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A high percentage of Australian self-managed investors 
are dicing with danger, simply because they are putting  
their portfolios on cruise control rather than actively 
managing them.

Key Point

•	 Getting	the	correct	asset	allocation	is	very	
important	for	ensuring	that	you	get	the	best	return	
for	the	risks	you	are	taking	with	your	investments.

Without a proper investment strategy, and using traditional 
do-it-yourself approaches, many investors are overweight in 
different asset classes and underweight in others, and are 
missing out on opportunities to minimise risk and achieve 
higher investment returns over time.

Below are the consequences of poor portfolio management, 
and some of the steps and strategies that can be taken to take 
more control and improve your overall investment portfolio 
and wealth-creation strategy.

Lack of diversification
Probably the biggest single danger for investors with a set-
and-forget portfolio mentality is the risk of over-exposure 
to a specific asset class.

Alarmingly, a high percentage of Australians managing their 
own wealth would not pass a financial health test.

Research just completed by InvestSMART, covering almost 
25,000 investment portfolios and around $15 billion in 
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assets, shows the majority of Australian investors are heavily 
exposed to domestic equities and residential property, but 
are underweight in international equities and fixed interest.

This trend is most evident at the lower end of the investment 
spectrum, covering investment holdings of up to $50,000, 
where investors on average have around 55 per cent of their 
capital tied to direct shareholdings in Australian companies. 
A further 37 per cent is held in managed funds, and the 
remainder mostly tied to cash in the form of term deposits.

Those with larger portfolios, ranging from $250,000 up to 
$10 million, have close to 40 per cent of their assets tied to 
domestic stocks and about 35 per cent in direct property.

A 2000 study by Yale School of Management emeritus 
professor Roger Ibbotson, Does Asset Allocation Policy Explain 
40, 90, or 100 per cent of Performance?, concluded that “asset 
allocation explained virtually 100 per cent of the level of 
fund returns”.

Ibbotson examined the 10-year return of 94 US balanced 
mutual funds versus the corresponding indexed returns 
and, after properly adjusting for the cost of running index 
funds, found that the actual returns of these funds failed to 
beat index returns.

Having a high exposure to a particular asset class is fine, as 
long as it matches one’s investment goals and time horizon.
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Keeping pace with changing conditions
Investment markets are ever-changing and, at any particular 
point in time, certain investment assets will achieve strong 
returns while others will languish. So, what may have been 
a “right” strategy before could be wrong now.

For example, not al l that long ago a global boom in 
commodities prices fed by strong demand meant Australia’s 
resources sector was the place to be for capital growth. 
Similarly, investors seeking high yields f locked to the banking 
sector, in the process pushing up bank stocks to record levels. 
Yet volatile global economic and financial conditions have 
seen both of those sectors, and many of the stocks within 
them, lose substantial ground.

By contrast, due to other circumstances and events, demand 
for technology and healthcare stocks has brought about some 
spectacular returns. In Australia, returns also have been 
particularly good from listed property trusts, linked to the 
strong real returns being generated from the residential and 
commercial property sectors.

But even investors who make the correct choice when they 
buy in, investing into the growth sectors of the day, need to 
be attuned to changing market conditions and their portfolio 
structure, and need to be ready to take decisive action to 
reduce, or exit, their exposures to underperforming assets.

Setting your investment goals
Fundamentally, every individual ’s investment goal is 
different, but a lot of one’s decision-making process is 
governed by time horizon and risk profile.

Time horizons can broadly be broken down as below, 
with a shorter time horizon generally warranting a more 
conservative approach.

InvestSMART’s Portfolio Manager calculator recommends 
the most appropriate asset a l locations based on an 
individual’s investment time horizon. A shorter time horizon 

will have a lower exposure to Australian equities and a higher 
allocation to fixed interest, while longer time horizons of 
10 years or more will warrant higher exposures to both 
Australian and international shares.

Table 1. Suggested asset allocation:  
Conservative vs high growth

Conservative (0–5yrs) HigH growtH (10 yrs+)

australian equities – 52.46% australian equities – 59.50%

property – 9.19% property – 4.74%

Cash – 7.49% Cash – 9.63%

Fixec interest – 30.85% International equities – 20.09%

Source: InvestSMART Group

Taking a financial health test
In the same way as one should get a physical health check 
from time to time, the best way to get a financial reality 
check is to test your investment holdings and allocations.

Entering all your assets (and liabilities) – including shares, 
super, managed funds, property and cash – will present a 
clear picture of your overall financial health and net worth.

Doing so will quickly reveal whether you are too heavily 
weighted to certain shares or sectors or to different asset 
classes, and underweight in others, based on the type of 
investor you are and your investments time horizon.

A financial check will give you a Diversification Score, which 
indicates how closely the allocation of assets within your 
portfolio is aligned to the target allocation for your chosen 
risk appetite.

Getting the correct asset allocation is very important for 
ensuring that you get the best return for the risks you are 
taking with your investments.

Continued	from	page	1	…
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Probably the biggest single danger for investors 
with a set-and-forget portfolio mentality is the 
risk of over-exposure to a specific asset class.

Reactive and active go hand in hand
various tax benefits in Australia provide reasons to hold direct 
equities and other investments. However, diversification 
across asset classes is important in minimising risk and 
potentially improving returns.

The key to successful portfolio management is having, and 
sticking to, defined investment objectives. Emotion should 
never come into play, but when circumstances dictate active 
investors should be ready, and prepared, to respond.

That could mean selling out of a company that has become 
overvalued, and using the proceeds to reinvest into another 
stock or asset where there is better return potential. 
Conversely, it could mean selling a stock that has fallen to 
minimise losses.

It’s all about being in control, using the vast array of 
information available to build and maintain a well-balanced 
portfolio of assets and to maximise investment returns over 
the longer term.

To gauge the overall f inancial health of your portfolio, 
it’s important to get a regular check-up. Click through to 
InvestSMART’s Portfolio Manager to enter your portfolio 
details and see whether your investment allocations are well 
balanced or need some adjusting.

Improving your portfolio
For investors with a lower-than-recommended Allocation 
Exposure Score, the most prudent course of action is to 
rebalance one’s asset allocation to improve diversification, 
reduce risk and improve returns.

A good way of doing this is to simulate changes to your 
current investments and/or add new investments to see 
how they could affect your overall portfolio’s diversification.

But before leaping into any investments, it ’s v ital to 
undertake comprehensive research. This is an area where 
many investors fall short, and often either overpay or fail 
to take into account the underlying dynamics of either the 
broader market, a sector and, when buying shares, those 
factors impacting a specific company.

In terms of shares, the level of information available to 
investors these days is both extensive and readily accessible.

For example, InvestSMART’s Portfolio Manager enables 
investors to quickly tap into Stock Recommendations, a 
company’s expected Price Range, and all written Analysis 
in order to make informed investment decisions.

Users can also create Alerts to monitor ASX announcements 
on specific companies, and build Watch Lists containing 
companies of potential investment interest.

In essence, investors have all the information they need 
right at their fingertips these days, and can access it from 
anywhere, at any time.

on InvestSMART, this includes information such as a 
company’s:

•	 Business	and	Share	Price	Risk;

•	 Full	Company	Financials;

•	 ASX	Announcements;

•	 Dividends	data;

•	 Broker	Consensus	data;	and

•	 Changes	in	Directors’	Interests,	to	track	the	buying	
and selling activity of a company’s directors.

https://www.investsmart.com.au/portfolio-manager/get-started?utm_source=isgroup&utm_medium=article&utm_campaign=tk_pm_210916
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For many years I have been reminding Eureka readers to 
monitor their own personal experiences with the companies 
they invest in.

Key Point

•	 Various	developments	across	the	retail	sector	
are	worth	noting,	and	some	have	potential	
ramifications	for	investors.

If it is a bad experience, it obviously doesn’t mean the 
company is either overpriced or is about to suffer a reverse 
(or if it’s a good experience, the reverse). But it is an alert to 
keep your eyes open for further developments that might 
come in obscure announcements.

So today I am going to relate about my experiences with 
Telstra, milk and Coca-Cola. And then I am going to move 
to developments in the retail industry that I do not think 
the institutions fully understand. My reference point for 
this will be Caltex.

As many of you know, we have a property at seaside Anglesea 
and after some delays the Anglesea community was promised 
the nBn. So the letterbox was bombarded with material from 
various groups wanting to provide our nBn service.

There was a letter from Telstra, but they were swamped. But 
with the exception of Telstra all the mobile phone companies 
provide a bad service to the residents of Anglesea, so it is 
a Telstra town. So like everyone else I phoned the Telstra 
number and was told someone would get back to me within 
10 days – they came back in about 25 and it was a caller 
offshore who had difficulty fathoming my situation.

After raising my voice we were able to gain the required 
two appointments on suitable days. But it wasn’t a pleasant 
experience, because the person involved was running on a 
script and really didn’t understand what was happening in 
Australia. If Telstra behaves like that around the country, it 
is in danger of performing poorly in this exercise.

Then, more importantly, I yarned with the local plumber. He 
had a far more horrific story where he had a long conversation 
with a Telstra person, but record of it was completely lost. 

Why investors should monitor 
their customer journeys

by roberT GoTTLIebsen  •  eureKa reporT  •  21 sepTember 2016

Then there was the post master who got the nBn connected 
via Telstra but then it didn’t work. I don’t know whether this 
is the fault of Telstra or the nBn, but there is chaos out there 
and any group that succeeds in helping its customers through 
the mess is going to do very well.

At least on the basis of what happened in Anglesea, it won’t 
be Telstra. That maybe unfair—that’s why experiences like 
this are warnings not definitive indicators. The interviews 
are still to come and I will let you know if things get better 
as time progresses.

Coca-Cola’s f lavoured milk battleground
I have been noticing around the convenience shops that milk 
seems to becoming a lot more popular than sugared soft 
drinks. If it continues, this trend will hurt Coca-Cola. A lot 
of momentum in milk is related to f lavoured milk, which like 
Coke, Pepsi etc has a high sugar content. So sugar content is 
a question of perception rather than actual fact.

Coke faced the f lavoured milk challenge a few decades ago 
and won, but now it has come again. It will need great skill 
to handle this problem because too much emphasis on sugar 
can be very counter-productive for a soft drink producer. 
Keep your eye on how Coca-Cola handles the problem.

Coles’ penalty rates dispute
The other day I was yarning to the Caltex group, and what 
really surprised me was the fact that the institutions aren’t 
asking the company how it is handling what is probably the 
greatest retail issue of the current period – the fact that the 
major retailers have been paying their Saturday, Sunday and 
night workers at a rate that is well below the award.

This is now being challenged in the Fair Work Commission. 
The challengers have won the first round and Coles has to 
retreat from its 2014 agreement to the 2011 agreement, but it 
now a challenge has been mounted against that agreement.

Coles is confident of winning. Alternatively, it is hoping the 
retail penalty rates will be reduced to the hospitality rates 

From	NBN	line	tangles	at	Telstra,	to	Coca-Cola’s	
milk	war,	Coles’	pay	dispute,	and	Caltex’s	big	food	
play,	there	are	lessons	for	every	investor.
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With the exception of Telstra all the mobile 
phone companies provide a bad service to the 
residents of Anglesea, so it is a Telstra town. 

Caltex’s big food experiment
The Caltex story is an interesting one, because after closing 
its Sydney refinery it converted itself into a major global oil 
product supply chain. It did that, not by buying an existing 
business but by recruiting key experts from other major 
supply chain operators/traders from around the world. The 
company believes it has the talents to create a convenience 
store offering which is totally different to that currently 
provided by the supermarkets and groups like 7-Eleven.

The Caltex plan involves customers ordering by phone or 
email their meals, including wine and trimmings, and then 
picking up those meals from their service station site along 
with their dry cleaning and Australia Post parcels. It plans a 
small-scale trial and is very aware of the dangers of starting 
a new business on a major scale.

But, at this stage, Caltex is not planning major acquisitions 
but rather duplicating what it did in the supply chain and 
recruiting top executive talent. If you operate on this basis, 
when it comes to securing the right people you must not be 
afraid to offer a high price to attract the talent. All companies 
operating in competitive industries should be aware that 
in the current environment, where wage rises are not being 
given, their top people might be frustrated and if they are 
offered big pay rises they might walk out the door.

I know it is politically incorrect, but lower-priced people are 
generally easier to replace than your talented top executives. 
of course, you must know which executives are irreplaceable 
and which are simply there to make up the numbers.

Footnote: My guess is Caltex will change its name to AMPOL, 
but the food business will have a different name.

so if it loses then the cost burden will not be as great. As you 
know, all the major retailers reached an agreement with the 
retail union where they would pay less than the award for 
those working evenings and Saturdays and Sundays, and 
more than the award for those working Monday to Friday 
in conventional hours. The quid pro quo was that most of 
the retail employees would belong to the union, which in 
turn became the richest in Australia and the biggest funder 
of the ALP.

This matter is without doubt the biggest issue in retail and it 
is stunning that it is not being discussed. If Coles, effectively 
acting on behalf of all major retailers, wins the case then 
the status quo will remain. Coles is confident that this will 
happen. But the people I speak to in the enterprise bargaining 
industry say Coles has almost no chance of winning because 
the act does not allow for those sorts of arrangements. If 
Coles loses, then the cost of retailing in the fastest-growing 
time slots – night, and weekends – is going to rise sharply, 
particularly on Sunday.

The person challenging Coles wants back pay and if they 
were to get that it will be a huge bill, not only for Coles but all 
retailers. I am not making a forecast as to which way that case 
will go, but it is certainly a huge risk for all major retailers, 
particularly as they are engaged in price competition with 
Aldi, which is not a beneficiary of the arrangement.

If the retailers increase their prices to reduce the profit 
burden of an adverse ruling, then Aldi will take big slabs of 
market share. What surprises me is that this major risk area 
is not being appreciated by the major institutions, so if Coles 
loses the case there will be a big market shock.
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Last week’s backdown on the $500,000 non-concessional 
limit will have appeased some, but will have upset others.

Key Point

•	We	haven’t	seen	the	legislation	yet	– but	property	
owners	need	to	start	considering	their	options,	
particularly	given	that	property	can’t	be	sold	in	
hours	like	shares	can.

What now seems certain is that the $1.6 million transfer to 
pension (TTP) cap is here to stay. And that is going to change 
the ball game for SMSF property investors.

SMSFs who invest in property tend, on average, to be larger. 
And those who are prepared to gear into property in super 
tend to be accepting of higher risk to achieve higher balances.

Big super funds can come about in a number of ways, 
including large contributions, stellar investment returns 
or being rewarded for taking considerable risks. Property 
investments often form a considerable part of the asset base 
of large super funds.

Direct property is a big, individual, asset. The asset value, 
or purchase price, is usually north of $400,000, but can be 
anything above that.

Many SMSFs own business real property (commercial 
property), from where a member’s business operates out 
of, which have been transferred into SMSFs. Some of which 
could be worth millions of dollars.

What’s going to happen? How will property investors likely 
be hit by the upcoming changes?

While the Government talks about its negative changes 
hitting between 1 per cent and 4 per cent of the population, 
what about the aspirational super investors? They are 
those who had taken on considerable debt in their SMSF to 
purchase geared property.

We still don’t yet have draft legislation for the contentious 
proposals, but we have a better idea of what they’re going 
to be, following last week’s backdown. (To read about those 
changes, click here.)

A super property alert for  
SMSF trustees

by bruCe brammaL  •  eureKa reporT  •  21 sepTember 2016

Draft legislation covering the non-contentious elements 
of the changes have been released. But we are still waiting 
for details on the $1.6 million TTP cap and the $25,000 
concessional contributions limits for weeks, possibly months.

And the new $100,000 non-concessional contributions annual 
limit isn’t going to be identical to the old $180,000 limit, as 
you won’t be able to contribute nCCs once your super savings 
have hit $1.6 million.

But property owners need to start considering their options, 
particularly given that property can’t be sold in hours like 
shares can. I’m not advocating that you sell your property, 
but for some people in some situations, it might make sense 
to do it and do it this financial year.

Here are a few scenarios that SMSF property owners should 
be considering now.

Major changes – a brief overview
The act of building a geared property portfolio in super 
won’t change.

Prior to reaching an age when you can turn on a pension (the 
preservation age is moving from 55 to 60, but everyone can 
access their super from 65), there is no difference.

Income into the fund will be taxed as normal (at 15 per cent). 
A capital gain will incur effective tax of 10 per cent. negative 
gearing can still be a pretty powerful strategy inside an 
accumulation fund.

What changes is the end game. one of the main attractions of 
building a huge asset base in super has been the completely 
(unlimited) tax-free pension phase.

But from 1 July next year, pensions will be limited to $1.6 
million. Anything above that will have to be transferred back 
into super/accumulation. So, buying $2 million of property 
over a decade, holding it for a few decades until it is worth 
$5 million, then selling it tax free, won’t be possible. Most 
of the asset won’t make it into the pension fund and will be 
taxed at accumulation rates.

Here are a few more specific issues likely to be faced by 
property-loving SMSF types.

SMSF	trustees	will	need	to	carefully	think	through	the	ramifications	
of	the	Government’s	announced	superannuation	changes,	particularly	
when	it	comes	to	owning	property	in	their	fund.

http://www.eurekareport.com.au/article/2016/9/15/smsf-strategies/morrisons-super-changes-still-have-victims
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We still don’t yet have draft legislation for the 
contentious proposals, but we have a better idea 
of what they’re going to be following last week’s 
backdown. 

If you sell the property in the pension fund before 30 June 
2017, then there is not likely to be any CGT to pay. This is a 
very different proposition for property and shares in a SMSF. 
Shares can be sold in an instant. Property cannot. If this is a 
strategy that might make sense for you, it is something that 
needs to be considered soon.

You may then wish to transfer the cash back to accumulation 
and purchase another investment property. The real cost of 
this strategy would be the stamp duty on the new property, 
plus the sales costs on selling the first property.

Partial transfers of property back to super
Another situation many will face will be the following. 
They have a $2 million pension fund, but there is a $800,000 
property as an individual asset.

What do they do if they have to transfer some of it back to 
accumulation?

The SMSF will need to have a look at all of the assets in the 
super fund, consider their current risk profile, and spend 
some time doing calculations on the assets to determine 
what income and what growth is likely from each asset.

But let’s say that it is decided that the trustees want to keep 
the other assets in super and would prefer the property to 
go back to super. That would leave only $1.2 million of other 
assets in the super fund.

While we haven’t seen the draft legislation, what will probably 
occur is the property could proportionally be put in both 
super and pension. In this example, half of the value of the 
property ($400k) would stay with the other $1.2 million of 
assets in the pension fund, while the other half of the property 
would be put back out into accumulation.

If down the track, the property had doubled in price to $1.6 
million and was sold, then half of the proceeds would be tax 
free in the pension fund and the other half would be in the 
accumulation fund and would be taxed.

Contributing commercial property to super
A favourite strategy of SMSFs owned by small business 
owners has always been for the SMSF to own the commercial 
property out of which the family business operates.

These arrangements have often come about by transferring 
the asset, which was owned outside super, into the super 
fund, using non-concessional contributions. This will be 
harder now, given that the $180,000 limit is to be replaced 
with a $100,000 annual limit, but still with the three-year pull 
forward rule (allowing an individual to contribute $300,000 
in one go and a couple $600,000).

Many properties were often part contributed via nCCs to the 
fund, but then part-loaned into the fund. Those loans were 
then “forgiven”, via further nCCs, over a number of years, to 
reduce the loan balance.

Selling up property prior to transfer back to 
super
If you have a property that is likely to have to be transferred 
back to super, does it have considerable capital gains?

If the property is an asset that you are likely to retain, fully, 
in the pension fund, while you transfer other assets (in excess 
of the $1.6 million TTP cap) back to accumulation, then it 
will retain its tax-free status.

However, if it’s likely that a property, with a significant capital 
gain, will have to be transferred from pension back to super, 
you should run the numbers as to whether you should sell the 
property and transfer cash back instead, to the accumulation 
account. (Potentially then buying a new investment property.)

Why? If you transfer the property back to super, it will retain 
its original cost base. Let’s assume you bought the property 
initially in super for $300,000 about 15-20 years ago and it’s 
now worth $1 million and is in your pension fund.

If you transfer it back to accumulation and then need to sell 
it a few years down the track for $1.2 million, then you will 
have a taxable gain in the SMSF of $900,000, meaning tax of 
$90,000 ($900,000 x 2/3 x 15 per cent).
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SMSF. That is, if a property is negatively geared to the tune 
of $20,000 a year and you make contributions of $25,000 a 
year, then you will only pay contributions tax (15 per cent) 
on the net difference of $5000 (plus tax on whatever else the 
fund has earned). But some accumulators might pause to 
consider where they hold their property assets – how much 
inside super versus outside super.

The information contained in this column should be treated 
as general advice only. It has not taken anyone’s specific 
circumstances into account. If you are considering a strategy 
such as those mentioned here, you are strongly advised to 
consult your adviser/s, as some of the strategies used in 
these columns are extremely complex and require high-level 
technical compliance.

Bruce Brammall is a licensed financial advisor, a mortgage 
broker and an expert on self-managed super funds. He is a 
regular contributor to Eureka Report. To contact Bruce, please 
click	here.

Accumulator with geared property
Those aiming to build a monstrous super fund might well 
have been considering geared property as part of that 
strategy.

Gearing can work very well, particularly for those who have 
time and understand the risks. But given the government’s 
intention is effectively to say “$1.6 million in super is enough”, 
is it worth looking to use gearing to build big super?

Yes. on several fronts.

If you’re successful and manage to build a large super fund 
balance, then the worst that could happen is that the income 
from positive gearing is taxed at 15 per cent and any capital 
gain is taxed at 10 per cent. That’s still usually going to be 
better than holding the same investment outside of super.

There’s also the benefit of being able to help a lower-earning 
spouse build his or her balance via geared property, if it’s 
appropriate for the both of you.

Any negative gearing in the early years of the property can 
still help soak up income and contribution taxes in the 

A favourite strategy of SMSFs owned by small 
business owners has always been for the SMSF to 
own the commercial property out of which the 
family business operates.

http://www.eurekareport.com.au/contact-us
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It’s been well documented that term deposits have been 
doing a strange thing. They’ve been going up against a falling 
official cash rate.

Key Point

•	 Term	deposits	may	have	surprised	to	the	upside	in	
the	last	month,	but	there’s	no	guarantee	that	will	
continue.	

When the Reserve Bank last month cut the official cash rate, 
all four major banks and other financial institutions actually 
lifted some of their term deposits. The official cash rate is 
now at a lowly 1.5 per cent and Australian 10-year bond yields 
are around 2.5 per cent. But you can now deposit your money 
in the bank for 3 per cent or more at many institutions and 
enjoy the safety of a government guarantee on that deposit up 
to $250,000. (By comparison, Australian shares are offering 
an average grossed-up dividend yield of around 6 per cent, 
according to AMP Capital’s investment head, Shane oliver.)

So, is this “deposit war” an investment opportunity – should 
we be moving more money into term deposits? And, secondly, 
how long will the rates divergence last?

A lot of what is going on has to do with the new worldwide 
rules for banks, Basel III, which requires they hold a higher 
portion of capital against their loans. Thus, banks are 
searching for new funding, and with wholesale funding 
markets drying up they are turning to savers.

Justine Davies, of rates comparison group CAnSTAR, said 
competition was hottest in the one-year to three-year term 
deposit space.

“The big four, naturally, are making a strategic move to 
increase their share of local deposits to help meet their Basel 
III requirements,” she said.

“It will be interesting to see if their market share of term 
deposits can, indeed, increase given that a number of smaller 
institutions are matching or bettering their rates.

“Holding their market share of domestic deposits will be 
crucial to these smaller institutions.”

Avoiding the chase for higher returns
The unusual situation has seen f low-through to annuities 
stocks, with Challenger shares losing ground last month in 

Eyeing off the term-deposits war
by JoHn Conroy  •  eureKa reporT  •  20 sepTember 2016

the wake of the term deposits lifts, which are an indirect 
form of competition to its term annuities. 

“While ... management has talked down impacts of increasing 
term deposits pricing, there will be some lingering concern 
that product margin contraction is occurring,” brokers 
Morgans said on Challenger, as they downgraded their 
outlook for the stock, contributing to a 5 per cent share-
price fall.

Table 1: Best term-deposit rates ($25,000 investment)

proviDer aDvertiseD rate (%) interest paiD 

1-year proDUCts 3.11 annually

gAteWAy credit union 3.05 annually

BoQ 3.05 annually

ing direct 3.05 annually

Qt mutuAl BAnk 3.05 annually

Big sky 3.01 annually

(host of providers offering 3%)   

3-year proDUCts  

BoQ 3.25 end of term

Qt mutuAl BAnk 3.25 annually

BAnk of melBourne, BAnk sA,  
Big sky, cBA, nAB, Qudos BAnk,  3.2 annually 
st george, the mutuAl, WestpAc  

5-yeAr products  

Qt mutuAl  3.25 annually

police BAnk 3.15 semi-annually

ArAB BAnk, BAnk of melB, BAnk sA,  
Bendigo BAnk, g&c mutuAl BAnk,  3.1 annually 
QBAnk*, st george,   (*Qbank 3.05% 
service one AlliAnce, WestpAc  end of term)

Source: CAnSTAR. As at August 30, 2016.

But Theo Marinis, f inancial strategist and founder of 
Adelaide-based Marinis Financial Group, who advocates 
a passive – i.e. long-term – approach to investing, says 
investors should only be moving money into term deposits 
if the balance of their portfolio has become “out of kilter”.

“You don’t go chasing returns. A few years ago, term deposit 
rates were 2.5 or 3 per cent while equity returns were 7 per 
cent. These days it’s the inverse, term deposit rates are 

The	banks	and	other	institutions	are	competing	
aggressively	for	customer	deposits	by	offering	term	
deposits	well	above	the	cash	rate.
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The official cash rate is now at a lowly 1.5 per 
cent ...  but you can now deposit your money 
in the bank for 3 per cent or more at many 
institutions.

“It’s about playing the percentages. It’s not sexy. We think 
you should only rebalance in line with your risk profile. 
Anything	else	is	gambling,	speculating;	where	rates	are	at	
the moment it’s insignificant, and who knows where they’ll 
be in six months’ time.”

There is, of course, one other exception. In the case of an 
investor who wants a known amount from an investment 
after a certain period of time, putting that money in a term 
deposit – should it meet that yield objective – is obviously 
a good choice.

But the cycle already appears to have turned again. Analysts 
at Deutsche Bank – while acknowledging term deposit rate 
spreads spreads remained “elevated relative to early 2016 
levels” – has reported a lowering of short-term rates spreads 
after they initially peaked following the August RBA rate cut.

Short-term deposit rates fell by 10 basis points from a peak 
of 0.42 percentage points over the bank rate in early August. 
Meanwhile, Challenger’s share price has rebounded from 
its August low.

Maybe it was all just a ruse by the banks for some positive 
rates publicity, after all?

higher. So sure, cash is getting a good run at the moment but 
there’s endless stories of people getting into the market just 
before a correction, and bailing out before a rise. We advise  
sitting tight.”

But Mr Marinis said there was an exception. If an investor 
had enjoyed a good run in their equities selections, then it 
was likely that their portfolio balance was out of whack, 
overweight in equities as a portion of the portfolio and 
underweight in fixed interest.

Charf 1: Balanced portfolio

Australian equities (42.68%)
International equities (16.63%)
Property (2.95%)
Cash (23.33%)
Fixed interest (14.36%)

Source: InvestSMART

“For most investors a balanced portfolio means having half 
of their assets allocated to defensive assets, such as cash and 
bonds, and half in growth assets. If you’ve shot the lights 
out with, say, investment in property trusts (the sector 
has doubled in the past five years), then you may want to 
rebalance, so you put some of that money into term deposits.
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For many of us, the ability to retire comfortably and to see 
out the rest of days without financial stress or strain rates 
highly on the list of concerns.

Key Point

•	 A	successful	investor	must	at	times	swim	against	
the	current	of	their	inherent	biological	nature	and	
remain	exposed.

This is particularly heightened as the exit from the workforce 
approaches, during periods of higher market volatility and 
as the legislative landscape continuously shifts, blurring 
the visual of the road ahead. The future is by its very nature 
an unknown and there will inevitably be a multitude of 
factors – both financial and non-financial – that cannot be 
pre-empted.

Experience has shown us however that investors who 
keep focus on the bigger picture and on controlling the 
controllables stand a greater chance of living out their best 
potential. 

Here are the cornerstones:

Putting goals first
Goal setting not only reminds us why we are investing in the 
first place but creates the very framework for our investment 
life. As stated by Lewis Carroll, “If you don’t know where you 
are going, any road will get you there”.

To get the most out of the exercise it is important to first 
develop a clear vision of the ideal future you would like to 
create. There are, of course, no boundaries or limitations 
on what might form your “why” – be it family related, travel, 
philanthropy, lifestyle and the list goes on. Together with 
the well-documented link between writing goals down and 
success, specificity is also an important factor. 

Studies by American psychologist Edwin A. Locke have shown 
an improvement in the success rate where the goals are more 
specific in nature and ambitious, as compared to those which 
are general or seemingly easy to achieve.  

How your behavioural traits can 
lead to substandard returns

by CaroL TaWFIK  •  eureKa reporT  •  22 sepTember 2016

once the destination is defined with clearly articulated 
objectives at the core, then the pathway to best arrive there 
can be mapped out. This can be a daunting exercise given the 
potential multitude of moving parts. An advisor or financial 
coach can assist in working through what is achievable, 
breaking the vision into actionable steps and importantly 
tracking progress periodically.  

Get the behaviour advantage
As human beings, we are subject to a range of cognitive 
or psychological behaviours which can go a long way to 
explaining why our financial decision making can at times be 
less than rational. As famously stated by Benjamin Graham, 
“The investor’s chief problem and even his worst enemy is 
likely to be himself.”

A study by US company Dalbar shows that in the 20-year 
period ended December 2014, the S&P 500 market index 
delivered a return of 9.85 per cent per annum. The average 
investor, however, achieved a return of only 5.19 per cent p.a. 
(source Dalbar – Quantitative Analysis of Investor Behaviour 
2015). That’s right – almost half.

The astounding differential is measured by assessing, in 
the US context, the various f lows in and out of managed 
funds, therefore the impact of emotion-based decision 
making, chasing winners and market mistiming. Had the 
investor simply stayed the course and applied a discipline 
and consistent exposure a substantially better result would 
have been achieved making a marked difference over time.

The difficulty here is that a successful investor must at times 
swim against the current of their inherent biological nature 
and remain invested through difficult times. Perhaps, just 
as anti-predator adaptations in the animal kingdom act as 
the first line of defence, we are predisposed to react in a 
manner which often contradicts good long-term investment. 
Understanding and arresting these tendencies can have 
a significant impact and mean a very real and tangible 
advantage.  

As	market-index	returns	beating	general	investor	
results	highlight,	an	investor’s	worst	enemy	is	
likely	to	be	themselves.
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The difficulty here is that a successful investor 
must at times swim against the current of their 
inherent biological nature and remain invested 
through difficult times. 

shares and property) and to defensive assets (like cash and 
bonds). Consistency can allow you to apply some reasonable 
assumptions about not only the volati l ity you might 
experience but also the corresponding reward.  

An ever-changing asset mix not only plays on the natural 
instinct to ‘do something’ when we likely should not, but 
detracts from the ability to draw conclusions about your 
portfolio’s potential. This makes planning and the ability to 
make informed decisions about your future direction hard.

While it might be okay for a more speculative investor, for 
those looking to achieve a greater sense of certainty, limiting 
the range of possible outcomes will be most empowering.

It can be difficult to maintain a sense of clarity over the 
future. This is especially pertinent today as the sands of 
the superannuation environment continue to shift beneath 
our feet.

There are, however, things that an investor can do to 
maximise their confidence in their forward trajectory. Those 
who keep focus on the long-term objectives, control the 
controllables and remain disciplined in the face of testing 
times, no matter the prevailing commentary, are more likely 
to have a positive experience.

 Carol Tawfik is a licensed financial advisor at Affinity Private.

A handle on outgoings
Many of us have a ‘ball park’ grasp on what we spend but the 
ability to undertake this seemingly simple exercise seems 
to escape most of us. The basic reality is that having a solid 
handle on your outgoings is absolutely critical to gaining 
control of your financial future. The compounding impact 
of even seemingly small variances can make a marked 
difference to the picture as time goes by.  

What you spend is a key variable in any meaningful modelling 
exercise. In analysing your budget, it pays to spend some time 
to dig a little deeper in order to understand what represents 
base l iv ing costs and what represents discretionar y 
expenditure. This gives you control of a critical lever.

Thankfully, with the expansion of new technology, the 
need to have a qualification in spreadsheet creation can 
be replaced with any one of the savvy budget management 
apps on the market. These apps can, for example, track and 
categorise expenditure and apply the data against a target. 
Many options are free and are great steps to getting, and 
staying, on the road to financial fitness.

Consistency is key
Reducing or limiting the uncertainty about the future 
can be managed by taking a consistent approach to asset 
allocation. That is, your exposures to growth assets (like 
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In recent months there has been some confusion surrounding 
conditions in the Australian housing market. Some measures, 
for example, suggest that dwelling prices continue to rise at 
a	strong	pace;	other	measures	suggest	that	conditions	have	
soured somewhat as new mortgage lending has deteriorated.

Key Point

•	 Investing	in	the	property	market	is	potentially	
more	risky	right	now	than	at	any	period	since	the	
global	financial	crisis.

The weight of evidence suggests the latter. House price 
growth has moderated on the back of weaker bank lending 
and a decline in housing turnover. Conditions outside of 
Sydney and Melbourne have been weak for a number of years, 
while first-home buyer (FHB) activity remains disappointing. 

Low interest rates and the prospect of further rate cuts 
provide some upside for capital gains down the track. 
However, rental yields remain low with newly negotiated 
rents falling across the country. It’s also worth remembering 
that low interest rates haven’t been sufficient to boost prices 
outside of Sydney and Melbourne.

Investing in the Australian property market is potentially 
more risky right now than at any period since the global 
financial crisis. The big capital gains are likely over – at least 
for a few years – and investors should bear that in mind as 
they consider investment opportunities. 

Dwelling price methodology
Calculating the change in dwelling prices across a capital 
city or nation is fraught with complications and certainly 
more difficult than you might realise.

It is not enough to take a simple median or average of the 
sales that occur in a given month or quarter. Simple measures 
such as these are prone to compositional bias, which occurs 
when there are changes in the size, location or quality of 
properties sold between periods. This results in high levels 
of volatility, which makes it difficult to separate movements 
that are meaningful from those that aren’t. 

The housing market is on  
shaky foundations

by CaLLam pICKerInG  •  eureKa reporT  •  21 sepTember 2016

A good example of this phenomenon occurred following the 
onset of the GFC. Federal and state governments implemented 
a range of rather generous grants for FHBs. This triggered a 
sharp rise in first-home owner activity.

For a simple median or average dwelling price measure, a 
sharp rise in FHBs could potentially lower dwelling prices 
since FHBs tend to buy houses or units that are cheaper 
than the average or median dwelling. This occurs despite 
the fact that government grants boosted the price of most 
homes sold during that period.

As a result we need more sophisticated measures that 
account for changes in the composition of properties sold 
across periods. Australia has a range of these measures 
– more than most countries actually – with each using a 
different methodology.

Usually these measures tells a broadly similar story but 
sometimes there can be a divergence, which creates some 
confusion. Since dwellings account for a majority of 
household assets and liabilities, this can prove problematic 
for policymakers.

Until recently the preferred measure of dwelling prices for the 
Reserve Bank of Australia (RBA) was the CoreLogic hedonic 
measure, which models house prices based on a range of 
variables (such as location, number of bedrooms, etc) to 
control for changes in composition.

This measure shifted to a daily methodology a few years 
back and has slowly fallen out of favour. Dwelling prices 
are difficult enough to measure on a month-to-month or 
quarter-to-quarter basis without trying to construct a daily 
index. More recent changes in methodology were addressed 
by the RBA during its recent Statement on Monetary Policy.

“Recent information suggest that the strong increases 
reported by CoreLogic were overstated as a result of 
methodological changes affecting growth rates in the June 
quarter,” the RBA said.

Weaker	bank	lending	and	a	decline	in	housing	
turnover	indicate	that	the	housing	market	isn’t	
quite	the	all-conquering	beast	that	it	once	was.
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The big capital gains are likely over, and 
investors should bear that in mind as they 
consider investment opportunities. 

Housing multiples, which are a simplistic but useful proxy 
for affordability, show that housing is expensive by historical 
standards. The house price-to-income ratio is currently at 
its highest level on record while rental yields are currently 
around their lowest level in history.

This can partly be explained by historically low interest rates 
but we can see from the graph below that there is a tendency 
for the market to correct once the house price-to-income ratio 
reaches an elevated level. It’ll be interesting to see how long 
national house price growth can exceed growth in household 
disposable income and how large the inevitable correction is. 

Low interest rates have helped to reduce the interest burden 
on households and investors in recent years. However, the 
biggest challenge for FHBs remains the deposit to enter 
the housing market. It has been impossible in recent years 
to save enough to keep up with house price growth in the 
likes of Sydney and Melbourne. Low interest rates actually 
exacerbate this problem by undermining our ability to save.

Chart 2: House price-to-income ratio  
(long-run average = 100)

Source: ABS; via CP Economics
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Despite an elevated house price-to-income ratio, there is a 
compelling argument that the property market really isn’t 
that strong.

After adjusting for inf lation, dwelling prices across most 
capital cities are below their earlier peak. I’ve touched upon 
this before but it’s worth updating for the new set of data  
(The	pressure	is	rising	on	Aussie	property, August 2).

Dwelling prices in Perth are 12.5 per cent below their peak in 
the 2007 March quarter. Prices in Brisbane are 3.1 per cent 
below their peak back in the 2008 March quarter.

In response the RBA has placed greater emphasis on other 
measures such as those from the Australian Bureau of 
Statistics (ABS) and Australian Property Monitors (APM).

These measures utilise what is called a ‘stratified median’ 
approach. This involves separating each capital city into 
postcodes and then allocating those postcodes to 10 separate 
buckets determined by how expensive those postcodes are. 
It then takes the median price for each bucket based on 
transactions during the period and applies a geometric mean 
to create a compositionally-adjusted price measure for each 
capital city.

Both methodologies might sound complicated but they 
typically do a good job of reducing monthly or quality 
volatility, ensuring that price growth ref lects actual changes 
in prices rather than the type of properties sold.

Recent developments
The ABS released its dwelling price measure this week and 
it confirms the RBA’s belief that conditions in the housing 
market have deteriorated somewhat.

Chart 1: Australian nominal dwelling prices  
(year-ended percentage change)

Source: ABS, CP Economics
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According to the ABS, house prices rose by 2 per cent in 
the June quarter, following a modest decline in the March 
quarter, to be 4.1 per cent higher over the year. Prices in 
Sydney rose by 2.8 per cent, following two consecutive 
quarterly declines, while prices in Melbourne rose by 2.7 
per cent. Prices continue to fall in Perth.

Growth in Sydney and Melbourne has slowly begun to 
converge with price growth across the other capital cities, 
with the obvious exception of Perth where conditions are 
much weaker.

http://www.eurekareport.com.au/article/2016/8/2/residential/pressure-rising-aussie-property
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Property investment can still be quite attractive given the 
combination of low interest rates, favourable tax incentives 
and rental income. It’s even attractive for owner-occupiers 
given the family home is not subject to the capital gains tax. 
Many investors have made out quite nicely in the past few 
years as Sydney and Melbourne prices boomed.

But the recent turn in the market, confirmed via softer 
mortgage lending and reduced turnover, suggests that this 
boom has come to an end. Investors getting into the market 
right now have missed the boat and may need to wait a 
number of years before they experience positive capital gains.

Investors focused on long-term capital gains may be fine 
with that risk but other investors may find value in waiting 
for the house price-to-income ratio to return towards more 
sustainable levels.

value investors may f ind some appealing investment 
opportunities outside of Sydney and Melbourne, since 
price growth outside those cities has underperformed for a  
number of years. 

Dwelling prices in Sydney are 29 per cent above their peak 
but that peak occurred all the way back in the 2003 December 
quarter. Sydney – despite the recent boom – has experienced 
real annual growth of just 2.1 per cent a year over that period 
(though to be fair, real annual growth averages to 10.4 per 
cent over the past three years).

Chart 3: Australian real house prices  
(% change since previous week)

Chart 3: Australian real house prices 
(% change since previous week)
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Source: ABS; via CP Economics

The figures indicate that the Australian housing market isn’t 
quite the all-conquering beast that it once was. The housing 
market has been characterised by regular weak-spots over 
the past decade. Even Sydney has experienced long periods 
of soft growth or outright declines.

Growth in Sydney and Melbourne has slowly 
begun to converge with price growth across 
the other capital cities, with the obvious 
exception of Perth.
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Coal is up, though the popular view is that it will soon fall 
again, but whether that’s true is a question worth exploring 
because there is a case to argue that the commodity the 
world hates is also the commodity the world cannot function 
without.

Key Point

•	 It	is	possible,	much	to	the	annoyance	of	the	
environmental	movement,	that	a	sustainable	coal	
revival	is	underway	after	five	years	in	the	sin	bin.

It is possible, much to the annoyance of the environmental 
movement, that a sustainable coal revival is underway 
after five years in the sin bin thanks to sharp falls for both 
major types of coal: thermal used to produce electricity and 
metallurgical used to make steel.

Thermal coal fell from a peak of $US150 a tonne in late 2010 to 
around $US40/t earlier this year. Metallurgical coal crashed 
from almost $US400/t in 2011 to $US55/t late last year.

The bounce since those low points has been remarkable. 
Thermal coal has come close to doubling to $US70/t and 
metallurgical coal has done even better, rocketing up by 250 
per cent to more than $US200/t.

The handful of ASX-listed coal stocks have reacted quickly 
to the higher prices. Whitehaven (WHC), the locally-listed 
leader, has more than doubled since June 30 from $1.07 to 
$2.49. Stanmore (SMR) has done almost as well, up from 27c to 
59c over the past month. Yancoal is up from 10.5c to 24c, and 
South32, the BHP Billiton spin-off, is up from $1.80 to $2.30.

The immediate cause of the coal revival is a change in Chinese 
Government policy introduced in March and designed to 
achieve	two	objectives;	the	elimination	of	small,	inefficient	
coal mines which have helped depress the price and threaten 
the viability of the broader coal-mining industry, and as an 
environmental clean-up measure.

The key plank in the policy has been to limit mines to 276 days 
of production each year, an order which has helped shrink 
stockpiles of surplus coal, but has also led to shortages of 
certain types of coal, especially steel-making metallurgical 
quality material.

Coal powers on amid  
competing forces

by TIm TreadGoLd  •  eureKa reporT  •  22 sepTember 2016

That Chinese policy coincided with problems at a number of 
Australian mines which limited production and f looding in 
Indonesian mines, adding to concern about supply reliability, 
especially for metallurgical coal which is essential in the 
steel-making process, forcing some steel mills to make panic 
purchases or risk closing blast furnaces.

Chart 1: Metallurgical coal, past 12 months ($US/t)

Source: Bloomberg, Eureka Report
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Chart 2: Thermal coal, past 12 months ($US/t)

Source: Bloomberg, Eurkea Report
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Changes to the 276-day policy have recently been announced 
with 74 mines permitted to produce more than their quota 
as part of a government plan to match supply with demand 
to achieve a balance for both producers and consumers.

It is the tweaking of the Chinese policy which has prompted 
predictions that the recent upward surge in coal prices could 
be short-lived and that Australian-listed coal mining stocks 
will see their share prices soon retreat.

That could be a correct call in the short term, but in the long 
term it is likely that a coal shortage could develop thanks to 
worldwide policies aimed at discouraging the use of coal.

Changes	in	Chinese	policy	and	some	halts	to	
supply	in	Australia	and	Indonesia	have	coal	
prices	– especially	metallurgical	– rising.	
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The immediate cause of the coal revival 
is a change in Chinese Government policy 
introduced in March and designed to achieve 
two objectives.

a result of closing coal and gas-fired power stations, and 
industry saying it was.

Similar arguments are being heard around the world as 
countries try to move off reliance on coal to a greater use of 
renewable power sources, with mixed results and often with 
sharply higher electricity costs.

Germany is trying to shift its economy onto renewable power, 
but has been forced to also burn record amounts of brown 
coal to plug a shortfall in electricity supply.

It is possible that over time new sources of electricity will 
replace coal, and that modern power storage devices such 
as lithium batteries will overcome the reliability problems 
of solar and wind.

But when the changeover to reliable renewables might occur, 
and whether the new power sources will be able to meet the 
demands of industry, is unknown.

Until then, coal will retain its role as a preferred, affordable 
and reliable source of power with demand expected to grow 
(rather than decline) as a new generation of High-Efficiency, 
Low-Emissions (HELE) coal-fired power stations are built, 
especially in Asia.

This new generation of HELE power stations will require 
high-quality thermal coal of the sort mined in Australia.

It is a complex equation and one being clouded by misleading 
and exaggerated claims. Environmentalists are getting ahead 
of themselves with claims about renewables and governments 
are making power supply promises they can’t keep if they 
force the closure of coal and gas-fired power stations.

In effect, there is a fascinating debate underway in which 
political populism is bumping up against the laws of supply 
and demand as explained by the Scottish economist, Adam 
Smith, some 250 years ago.

Shortages, of the sort created by Chinese Government coal-
mining policies and mine closures in Australia and elsewhere, 
will inevitably lead to higher prices which should encourage 
additional supply – but not if government policies prevent it.

It is a cocktail of competing forces but it’s also one that 
seems to be suiting Australia’s coalmining industry, for now, 
and perhaps for some time as the renewable power industry 
struggles to deliver on its promises of reliability and of being 
able to meet the demands of industry.

The pressures on coal
The effect of on-off Chinese coal production policies, coupled 
with low prices during the recent period of oversupply, has 
seen widespread mine closures, job losses, and a collapse in 
mine development plans.

In Australia, the best example of a proposed coal project 
struggling to win a f inal development decision is the 
Carmichael mine of India’s Adani Group.

In theory, Carmichael has cleared all of its approvals but 
whether Adani is prepared to spend $16 billion on what could 
become one of the world’s biggest coal mines, producing 60 
million tonnes of mainly thermal coal for the Indian power 
industry, seems unlikely.

Chart 1: Metallurgical coal, past 12 months ($US/t)

Source: Bloomberg, Eureka Report
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Whatever the cause of a go-slow (or cancellation) at 
Carmichael the key point for other coal-mining companies 
is that an annual 60 million tonnes of competing coal has 
effectively been withdrawn from the market, and that also 
means another four coal mines planned for Queensland’s 
Galilee Basin are unlikely to proceed.

With new mines struggling to win government approval, and 
with policies designed to discourage the use of coal, a clash 
is developing between popular environmental policies and 
the need to produce enough electricity at the right price to 
keep industry functioning.

South Australia got an early wake-up call when its policies 
of closing a coal-fired power station and reliance on wind 
and solar as sources of energy exposed its industrial base to 
sky-high power prices.

The SA power crisis produced polarised opinions about the 
cause with the environmental lobby claiming it was not 
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Leaving aside the recently launched Qube subordinated debt 
issue, the range of ASX-listed debt securities available to 
retail investors is in danger of becoming extremely limited.

Key Point

•	With	corporate	debt	off	the	table,	fears	of	
unexpected	risk	in	bank	hybrid	notes	is	further	
frustrating	investors.	

In fact, before long, retail investors may find their choice 
limited to Additional Tier 1 capital issued by banks and just 
a smattering of senior ranking debt and perpetual notes.

Many of the other subordinated notes listed on the ASX are 
set to disappear over the next 12 months or so.

Woolworths will redeem $700 million of subordinated notes 
in november without replacing them, and origin Energy will 
redeem its $900m issue in December. origin has said nothing 
about replacing the notes.

March will see Tabcorp’s $250m issue reach its call date, and 
Caltex’s $550m issue is due to be called in September, along 
with Goodman Group’s $327m issue in December. Goodman 
Group is a repeat issuer, but the other two are not.

If none of the issues are replaced there will be only $2.3 billion 
of corporate subordinated debt left, comprising just four 
issues with call dates ranging from March 2018 to July 2021.

The outlook is even more dire for subordinated debt issued 
by financial institutions. no issuance has been seen from 
these issuers since 2013.

Financial institutions now only issue Additional Tier 1 capital 
to retail investors, with subordinated debt issues directed 
to the wholesale market. It also remains to be seen whether 
Additional Tier 1 capital issuance will go the same way.

In the meantime Commonwealth Bank subsidiary, Colonial 
Holding Company, has $1bn of notes due to be called in 
March, nAB has $1.17bn falling due in June, along with a 
$1.509m issue from AnZ. And $1.168bn of subordinated notes 
are due to be called by Westpac in August.

our subordinated debt pool  
is evaporating

by pHILIp bayLey  •  eureKa reporT  •  22 sepTember 2016

After this, there will be just three issues remaining with a 
face value of $2bn. All are scheduled to be called in 2018.

By way of comparison, there is more than $31bn of Additional 
Tier 1 capital listed on the ASX and more to come from AnZ’s 
Capital notes 4 issue.

Putting shareholders ahead of hybrid 
noteholders
From January 1 this year new rules came into effect limiting 
the distributions that banks can make should their Common 
Equity Tier 1 capital ratio fall below buffer requirements.

This has been the subject of recent commentary in financial 
media, expressing concern that holders of bank hybrid notes 
could face an unexpected risk of receiving only partial 
distribution payments when a bank is not in f inancial 
difficulty in the usual sense of the term.

If a bank is in danger of breaching the minimum 5.125 per 
cent Common Equity Trigger, or indeed is at the point of non-
viability as determined by APRA, distributions will not be 
paid and conversion of the hybrid notes into ordinary equity 
is likely. But now if a major bank’s Common Equity Tier 1 
capital ratio should fall below 8 per cent, the Australian 
Prudential Regulation Authority may require that only a 
partial distribution be paid on hybrid notes when due.

Under APRA’s prudential standard, APS110, the major banks 
must have a minimum of Common Equity Tier 1 capital ratio 
of 4.5 per cent of risk weighted assets. To this is added a 2.5 
per cent capital conservation buffer and a D-SIB (domestic 
systemically important banks) imposition of 1 per cent.

There is also a counter-cyclical buffer that can be applied, 
but this is currently set at zero. Thus a major bank must 
have a minimum ratio of 8 per cent of Common Equity Tier 1 
capital to risk weighted assets. Should the ratio fall below this 
level, distributions to shareholders, Additional Tier 1 capital 
(hybrid) noteholders, and staff bonuses will be restricted.

Australian	could	soon	have	only	$2.3bn	of	
corporate	subordinated	debt	left,	comprising	
just	four	issues.
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The outlook is even more dire for subordinated 
debt issued by financial institutions. no issuance 
has been seen from these issuers since 2013.

APRA’s considered response to the concern raised can be 
paraphrased as thus: “Tough!”

APR A expects banks to manage their distributions to 
shareholders, hybrid noteholders and staff in such a way 
that this outcome is avoided.

Philip Bayley is an independent consultant to debt capital 
market participants and is associated with Australia Ratings.

Earlier this month, APRA released a clarif ication paper 
to APS110 to address concerns that have been raised that 
timing differences in the payments of dividends and hybrid 
distributions may result in a dividend being paid in full and 
a subsequent hybrid distribution being restricted.

A perception that shareholders were being favoured 
over hybrid noteholders would severely damage investor 
confidence in hybrid notes.

Clearly such an outcome would not be in a bank’s interest 
but serves to illustrate the shortcomings of hybrid notes as 
a form of capital relative to real equity (shareholders’ funds).
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