Issue 38, 28 November 2011

Debt delays
The market is waiting for a superhero in the shape of the European Central Bank to swoop in with a
wad of cash and save the world. But what are the odds of this happening? I look at what we can expect
from the Europeans in my column today.
Also in the Switzer Super Report, we've got our weekly broker wrap and, in the past week, seven
companies have been upgraded and eight have been given a snip. We also bring you up to speed with
an attractive property investment for SMSFs that comes with a government guaranteed tax-free
incentive allowing you to be positive geared, and we delve into the different ways you can pay yourself
a pension. Please enjoy today's report.
Sincerely,

Peter Switzer
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Has the ECB gone mad?
by Peter Switzer
The challenge for investors running their own DIY
super fund is: do I go to cash until this Europe-driven
stock market drama ends, or do I punt that a rescue
will happen in the nick of time, like in a Hollywood
blockbuster?
So, who could be the caped crusading superhero?
There is only one — the European Central Bank — but
its hands, for the moment, seemed tied.
The New York Times writer, Jack Ewing, put it neatly
saying the ECB has a “fire hose” to put out the flames
engulfing the eurozone’s debt-ridden countries – that
is, they can print money.
Is the heat rising in Europe? Yep. Treasury bills in
Italy are up 3% in a month! That’s a solid measure of
the fear that investors have when it comes to
European Union government debt — trust is going up
the chimney.
Okay, so we have a fire and the fire brigade is
standing by and doing virtually nothing; how come?
Both CommSec’s Craig James and AMP’s Shane
Oliver believe the ECB has to use their hose to take
the heat out of the situation.
This is because investors don’t trust European
government debt and that’s why bond yields, or
interest rates, are rising. James says Europe’s
governments need to find investors that are willing to
buy their bonds – “a white knight if you like, like the
European Central Bank.”
If this happened then the yields on the bonds
are kept low and then this takes pressure off
the governments to meet their interest bills as
well as other bills.
So why is the ECB holding back and are they likely to

change their mind? Such an action would send the
stock market hurtling upwards.
First, it’s not the central bank’s job to lend to
governments to sort out their budgetary problems.
However, this is an excuse because the US Federal
Reserve did it; they could see that GFC fears had
choked up the banking system and ensuring the
monetary system works is the work of a central bank.
Second, the ECB fears excessive money printing will
lead to inflation. That’s true, but it doesn’t have to be
excessive as the US has demonstrated.
Third, Germany doesn’t want the ECB to play
superhero because it doesn’t want the consequences,
such as inflation and higher taxes, in the future to bail
out irresponsible members of the EU. Well, this is a
spurious argument because Germany’s debt-to-GDP
ratio is 82.4% while Spain’s is 68.1% and France’s is
84.7%.
Sure, Greece’s debt -to-GDP is at 157.7% and Italy at
120.3%, which is way too high, but the eurozone’s
acceptable level is supposed to be 60%, which means
the Germans are overrating their responsibility. By
the way, the ECB has been doing a bit of bond buying,
but they would only call this finetuning for the sake of
price and interest rate impacts.
The apologists for the ECB point to its charter, but if
the situation developing on global stock markets is
not arrested soon, a GFC Mk II will ensue and then
deflation will become the concern and that’s when the
money will be printed.
Jack Ewing got it right when he pointed to the
background of the new ECB boss, Mario Draghi, who
once worked for Goldman Sachs. I suspect the
Germans will be pressured to relent and the ECB will
eventually turn up with the biggest hose in history.
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If not, there will be a lot of investors drowning their
sorrows in some pretty stiff drinks. So, is the ECB
mad? No; misguided, but it will eventually come to its
senses.
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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

03

A positive geared SMSF property play
by Paul Rickard
Most avid property investors are familiar with the
Government’s Defence Housing Authority Scheme,
which offers owners guaranteed rental for 10 years. A
lesser-known but attractive Government scheme is
the National Rental Affordability Scheme (NRAS),
which offers investors a tax-free incentive of $9,524
per annum for 10 years on selected qualifying homes.
With this incentive, investors should be able to
positively gear a property and obtain a better income
return than a property outside the scheme.
How does NRAS work?
Let’s start with how the scheme works. NRAS is an
initiative of the Commonwealth Government to
address the shortage of affordable rental housing. It
aims to stimulate the private sector (including
community housing associations) to build 50,000
high quality homes and apartments, which are in turn
rented out to low and moderate income households at
a rate that is at least 20% below prevailing market
rates. Investors are ‘compensated’ for the
below-market rate through the payment of an
indexed, tax-free incentive for 10 years, which in
2011/12 is $9,524.

meet income tests, which are quite high. For example,
a couple with three children could earn a gross
income of $104,913 per annum and still qualify to
rent an NRAS property. The tenants are of course
paying rent that is at least 20% below the market rate
– on many properties it is 25%.
Why invest in NRAS?
For private investors, the main attraction
(notwithstanding the reduced rent) is the higher
income return. As the table below shows, an SMSF
investing in an NRAS property valued at $400,000
and geared to 70% would be $4,350 per annum better
off than investing in a normal property – and
effectively, positively geared.

Major commercial developers and community
housing associations tender to build these affordable
rental properties. Tenders are awarded by the
Government on the basis of strict criteria, which
includes location, proximity to infrastructure,
amenity, ability to complete and obviously the
demand for affordable housing in that area. The new
properties are then sold to investors (institutional and
private), including SMSFs. Sometimes the properties
are sold ‘off the plan’.
More than 1.5 million Australian households are
eligible to rent NRAS properties. Tenants tend to be
key workers such as childcare workers, nurses, police
officers, firefighters and paramedics. Tenants must
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apartments are being built in inner city areas and
affluent suburbs. They are not built as part of a public
housing estate – in fact, most NRAS properties are
part of a major development, with NRAS homes in a
minority compared to non-NRAS homes.
The other risk is liquidity. While NRAS homes can be
sold without penalty in the 10-year period, they can
only be sold to another investor who undertakes to
comply with the NRAS obligations (and compliance).
At the end of 10 years, the property reverts to the full
control of the investor, with no ongoing obligations to
the Australian Government.
With any investment, I always get worried when a
quick ‘google’ reveals several parties offering “free
investor seminars”. If you are interested in learning
more about NRAS, I would start with the
government’s website and then once you’re familiar
with the program, by all means, go to a seminar or
two.

According to the Queensland Affordable Housing
Corporation – a nationally operating not-for-profit
association that works with developers and investors
and is one of the largest players in this market – two
other advantages are improved occupancy rates and
the tenants are ‘incentivised’ to maintain the
properties.
Leases of one, three or even five years are not
uncommon and due to the demand for these
properties, with (in their case) rents at least 25%
below market, the ‘bad tenant’ phenomena is very
rare.

Shop around, do your homework and speak to the
local community housing association. If you need
finance, most of the banks are coming up to speed
with this market and developing ‘packaged solutions’
for SMSFs.
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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.

What are the risks?
Well, the old property adage is “location, location,
location”. As these homes are designed for less
affluent households, they will tend to be located in
regional areas and the less affluent suburbs of major
cities. Over the 10 years, better capital gains may be
available in other locations.
That is not to say that an NRAS home won’t deliver a
really good capital gain. Further, NRAS homes and
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The broker wrap: a mixed bag
by Rudi Filapek-Vandyck
RBS also upgraded Kingsgate (KCN) to Buy from
Hold on the expectation the end of the wet season in
northern Thailand will deliver improved quarterly
production results from the Chatree project. The
upgrade comes despite a lowering of the broker’s
price target.

The past week has been a relatively balanced one in
terms of changes to ratings on stocks covered by the
eight brokers in the FNArena database. A total of
seven upgrades and eight ratings downgrades brought
total Buy recommendations to 57.4%, down a little
from nearly 57.7% last week.
Centro Retail (CER) was one to enjoy an upgrade,
with Deutche Bank moving it to a Buy from Hold in
response to revised aggregation terms. Deutsche
believe the new terms significantly reduce Centro’s
risk profile while offering additional incentives for
unitholders to approve the proposal.
Elsewhere in the property sector, plans for a share
buyback by Commonwealth Property Office
(CPA) were enough for JP Morgan to upgrade it to
Overweight from Underweight. The buyback should
act as a catalyst for the share price. The broker is also
attracted to CPA’s low gearing levels and conservative
balance sheet because this offers scope for expansion
opportunities.
In the resources sector, RBS Australia upgraded
Discovery Metals (DML) to Buy from Hold,
reflecting both an upside from ongoing exploration
success and an improved valuation after recent share
price weakness.

Murchison Metals (MMX) was upgraded to
Neutral from Underweight by JP Morgan on news the
company has entered an agreement to sell its
interests in Crosslands and OPR. The funds to be
received imply a value of $0.47 per share and improve
both the valuation and financial position of
Murchison.
While Northern Iron (NFE) remains on track to
meet production targets for the full year, the move by
the company to raise a further $9 million from its
debt facility to alleviate a tight cash position has been
viewed favourably by Macquarie. This is enough for
an upgrade to an Outperform rating from Neutral.
Among industrials, Programmed Maintenance
(PRG) enjoyed an upgrade from RBS Australia, with
the broker moving to Buy from Hold after
Programmed’s solid interim result. The result
increases confidence in the company’s outlook and
should also help restore some credibility in the
market, according to RBS.
BlueScope (BSL) was downgraded to Hold from Buy
this week by RBS, the broker arguing that while an
equity raising will improve the group’s balance sheet,
there remains a significant amount of earnings
uncertainty. This uncertainty means a Buy rating is
no longer appropriate.
Cuts to iron ore prices by JP Morgan resulted in
Gindalbie (GBG) being downgraded to Neutral from
Overweight, while price target and earnings estimates
were also reduced. It was a similar story for Mount
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Gibson (MGX), though in this case it was Citi
lowering its numbers and downgrading to a Neutral
rating from Buy.
In a tough week for IT stocks, both Oakton (OKN)
and SMS Management and Technology (SMX)
were downgraded by RBS to Hold ratings from Buy.
The changes reflect still difficult operating conditions
in key markets.
Things are no easier for wealth managers as
evidenced by weak guidance from IOOF (IFL), the
update causing brokers to lower earnings forecasts
and price targets. UBS also downgraded it to a
Neutral rating from Buy.
In contrast, Kathmandu (KMD) delivered a solid
trading update but it only triggered minor changes to
estimates. RBS has still downgraded it to a Hold
rating on valuation grounds post recent share price
gains.
Telecom New Zealand (TEL) de-merged its
network division and this has prompted Credit Suisse
to downgrade it to an Underperform from Neutral.

Note: FNArena monitors eight leading stockbrokers
daily. The eight experts are: BA-Merrill Lynch, Citi,
Credit Suisse, Deutsche Bank, JP Morgan,
Macquarie, RBS and UBS.
For more financial news, visit FNArena.com.
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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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Your pension payment options
by Tony Negline
Super funds have been allowed to offer many
different types of pensions over the years. People like
me who have spent all our working lives immersed in
super and its various rules have become used to this.
But for the vast majority of people, the pension rules
can be quite confusing.
Over the next two columns I’ll cover six different
pensions that have been permitted since 1994 and the
rules that must be followed for each of these. But
before we look at specific pension types, it’s important
to understand some particular issues about pensions:
A super fund can only offer and pay a pension
if it’s specifically permitted by the super
fund’s trust deed.
Some super fund trustees will provide their
prospective pensioner members with a
Product Disclosure Statement, which is a
document designed to explain the benefits
available from a pension.
Some trustees give a pensioner member a
‘pension agreement’ when the pension
commences which details most specific
design features of a pension.
In my experience, most SMSF trustees don’t seem to
worry about these particular documents. The typical
way for an SMSF to note that it has commenced a
pension is to make sure there is a trustee minute on
file. Because of an Australian Tax Office ruling on
income streams released in July this year (read Draft
rules have SMSFs up in arms), I believe that in time
this attitude will need to change and SMSF trustees
will have to begin issuing these documents.
Account-based pensions
Account-based pensions are the most popular type of
pension paid from Australian super funds.

The pension commences when the member deposits
some or all of their super money into the pension.
This is often called the ‘purchase price’ or initial
account balance and is used to work out the amount
of income paid in the first year.
The pension’s account balance is increased by net
investment earnings (gross earnings less investment)
on the pension’s assets.
Each pension payment – or lump sum withdrawal if
they’re permitted – reduces the pension’s account
balance. Administration expenses also reduce the
pension account balance.
Each 1 July, the trustee and member agree on the
income to be paid as a pension. This amount can’t be
less than the minimum income, which has to be
worked out using the net market value of the
pension’s assets as at that date.
At a practical level, most SMSF trustees won’t know
the market value of their pension assets until many
months after 1 July. In many SMSFs the same
problem often occurs when a pension commences –
the precise purchase price isn’t known for some
months after commencement.
Trustees need to make an effort to work out the
minimum pension as early as possible and put
arrangements in place so they make sure the
minimum income is paid each year.
On the whole, these products are very flexible. Prior
to age 80, the required minima are quite low and, if
required, the whole pension’s account balance can be
taken as income if the member and trustee agree.
As many of you will know, the GFC and its lingering
effects caused the Government to reduce the
minimum required pension payments for the last
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several years so that funds that had been depleted
were not forced to pay out large sums . However, this
concession is expected to disappear on 30 June 2012.
It’s helpful to know that most account-based pensions
allow the pensioner to commute (that is, stop) the
pension in part or full and take out a lump sum
payment.
For the remaining ways to pay a pension, read Part
Two of this column in Thursday’s Switzer Super
Report.
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. For
this reason, any individual should, before acting,
consider the appropriateness of the information,
having regard to the individual’s objectives, financial
situation and needs and, if necessary, seek
appropriate professional advice.
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Did you know?
You can learn all about bonds and other fixed interest investments on our website as well as access a list of ASX
listed bonds.

The week ahead
Australia
Tuesday 29 November: New home sales figures (October)
Wednesday 30 November: Private sector credit (October)
Wednesday 30 November: RP Data-Rismark home values (October)
Wednesday 30 November: Business investment (September quarter)
Thursday 1 December: Retail trade (October)
Thursday 1 December: Building approvals (October)
Thursday 1 December: Performance of Manufacturing (November)
Overseas
Monday 28 November: US New home sales (October)
Tuesday 29 November: US Case Shiller home prices (September)
Tuesday 29 November: US Consumer confidence (November)
Wednesday 30 November: US ADP employment (November)
Wednesday 30 November: US Fed's Beige Book economic survey
Thursday 1 December: US ISM manufacturing conditions (November)
Thursday 1 December: US Non-farm payrolls employment (November)
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