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Suburban residential hotspots
The RBA left interest rates on hold on Tuesday, and while the talk of more rate cuts is subsiding, the
outlook is still very good for property pundits. Most experts are forecasting a very good winter ahead
and the first gains in major markets since the slump of two years ago.
Also today in the Switzer Super Report, James Dunn places a fine-toothed comb over depreciation
and capital works deductions available to the SMSF property investor. Ron Bewley looks at the telco
sector in Australia and our Fundie's favourite is logistics company Qube.
Next week Barrie Dunstan is back with a unique view on the commercial property sector and we
promise you an article on the top seven tips for buying an investment property.
Sincerely,

Peter Switzer
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Residential property - top 20 suburban areas for
growth
by Penny Pryor
The table today ranks the top 20 suburban areas
slated for growth for houses over the next five and
eight years.
At the top of our list are houses in the Doncaster area
in Melbourne in postcodes from 3097 to 3127.
According to the latest census data from the ABS, the
Doncaster area reports a higher than average
percentage of residents employed in professions –
29.5% versus a national average of 21.3% and 14.3%
are managers compared to the national average of
12.9%.
For investors, there is a relatively solid percentage of
Doncaster residents renting at 20%. Just under 50%
of residents own their homes and 25.5% have a
mortgage.
The top area in our table for NSW was for houses in

Liverpool and Fairfield. There the median value is
under $500,000 and the yield is relatively strong at
4.97%, with rents moving in line with inflation.
In the electoral district of Fairfield, the percentage of
properties for rent at 39.3% is much higher than the
national average. Just 27.3% of properties are owned
outright and 29% are owned with a mortgage. The
median monthly mortgage repayment as reported in
the census was $1818 and quite affordable.
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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Don’t forget property related tax deductions
by James Dunn
If you own residential investment property in your
SMSF, there are plenty of legitimate deductions to
which you may be entitled, which can be used to
reduce your fund’s taxable income.
Depreciation and capital works
One of the deductions most often missed is
depreciation and capital works allowances.
If the property was built before 16 September 1987,
the owner can claim depreciation on the plant and
equipment – the oven, dishwasher, blinds, carpets etc
– but not the building. The plant and equipment must
be depreciated at varying rates subject to the
“effective life” of the asset.
If the property was built after 16 September 1987, the
capital works allowance comes into play, and the
owner can claim depreciation on the actual building –
the brickwork, the concrete etc. – as well as the plant
and equipment.
Your total capital works deductions cannot exceed
the construction expenditure. If you have bought a
rental property off-the-plan, no deduction is available
until the construction is complete.
Two ways of working out depreciation
Depreciation and capital works allowances must be
claimed over a number of years. You can work out
your deduction for the decline in value of a
depreciating plant and equipment asset using either
the prime cost or diminishing value method. Both
methods are based on the effective life of the asset.
The prime cost method assumes that the value of a
depreciating asset decreases uniformly over its
effective life. The diminishing value method assumes
that the decline in value each year is a constant

proportion of the remaining value and produces a
progressively smaller decline over time.
The Australian Taxation Office (ATO) has a handy
guide to the taxation treatment of rental income and
expenses here that explains how to calculate both
these methods.
These deductions are not as handy to an SMSF as
they are to a non-super investor on a higher tax rate,
but while your fund is in accumulation mode and
taxed at 15% on its earnings, you should ensure that
you identify and use every cent of depreciation
allowance to which you are entitled. Paying more tax
in your SMSF than you legally should pay is a mug’s
game.
Depreciation schedule
Every owner of an investment property should
prepare a depreciation schedule, to make a thorough
list of all the things for which they can claim. This
schedule should note all of the things that the owner
has done to the property, or things that were done to
it in prior years. Even if a previous owner renovated
the property before your fund bought it, your SMSF is
still entitled to claim depreciation.
The best thing to do is engage a quantity surveyor to
do this job. Not only is the quantity surveyor highly
likely to find you extra deductions, if they find that
you’ve missed one from prior years, in conjunction
with your accountant they can lodge an amended
prior-year return as well – up to two years’ back.
A common misconception is that just because you
have bought an older house – say, a 1970s house –
there is no point getting a depreciation schedule
prepared. But there is, because you have paid for the
plant and equipment within that property: for example,
there is still value attached to that oven, those blinds
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and those carpets.
The capital works allowance (also known as the
building allowance) can be a bit more complicated.
On a brand-new house, the capital works allowance
is claimable for 40 years from the date of completion.
If your fund builds a house today and it costs
$200,000, within that house there might be $20,000
worth of plant and equipment – the ovens,
dishwashers, blinds etc – that you can depreciate at
varying annual rates.
The brickwork and concrete might represent
$180,000 – you could claim that at the fixed capital
works deduction rate of 2.5 per cent, or $4,500, for 40
years. But if your fund buys an investment property
that was built in 1993, you could still have 20 years of
deductions left.

$1,500 that stays in your SMSF and does not go to
the ATO. You can maximise the benefit by buying
property in an area where the rent is relatively high.
The other point to make is that by the time your
SMSF is in pension mode and not taxed, there is no
point in a depreciation schedule, because you do not
need tax deductions.
The above was compiled with the assistance of Tyron
Hyde, director of quantity surveying firm Washington
Brown.
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.

Renovations
Using a quantity surveyor is particularly important in
the case of renovated property: if you do not know the
cost of renovations done before your SMSF bought
the property, the quantity surveyor is fully qualified to
make an estimate that will be acceptable to the ATO.
If your SMSF is renovating an investment property –
which under the ATO’s final ruling SMSFR 2012/1, it
can do if it is not using borrowed funds for the
renovation – there is likely to be residual value, and
thus unclaimed depreciation, on any plant and
equipment you replace. You may be able to claim
immediate deductions for elements of the property
you remove: but if you do not know the cost of what
you have pulled out, you might not be able to claim
for it.
Another reason for using a quantity surveyor is
constant changes to what can be defined as plant
and equipment, and what is considered necessary in
order to make the property available to be rented out.
If your depreciation report calculates your total
depreciation in year one as $10,000, the tax benefit to
your SMSF is worth 15% or $1,500. Clearly that is not
as beneficial as the $4,650 that the same
depreciation amount would be worth to a non-super
investor on the highest marginal tax rate, but it is
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Fundies favourite – Platypus Asset Management on
Qube Holdings
by Toby Bucks
How long have you held Qube?
Almost three years.
What do you like about it?
Qube Logistics increases returns on assets through
integrating and owning more of the logistics value
chain. By increasing the number of touch points in an
import or export logistics chain, it not only increases
revenues, but, more importantly, increases margins
through greater efficiency.
Management has built positions in attractive
businesses over the last six years, and post
corporatisation in 2011, has taken control of the two
main business: the old P&O automotive and general
stevedoring, and the old P&O Trans Australia.
How is it better than its competitors?
We don’t believe it is clearly better in any particular
field than its competitors in an operating sense. We
believe that Qube’s smaller scale means it has better
opportunities to grow and develop an infrastructure
logistics operation, and that the share has more
growth and a better risk/return profile than Asciano or
Toll Holdings.
What do you like about its management?
Management is very experienced in this area. It built
Patrick Corp, which it subsequently sold, and created
strong shareholder value. The strategy at Qube is
almost exactly the same as at Patrick, and the key
operational managers – Maurice James, Donald
Smithwick, Paul Digney, Paul Lewis, David Knight
and many more – are performing the same roles at
Qube that they did at Patrick and were so successful.

What is key for us here, is that the managers have
excellent knowledge of their particular industries, they
have experience at running industry leading
operations, and they have excellent knowledge of
their competitor’s in-house operations.
We also like management’s long-term focus on
shareholder value creation.
What is your target price on Qube?
Our target price is above $2.
At what point would you sell it?
If the stock was trading above our target price, or if
the story had changed.
How much has it added (subtracted) to your
overall portfolio over the last 12 months?
It has had a very small negative contribution.
Is it a liquid stock?
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It trades $2 million a day.
Where do you see the value?
The stock is highly rated, owing to its management
and return profile. We see value over the next few
years, as it continues to integrate assets with new
businesses and own more touch points along
particular logistics chains.
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 telco sector – Telstra worth considering as a
dividend play
by Ron Bewley
There is only one stock in this sector in the ASX 100
– Telstra. As a result, we will also provide some
discussion of the other members of this sector that
reside in the next 100 of the ASX 200. Since Telstra
does not pass the ‘2.5’ test (please see my paper on
the Market Updates tab of our website
www.woodhall.com.au for details) there are grounds
for avoiding this sector altogether. However, Telstra is
a consistently strong dividend payer and can be
considered more like a bond than a stock.
The yield has been driven down to 6.4%, which is
solid, compared to even the big banks. But, if the
stock price retraces, as interest rates start to rise,
capital losses may wipe out prospective yield. For
many years’ total returns (capital gains plus
dividends) were pretty flat. It wasn’t until the rise of
NBN Co and the fall in interest rates that Telstra’s
price rose – in fact by 40% in the last 12 months.

Clearly from the table, all of the stocks – except for
the NZ Telco – have run hard over the last 12 months
but three of them – TPM, MTU, and IIN – deserve
some attention based on recommendations. Turning
to Chart 1, I plot the recommendations over time for
three of the Telcos – Telstra; the NZ version, TEL;
and the Singapore Telco, SGT.

Dividend maintenance
With recent statements that support continued
dividends at these lofty levels, that side of the
equation is relatively assured. However, it is not clear
what may happen after the September 14th election,
nor what may happen as a result of delays in NBN
Co. Moreover, interest rates are now being forecast
to rise, and not fall, as early as this year. When the
risk premium between Telstra’s yield and term
deposit rates closes, the stock price might start to
retreat.
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Telstra’s recommendation trace has been trending to
the downside for much of the last 12 months, while
SGT’s recommendation has moved sideways. TEL
has moved sideways since mid-2012 but was an
‘outperform 2’ 12 months ago.
The exuberance trace for this sector is shown in
Chart 2. It behaved normally until mid 2012 – in that it
repeatedly bounced off the 6% line. However, as rate
cut after rate cut took income away from term deposit
holders, these investors seemed to have stepped
back into the market in search of yield. In so doing,
they forced prices up into what would otherwise be
serious overpricing. However, they have only bid
down expected yield for the sector from 8.25% to 6%
over the last 15 months – leaving a respectable gap
or risk premium over term deposit rates. Exuberance
is now back at moderate levels.

We continue to forecast good prospects for the ASX
200 at 11.9% for the next 12 months. However, the
comparable forecast for this sector’s capital gains is
only 2.9%. As a dividend play, Telstra still seems
reasonable, but little might be expected on the capital
gains front. Telstra’s dividends are accompanied by
100% franking credits, which is great for super funds
in pension mode – unless of course, Wayne Swan
has other ideas in his May budget.
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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Ratings agencies shoot themselves in foot....again
by Gavin Madson
This week ratings agency Standard & Poor’s
finalised its review of hybrid equity credit which
resulted in retrospective changes to around $3.6
billion in hybrid capital for Australian companies,
including large retail issues from Origin and Santos.
This is just the latest episode of rating agencies
draping themselves in technical failure…which is
supposed to be their core competency.

50% equity credit, half of its value is applied to debt in
the calculation; if it is given 0% equity credit, its full
value is applied to debt. This is shown in the example
below.

What happened?
Hybrids by their nature are technical beasts. They are
supposed to be a mix of equity characteristics and
debt characteristics, hence the name hybrid, and are
at their heart designed to appease various regulatory
requirements, tax requirements and/or the
requirements of the rating agencies.
The hybrids affected by the changes were specifically
designed to meet S&Ps own criteria for equity
enhancement and now, with these changes, S&P has
acted retroactively on instruments specifically
designed to appease them. Under S&P’s criteria,
companies (with the help of their bankers) could
design their hybrid in such a way that they would
receive 100% equity credit for their issue. But now
S&P has changed its mind, taking away the 100%
equity credit and placing some companies under
rating pressure. What was previously cheap equity, is
now expensive debt.
What does 100% equity credit mean?
So what is the argument all about? When reviewing
companies, rating agencies calculate credit ratios to
help assign the rating. The most commonly known
credit ratio is gearing calculated as Debt/(Debt +
Equity). When a company’s hybrid is given 100%
equity credit, it doesn’t count as debt in making this
calculation, so the gearing of the company appears
lower when assigning the rating. If the hybrid is given

By receiving 100% equity credit for the hybrid in the
example above, the company is able to effectively
reduce its gearing, as calculated by the rating
agency, from 50% to 33%. By doing this, the
company may maintain, or improve, its credit rating
while still achieving its funding needs. The hybrid may
also allow the company to avoid offering a dilutive
equity raising to the market, to otherwise meet its
funding needs.
Santos has a €1,000m hybrid, which has gone from
100% equity to 0% equity – effectively applying an
extra €1 billion to the company’s balance sheet over
night. Its credit rating is now under pressure. Origin,
which has a $900 million hybrid and a €500 million
hybrid received 50% equity credit, adding over $700
million to its balance sheet. The ASX-listed Origin
hybrid was issued at 400 basis points over the bank
bill swap rate. Given its current rating, Origin would
raise senior debt at around 200 basis points. This
hybrid, which was once cheap equity, is now
expensive debt.
Doomed to failure
Perhaps what is most surprising is that any of these
issues received 100% equity value in the first place.
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At the time the Santos hybrid was issued, I noted that
S&P was loose in its application of the equity credit
allowance, even under its own (old) criteria. The
cumulative nature of deferred provisions in the
structure was a significant ‘debt-like’ characteristic,
which for me should have immediately ruled out any
chance of full equity credit. The rush of issues
following the Santos precedent probably highlighted
to the rating agency that it had gotten it wrong and
forced the review.
The result
As a result of this back flip, the rush of hybrid issues
seen last year has well and truly dried up. It also
highlights the need for investors to fully understand
the complex nature of hybrids – most are not
particularly debt-like and investors looking for fixed
income investments for their SMSF should tread
carefully. The losers as a result of S&P’s change in
approach will not be limited to the companies and the
rating agency.
For the purpose of full disclosure, I note that I have
previously worked at a credit rating agency (not
Standard & Poor’s).
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.

10

Question of the week – Transferring shares into an
SMSF
by Paul Rickard
Q: I want to transfer shares from my personal
account into my SMSF as part of my $150,000
non-concessional contributions for this tax year.
Should I wait until after Swannie’s budget to do so
and are there any restrictions I should be aware of?
My SMSF is worth about $600,000 at present and I’d
like to transfer about $100,000 -$120,000 worth of
shares.

contribution, I would certainly be arranging it well
before the end of the financial year.
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.

A: I don’t think there is any risk of Mr Swan touching
the $150,000 cap on non-concessional contributions
in the Budget. So in that sense, there is no need to
rush it.
That said, there are two other important
considerations:
1. The transfer will be considered to be a
‘disposal’ for capital gains tax purposes. So,
depending on the cost price of the shares and
other capital gains/losses incurred, you
(personally) may be liable to pay capital gains
tax. Timing to optimise the tax impact may be
important; and
2. Under “already announced” changes, off
market transfers are going to be a lot harder
to execute from 1 July 2013. The ATO has
announced that it proposes to change the
rules relating to ‘related party transactions’.
From 1 July 2013, a transfer of shares
between the SMSF and a related party will
need to be conducted through the underlying
market (i.e. the ASX). That will mean going to
a broker and asking them to arrange a
purchase and a sale transaction at the market
price. This may mean extra transaction costs
– and will certainly remove any flexibility in
relation to optimising the transfer (disposal)
price.
So, while there is no immediate urgency to make the
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Did you know?
As the market takes a breather, it’s time to look at individual opportunities. In his monthly video update Tom
Elliot explains why Caltex should be viewed in a new light and Envestra is shaping up as a potential target.
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