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Green shoots
What about the roots?

Last issue our lead article explored the emerging

‘green shoots’ of recovery. The big question is —
"Do these shoots have good roots?”

Share markets world wide have continued their upward
trend. Since April the Australian share market has risen over 40%.
In many ways, this is what you would expect as a recession comes
to an end. Share market investors look to the future for signs of
recovery and the positive signs have rebuilt confidence.

What is the good news?

In Australia there is a consensus that the worst is behind us.
The Reserve Bank believes this downturn will not be as serious
as others in the post war era. Retail sales, exports, house prices
and employment figures have all been better than expected. The
Westpac Melbourne Institute consumer sentiment index is at its
highest since October 2007. Businesses are also more positive
with the NAB measure of business confidence at its highest in the
last two years and close to its long term average.

In USA economic growth is still falling but at a slower rate
causing Barack Obama to declare the beginning of the end of the
recession. Many top US companies are still profitable with 75%
of the S&P500 businesses declaring better than expected results.

In Asia, growth rates in China improved to 7.9% in the year
to June and the overall growth rate of our major trading partners
had turned positive. Japan, Taiwan, Korea and Singapore have all
surprised economists by showing positive growth.

In Europe, economic growth fell less than expected with
France and Germany starting to emerge from recession though
Spain and many Eastern bloc countries are still in trouble.

Is the recovery sustainable?

It would be wonderful to imagine the downturn is over and
everything is rosy again but there are four key concerns both here
and overseas that we should not ignore.
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Whilst
encouragingly low at 5.8% in Australia, underemployment —
people who cannot get enough work — has been estimated by
Morgan Research to be 9%. The problem is more severe in the

1. Employment - unemployment has remained

USA and in Europe. Lack of full employment means lower
household incomes, lower consumption, lower tax receipts
and higher social security costs.

2. De-leveraging - Many companies in Australia and overseas
are reducing debt through capital raisings, internal funding
and slashing costs. This means lower levels of business
investment and slower growth.

3. Inflation - At some point, central banks will start to raise
interest rates again to prevent growth getting out of hand.
The Reserve Bank has indicated that it believes a ‘normal’
interest rate is well above the current 3% level. Managing
the transition from easy to tighter monetary policy will be a
delicate challenge over the coming year.

4. Reduced stimulus - Governments will pull back their
stimulatory measures. There will be significant pressure to
bring their budgets back into balance and start to repay the
massive debt incurred in funding the stimulus measures.
This means higher taxes, reduced services and/or possible
asset sales.

What does this mean for investments going forward?

We expect that all investment markets will continue to be
volatile (although not to the same extent as the past year) and
interest rates, both short and long term, are expected to rise.
Having recovered the “easy yards” share market growth rates
should be low to moderate well into 2010. The key focus for
investors should be on quality recurring income streams — a
theme that we give more attention to inside this newsletter. ﬁ‘@

The Importance of Regularly Reviewing Your Investment Portfolio

The importance of regularly reviewing your investment portfolio and your personal circumstances to ensure that your investments
remain appropriate to your needs cannot be overstated. From our experience investment portfolios need to be adjusted over time,
not only in response to changing investment markets and economies, but also in response to changing personal circumstances.

If you are currently not reviewing your financial affairs on a regular basis we encourage you to contact your Avenue adviser to
discuss their review services.
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Adapting to change

Charles Darwin said that it is not the
fastest or strongest who survive but
those who adapt the best to change.

Adapting to change is particularly important in financial
planning where the tax, superannuation and social security rules
regularly change. We are likely to be coming to another period
of significant change because of the many ‘reviews’ that have
been introduced by the Federal Government including those
examining the future tax system, pensions and superannuation.

The Harmer Review

This review examined the adequacy and targeting of the
pension system - both the age pension and the ‘working
age’ pensions such as the Disability Support Pension and
the Carer Payment. It reported in February and some of its
recommendations were included in the May Budget such as
an increase in the base rate of pension, an increase to the age
pension age to 67 and better ways to encourage people to work
after pension age.

The report made other recommendations including:

¢ Aligning the age at which superannuation can be accessed
with the age pension age,

¢ Tightening eligibility for the Commonwealth Seniors
Health Card,

e Simplifying means testing,

¢ Aligning the means testing of superannuation pensions
with other financial products, and

e Improving incentives for work and saving.

These recommendations will probably be considered as part
of the Henry review.

The Henry Review

This review is examining the current tax system (except the
GST) and looking at ways to position Australia to deal with the
demographic, social, economic and environmental challenges
of the 21st century. The review is wide ranging including
transfer payments such as family tax benefits and social security
payments and even considering taxes on road usage.

A preliminary report in May recommended amongst other things:
¢ Retaining the 9% superannuation guarantee,

¢ Making the tax concessions for contributions ‘fairer’ by
broadening access to them, and

e Seeking ways to improve people’s engagement with the
retirement system.

Other possible changes that have been canvassed are:
¢ Ways to extend the super guarantee to the self employed,

¢ Review of the dividend imputation system in line with
reducing the company tax rate,

¢ Further increases in the age pension age (beyond the 67
already announced),

e Restrictions on negative gearing (that is being able to
offset losses from one source against income from other
sources),

¢ Funding of aged care accommodation and services, and

¢ Encouraging the development of products to manage
longevity risk (the danger that you will run out of money
in retirement).

The final report is due by the end of 2009 and it may take
some years before the Government considers and implements
any changes.

The Cooper Review

This review is examining the structure and operation of the
superannuation system. It is hoped that its recommendations
will lead to increased efficiencies, lower costs and fees and
in turn lifting long-term rates of return. It is due to report by
June 2010.

Whatever the outcomes of these enquiries you need to
be aware that more change is coming — some of it may
benefit you and some may not. It is just one more
reason why we believe a regular
review of your financial affairs

is critical. {Sl@

Assets for a growing Income

When asset prices are jumping all over the place it is easy for investors to get
sidetracked with current valuations and forget all about the income.

For many investors the key reason they invest is to generate
an income - either an income they need to rely on now or an
income they will need to rely on in the future.

Term deposits

An obvious place to start for investors that need an income is
term deposits. The interest rate is guaranteed and the capital is
secure. However when you roll over your investment at the end
of the term, you cannot be sure what the new interest rate will
be. The graph below shows the average one year term deposit
rate offered by the big four banks in June each year ranged from
3.75% to 8% pa since 2000.

While this style of investment may offer capital security the
level of income can be extremely volatile over the long term.
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Residential property

Back in 2000 the median price for a Sydney property was
$300,000 and the rental yield would have been around 4% pa
(or $230 per week). In 2009 the median house price in Sydney
has jumped to nearly $550,000. However from an income
perspective the key message is an increase in rental income to
around $450 per week. This represents a 7.8% pa return on the
original $300,000 invested.

Rental income is driven by supply and demand and there
is no certainty that rents will increase each year. At times the
property may have no tenants, so no income. The net return
will also be affected by ongoing maintenance costs, fees and/
or taxes. But unlike other assets you do have the opportunity
to make capital improvements to your investment which may
increase the rental income and the capital value.

Shares

You could also have used the same $300,000 to buy a
portfolio of blue chip Australian shares (ANZ, BHP, CBA, NAB,
NWS, TLS, WBC, WES, WOW & WPL). Today this portfolio
would be valued at more than $600,000. The initial dividends in
total would have provided a return of 4% pa - but with franking
credits this increased to 6%. By 2009 the base dividend yield has
increased to 9.6% pa based on the original $300,000 invested —
add the franking credits and it represents a return of 13.7% pa.

Across the portfolio some dividends have increased more
than others. There is even more variation in capital values.
The key with shares is to have a diversified portfolio. Unlike
property investment, there are no ongoing expenses and you
have the option to make alterations to your portfolio over time
in an attempt to improve returns.

Summary

This brief analysis demonstrates that each asset class is
unique and offers different styles of income. Term deposits
are ideally suited to short term investing. They are also used
to decrease the capital volatility of a longer term portfolio.
Property and shares should provide a substantially superior
income over time. Residential property may suit investors
who want to get involved in their investments. Shares may be
appropriate for investors who are comfortable with a hands-off
style of investing and who want greater diversification.

The key message for longer term investors is that the
income stream from rent and dividends is likely to increase

over time. ﬁi@
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LIGHTER SIDE

“Advice is what we ask for when we already
know the answer but wish we didn't. §§

Erica Jong

€€ what you risk reveals what you value.§§
Jeanette Winterson

“ I owe my success to having listened respectfully
to the very best advice, and then going away
and doing the exact opposite. §§

G. K. Chesterton (1874 -1936)

“ It seems to me that people have vast potential.
Most people can do extraordinary things if
they have the confidence or take the risks. Yet
most people don't. They sit in front of the telly
and treat life as if it goes on forever.§§

Philip Adams









