in regards to your
circumstances.

Investors to the fore
Unlike in 2009, however, first-home buyers are
generally less active – as there are less government
incentives. Led by some temporary incentives,
first-home buyer demand did spurt higher briefly in
mid-2012, but has since waned again. One challenge
facing first home buyers is that the lift in prices
relative to income in recent years – although
countered by a drop in mortgage rates – made the
upfront deposit relative to income requirement for
those just getting into the market more onerous.
On the supply side, Australia’s housing sector has
long faced challenges, which is partly why
established house prices have held up so well.
Developers continue to bemoan land shortages,
heavy infrastructure charges and an often-unfriendly
local government approvals process. But despite
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Using your super to invest directly in property
by Paul Rickard
Improving auction clearance rates, record low interest
rates and a sense that the property market is coming
out of the doldrums are leading many SMSF trustees
to think hard about using their super monies to invest
in property.
Typically, SMSFs have invested in property indirectly
through listed or unlisted property funds, or for those
where the trustee own a business, by buying the
trustee’s business premises. Purchases of
investment property have represented only a very
small proportion of overall SMSF assets. However, a
change by the ATO in its interpretation in its
treatment of “improvements”, together with
improving market sentiment, have led to a strong pick
up in investment property enquiries by SMSF
trustees.
Let’s take a quick look at the advantages and
disadvantages of buying an investment property in
your SMSF.
Advantages
1. Unlock your super money: Your super monies
cannot be accessed (withdrawn) until you
meet a ‘condition’ of release, which for most
of us is not until age 60. However, you can
use these monies to buy an investment
property in the name of your SMSF. The
super monies can be used as the deposit, or
to buy the property outright. For keen property
investors, using your SMSF is an alternative
to buying property with your own money;
2. Maximum capital gains tax rate is 15%:
Because super funds are taxed at
concessional rates, the tax payable on any
capital gain will be considerably less inside
your superannuation fund than if you own the
property outside super. In fact, the following
rates will apply:

If your fund is in accumulation phase
and you have owned the property for
less than 12 months, capital gains will
be taxed at 15%;
If your fund is in accumulation and you
have owned the property for more
than 12 months, capital gains will be
taxed at 10%; and
If your fund is in pension, capital gains
will be taxed at 0% – tax free!
3. Income on the property (net rent) is only taxed
at a maximum rate of 15%: As with all
superannuation investments, income is
concessionally taxed – 15% in accumulation,
0% on assets supporting pensions. This is
great for properties that are purchased
outright, and for those that are positively
geared.
Disadvantages
1. Single asset risk: Property is a lumpy asset,
and for many funds, the investment property
may represent a considerable chunk of their
super monies. They may be overly exposed to
a single asset class – and perhaps more
importantly – a single asset. Other asset
classes such as shares may provide better
risk-adjusted returns – and we can’t all “buy
the worst house in the best street”. Like all
markets, you need to know what you are
doing;
2. Transaction costs and liquidity: Transaction
costs, such as stamp duty and the agent’s
fee when you come to sell the house, are
relatively high. Further, if you are planning to
borrow to purchase the property, then super
loans are relatively expensive to set up. You
should count on:
To set up the bare trust for the
property (ie the property custodian),
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around $2,500;
Loan application fees – some banks
are still charging around $1,500 for a
residential property application fee,
although competition is bringing this
down to as low as $500;
Bank legal fees – to review your
SMSF trust deed and property
custodian deed, typically around
$1,500;
A valuation may be required (you pay
the valuation fee); and
3. Negative gearing makes no sense: As your
SMSF only pays tax at a maximum rate of
15%, it is not the most tax efficient vehicle for
a negatively geared property. If the sum of
interest expenses, rental expenses, repairs
and depreciation exceeds the rent, then the
effective deduction on the difference is 15%
inside super compared to up to 46.5% outside
super.

member; and
2. If it is an investment property, you or a related
party can’t rent the property from the fund. In
99% of cases, this will cause the fund to
breach the ‘5% in-house assets’ test. You
will need to find an external tenant.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.

Two things you can’t do
Using your SMSF to buy an investment property can
be a pretty effective strategy. Last year, the ATO
confirmed a change in the rules that means that for a
property subject to a super loan (‘a limited recourse
borrowing arrangement’), other monies inside or
outside your super fund can now be used to improve
the property. Potentially, you can “buy the worst
house in the best street, do it up, and then when you
are in pension phase, sell the property free of any
capital gains tax”.
That’s the strategy – buying, potentially improving,
holding, and selling free of any CGT.
However, there are two things you can’t do when it
comes to investment property and SMSFs.
Unfortunately, some of the property “spruikers”/real
estate agents/ buyer’s agents don’t understand the
rules. These are:
1. You can’t purchase the investment property
from a ‘related party’. Under the super rules,
this is pretty exhaustive – a related party to a
member includes any lineal descendent (husb
and/wife/brother/sister/son/daughter/aunt/uncl
e etc), or a company or trust controlled by the
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Auction clearance rates continue to point to
recovery
by Penny Pryor
In the few weeks since we began reporting on capital
city clearance rates, the numbers have continued to
improve and are markedly better than they were this
time last year.
Sydney reported a clearance rate of 70.5% and 373
properties sold on the weekend. That was up even on
the previous week when the clearance rate was
68.7% and there were 296 properties sold.
The median price of a house sold at auction in
Sydney on the weekend was $943,250 compared to
$862,000 the previous week. The most expensive
house was a three-bedroom house sold in Arncliffe
for $4.55 million.
Auction Results: This Saturday, 23 March 2013

The strong clearance rates were across the board in
Sydney. The highest rate was recorded for the Upper
North Shore at 83%. That was closely followed by the
Inner West and Canterbury Bankstown regions, which
both recorded clearance rates of 76%.
In Victoria, the Real Estate Institute of Victoria
reported there was a record number of 1,106 auctions
for Super Saturday at which 753 properties sold, and
of the 353 passed in, 223 of those were on a vendor
bid.
The median price of a house sold at auction in
Melbourne was $660,550 and was slightly up on the
$646,000 the previous week. The most expensive
house in Melbourne was a four-bedroom house sold
in Sandringham for $2.575 million.

Auction Results: Updated Saturday, 16 March
2013

Next to boom
Auction clearance rates have been giving us a good
idea of the uptick for sometime now, but if you’re an
investor looking for opportunities, our Thursday
newsletter will include the top 20 forecast East Coast
capital city areas (Sydney, Melbourne and Brisbane
combined) to grow over the next five years.
For the next five weeks we will be running a series of
articles for the SMSF trustee that target property tips
and tricks plus this very extensive data supplied
exclusively to us by Residex, so don’t miss it.
Auction Results: Updated Saturday, 24 March
2012

Important: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. Consider the
appropriateness of the information in regards to your
circumstances.
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Weekly broker wrap – QAN, Virgin and NAB
upgraded to buy
by Rudi Filapek-Vandyck
Earnings Forecast

share gains, especially in recurring revenue lines.
FY15 earnings forecasts were lifted by 20% to reflect
the better market share. The higher earnings caused
a big jump in the price target, giving Citi the
headroom to upgrade its call. Broker sentiment for the
stock is neutral according to the FNArena Database.
Last week was a busy one for David Jones (DJS).
The stock was upgraded to Hold from Sell by JP
Morgan, while both Macquarie and Citi downgraded
their calls to Sell from Hold. JP Morgan has grown a
bit more comfortable with the company’s strategic
direction and sees signs of growth for FY15. Citi
didn’t much like the first result, with cost pressures,
weak sales and lower credit card earnings combining
to make it difficult for the broker to see any kind of
growth over the next couple of years. Macquarie has
trouble with the increasingly steep looking valuation
and thinks it will take just about everything the
company has, just to keep from going backwards.
Sentiment for the stock is neutral.

Stockbroker upgrades and downgrades for individual
stocks were pretty much in balance during the week
past – nine versus eight. Some companies – like
David Jones – received both upgrades and
downgrades as brokers remain unconvinced on the
outlook for retail. Others – like National Australia
Bank – were back in brokers good books again, who
were encouraged by an expected improvement in
access to credit.
In favour
Aristocrat Leisure (ALL) was upgraded to Buy from
Sell by Citi, the broker noting the company has done
a really good job in bringing in some new design
talent for games, which is already paying off in North
America. Citi now expects to see decent market

Macquarie upgraded its call on National Australia
Bank (NAB) to Buy from Hold. The broker conducted
a review of the sector and reported institutional and
corporate borrowing appears to be improving in the
mining states. Macquarie believes access to credit
may become easier in the second half of the year and
given NAB is the primary banker to more SMEs than
any of the other major banks, it is now the broker’s
top pick in the sector.
Another stock that had a busy week was Premier
Investments (PMV), with Credit Suisse upgrading its
recommendation to Buy from Hold, while Deutsche
Bank upgraded to Hold from Sell and Citi
downgraded its call to Sell from Hold. Credit Suisse
thinks the outlook is finally starting to improve. The
broker sees growing upside in the group’s domestic
mature brands, while international growth also looks
promising. Deutsche Bank is starting to see some
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positive signs for retailers in Australia, but the broker
also reckons it’s way too early to call a macro
improvement. A federal election later in the year
further adds to Deutsche’s cautious stance. Citi is
simply expecting nothing in the way of earnings
growth in the second half and really through FY14.
Add the flat earnings outlook to a valuation that is
looking increasingly stretched and you’ve got a
downgrade. Sentiment for the stock is neutral.
Qantas (QAN) was upgraded to Buy from Sell by
Macquarie, the broker thinks earnings margins are
moving back to a more normal rate and has more
confidence in the industry outlook, generally.
Sentiment is positive. The broker also upgraded
Sydney Airport (SYD) to Buy from Hold, noting the
outlook for international remains solid, while growth in
domestic remains in line with expectations. Given the
improving performance, the broker thinks the
valuation and general prospects are becoming
increasingly attractive. Sentiment for the stock is
negative.

yet it is cautious about margins. The company also
reported a number of weather-related impacts on
earnings to the tune of $10-$15m, while the operating
environment for Minova is not good. As well as
downgrading the stock, the broker also cut FY13-14
earnings forecasts.
Note: FNArena monitors eight leading stockbrokers
on a daily basis and the tables below are based on
data analysis from the week past. The eight experts
are: BA-Merrill Lynch, Citi, Credit Suisse, Deutsche
Bank, JP Morgan, Macquarie, CIMB (formerly RBS)
and UBS.
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
Changes to stock broker ratings in the past week

Rounding out the air travel theme from Macquarie is
Virgin Australia (VAH). Citi upgraded its
recommendation to Buy from Hold, noting that Virgin
is increasingly challenging Qantas’ position in the
business class and regional markets. Sentiment is
positive.
Out of favour
On the downgrade side of the ledger, AMP (AMP)
was cut to Sell from Hold. Macquarie believes most of
the upside from improving economic conditions is
already in the price, while ongoing negative
performance in the life sector is starting to pose a
clear downside risk to expectations. Sentiment shifted
to neutral on the downgrade.
Our last two downgrades come from UBS, the broker
lowering its calls on both Bandana Energy (BND) and
Orica (ORI) to Hold from Buy. As far as Bandana
goes, the market will be unlikely to pay a ‘valuation
based price’ until there is more clarity on funding and
a project go-ahead can be counted on. Thus a
funding solution, probably via a sell down to a JV
partner, is required if the stock is going to re-rate.
The broker thinks the outlook for Orica is still positive,
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Chart of the week - Sun rises for Nikkei 225
by Lance Lai
There has been very little change on the charts since
last week despite the fears in Europe and Cyprus.
I rarely talk about the Japanese market as it rarely
leads markets, having been in such a downward
spiral for so long.
However this week’s chart, the Nikkei 225, has been
chosen to illustrate what happens when sentiment
turns positive on a market which has been in such a
slump for some time. It is also used to illustrate the
extent of the global bull run we’ve witnessed.

Reflecting back to Australia or Western markets, the
concluding comment to the perplexing question of
whether to buy now or later has remained the same
for several weeks now.
If your time frame is longer term, then there is an
argument to simply buy some more now if you have
not already done so. If we are specifically referring to
the Japanese market, I’m not sure if this applies as
45% in four months is more than sufficient, if not too
much.
This market is overdue for a pull back.
Bullish indicators

The Japanese market has risen 45% in a little over
four months and this is marked on the chart where
the index bottomed on 13 November 2012. This
market has moved very similarly to the US market,
where on 29 November 2012’s Switzer TV Show,
1448 was identified as a “G” or good level to be
broken. In Japan, that same number is about 9,838,
where once broken, saw the market rocket off.
There are three bullish indicators to four bearish
indicators. On the surface this seems like it is nicely
balanced, however if you factor in the four levels the
index could fall, with the worst fall being some 22%
lower, the cautious trade is not to buy into this market
now.

1. The 200-day moving average is firmly pointing
upwards.
2. Weekly time frames indicate more upward
momentum may be expected without a blow
out to the topside. A projected “topside” of
12,815 or 13,825, as ridiculous as it sounds,
is 2.5% from here and 10.5% higher is
technically
3. There is little doubt we are now well and truly
trading to the upside of the “G” = good level
of 1,448 in the US S&P500. In this chart, the
G level is 9,838. We are 27% above this level
now. The market has indicated confidence in
the future.
Bearish indicators
1. Indicators are topping out on daily time
frames.
2. Indicators are ripe for a pull back on weekly
time frames.
3. The low of 13 November indicated on the
chart was 8,619. In four months the index has
increased by 45% without a meaningful
pause.
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4. There are so many levels the market could fall
back to and still have this uptrend remain as a
major theme. This has been indicated on the
chart: Down 7.4% to 11,574
Down 9.7% to 11,289
Down 12.6% to 10,934 – this is
indicted in yellow as it is a key level
Down 22% even to 9,739 – this is
indicated in yellow as it represents a
pull back to Break Out levels
Important: 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. Consider the
appropriateness of the information in regards to your
circumstances.
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The week ahead
Australia
March 26 Speech by RBA Governor
March 27 Financial Stability Review
March 28 Monthly inflation gauge (February)
March 28 Population (September quarter)
March 28 Financial accounts (Dec quarter)
March 28 Job vacancies (February)
March 28 Private sector credit (February)
International
March 26 US Durable goods orders (February)
March 26 US Consumer confidence (March)
March 26 US Case Shiller home prices (January)
March 26 US New home sales (February)
March 28 US Economic growth (Dec quarter)
March 29 US Personal income (February)
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