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‘Interest-only’ loan rush
foreshadows a new phase

JAMES KIRBY
WEALTH EDITOR
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About two years ago, I applied for
a mortgage for an investment
property and to my surprise they
told me: “If you like you can make
this interest-only .. you won’t
have to pay off the principal.”

Since I was fixing this loan for
three years, I was puzzled for a
moment at this offer to defer pay-
ing off the principal for years into
the future.

And then I said: “Well, sure,
let’s do that. I mean, why not?”

But here’s the thing: I thought
this was a reward, a prize if you
like, for my years of being a faith-
ful client of this “big four” bank.

Moreover, since I'm in the
finance media, I was pretty sure
I'd got into a sort of club. I recalled
that interest-only loans were a
very small segment of the market.

Wrong! This week it was
revealed that 40 per cent of all
new mortgages — and a whop-
ping 60 per cent of investor mort-
gages —areinterest-only.

What’s more, the level of inter-
est-only loans in the system has
doubled in three years.

Crikey! I'm not in a minority,
I'm in the majority — me and a
horde of interest-only borrowers
are now threatening the very mar-
ket I've geared myself into.

Interest-only loans are not
inherently dangerous — they will
make sense to well-financed
investors. But with 60 per cent of
investors using them and a scary
20 per cent of owner-occupiers
using them, the risks to the system
areindisputable.

Now, there is always money to
be made by someone somewhere
in the property market — no
doubt there are bargains in Perth
and in selected mining towns.
Wily investors will, for sure, make
the occasional Kkilling in “mezza-
nine” finance as developersrace to
finish apartment towers before
the expected crunch in the inner-
city market comes to pass.

But for the average investor
entering the apartment market
now (the traditional “first step” in
property), the chances of getting
healthy returns in the next few
years are fading rapidly.

The mushrooming of interest-
only loans is just another sign the
market has moved into a “bubble”
phase. The banks are being leaned
on by all regulators to cool lend-
ing; lending rates are going up and
steadily the supply of new apart-
ments into the market is expected
to atbest flatten prices.

Of course, the tax benefits of
negative gearing and capital gains
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tax allowances remain in place,
but there is a very strong chance
the government will lessen these
privileges soon — it is rumoured,
for example, that the government
may reduce the capital gains tax
discount you get after holding an
asset for more than a year from
50 per cent to 40 per cent. This
could be included in a wider pack-
age of measures to be announced
in the federal budget on May 9.

Shares attractive

Meanwhile, in contrast, the share-
market is looking attractive. The
returns — from both a price per-
spective and an income dimen-
sion — are healthy and the
prospects are certainly more
reliable than residential property.

Separately, while investors in
the property market are heavily

mortgaged, very few private
investors in the sharemarket take
advantage of negative gearing. In
fact, many people don’t realise
negative gearingis nota “property
only” tax shelter; it can be used for
shares or managed funds as well.

We see so much attention paid
to the Sydney residential market’s
19 per cent annual returns, but the
portion of Australians who can
access this market is limited; the
sharemarket, on the other hand,
has entry prices starting at $500
— the value of a minimum block
of shares.

Better still, the strong returns
in the sharemarket are available
toeveryone ... wherever they live.

Don Hamson, the managing
director of the Plato Investment
Group, puts it this way: “We have
a very reliable dividend stream in
the market and it has meant total

returns are more predictable than
many investors might expect. It’s
really when you work in the after-
tax value of franked dividends
thatyou see the full picture.”

Tracking back to 2011, when
Hamson started his Plato Austra-
lian Shares Income Fund, the
local market has offered a total
averagereturnayear of 12 per cent
(including franking) — underpin-
ning those returns has been a divi-
dend yield of about 4.5 per cent
that when “grossed up” —in other
words, when the after-tax benefits
of franking are taken into account
—reaches about 6 per cent. So the
sharemarket has been pumping
out returns of 12 per cent each
year, and half of that return is as
reliable dividend payments.

As a fund manager, Hamson
has had to clear a high hurdle to
offer an above-average return but
he has managed to get 14 per cent
a year (after fees) through skilled
use of buying high-dividend pay-
ing stocks, especially as they near
the dividend payment date when
they reach seasonal peaks.

Hamson is comfortable the
patterns set in the past six years
are sustainable — he can, of
course, say such things knowing
thelocal market is still well behind
where it was 10 years ago — in
mid-2007, the ASX was surging
towards a peak of 6800. You have
to doubt a property expert could
offer a similar outlook.

An alternative path to property investment

ELIZABETH MORAN

Property bonds returns

sometimes thousands of loans are
pooled together via a trust. The

Healthy returns in the
next few years for the
average investor entering
the apartment market are
fading rapidly
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Understanding your ‘total super
balance’ crucial for DIY funds

MONICA RULE

Aswemove towards July 1 and the
biggest suite of changes to super-
annuation rules that most advisers
have ever seen, the term “total
superannuation balance” is some-
thing that all superannuation fund
members must come to under-
stand.

Up until now, many articles
have been written on the $1.6 mil-
lion transfer balance cap. This is
the total amount an SMSF mem-
ber can have on the day they start
their retirement pension account
(fromJuly1).

Separately, a member’s total
superannuation balance is also
struck at a figure of $1.6m but is a
rolling limit — it is to be assessed
every year.

Here’s how it works: it is calcu-
lated by adding together their ac-
cumulation account balance,
retirement pension account bal-
ance, and any money rolled into
their SMSF that has not been allo-
cated to either their accumulation
or retirement accounts, and then
subtracting any so-called “struc-
tured settlement contributions
(compensation payments for per-
sonal injury)” received in their
SMSF.

It will affect how much a person
can contribute to their SMSF,
whether they qualify for certain
superannuation entitlements and
which method their fund can use
to determine tax-exempt income
from July L.

Crucially, a member’s total
superannuation balance isimport-
ant as it determines what a mem-
ber is entitled to and what actions
they are allowed to take. Here’s
the main superannuation items
and how they may be affected
under the TSB.

e Non-concessional contribu-
tions: amember’s total superannu-

ation balance must be below the
general transfer balance cap, in
order to make non-concessional
contributions into their SMSF
from July L

This means, if a member’s total
superannuation balance is $1.6m
(the general transfer balance cap
for 2017-18) or above, they cannot
make any further non-conces-
sional contributions into their
SMSF. The balance is measured at
June 30 of the previous year in
which the contribution is made
and is tested each financial year.
(This means, a member under the
age of 65 will not be able to use any
unused portion of their bring-for-
ward non-concessional cap if their
total balance is $1.6m or over. As
the limit is tied and indexed to the
general transfer balance cap, it will
increase as the general transfer
balance cap increases.)

e Spouse contribution tax off-
set: a spouse can claim a tax offset
of up to $540 for making up to
$3000 in non-concessional contri-
butions for their low-income
spouse. This is provided the low-
income spouse’s total superannu-
ation balance does not exceed the
general transfer balance cap of
$1.6m and their total non-conces-
sional contributions received in
the relevant financial year do not
exceed the $100,000 annual limit.
The low-income spouse must also
be under the age of 70 and meet
the part-time work test (40 hours
over 30 consecutive days) if aged
65 to 69, both the contributing
spouse and the low income spouse
must be Australian residents for
income tax purposes and not be
living separately and apart on a
permanent basis at the time the
contribution is made. The income
threshold for the low-income
spouse must not exceed $40,000
from July L

e Catch-up concessional con-
tributions: the new law allows any

unused concessional contribu-
tions (the annual cap is $25,000)
from July 1, 2018, to be carried for-
ward for up to five consecutive
years. This is provided the mem-
ber’s total superannuation balance
is less than $500,000. Only un-
used amounts accrued after July 1
next year will be eligible. Amounts
carried forward that have not been
used after five years will expire. Itis
important that members maintain
accurate records of contributions
made into their SMSF.

e Superannuation co-contribu-
tions: to be eligible for up to $500
of the government’s superannu-
ation co-contribution, a member’s
total superannuation balance
must be less than the transfer bal-
ance cap of $1.6m on June 30 of the
year before the relevant financial
year. The member must also not
have contributed more than the
$100,000 non-concessional con-
tributions cap, their total income
must be below the higher income
threshold ($51,021 for 2016-17),and
10 per cent of their total income is
from employment-related activi-
ties, carrying on a business or a
combination of both.

o Segregated assets method:
from July 1, SMSFs will no longer
be permitted to apply the “segre-
gated assets method” to determine
their tax-exempt income if any
member has more than a $1.6m
superannuation balance and the
member is in pension phase.

There are 1 million SMSF
members in Australia and they
need to understand how their en-
titlements will be affected under
the new “total superannuation
balance” concept to not only avoid
penalties but to also take advan-
tage of opportunities to accumu-
late more for their retirement
savings.

Monica Rule is an SMSF specialist
at www.monicarule.com.au
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stops. Just ask some Perth home-
owners and investors where prices
dropped sharply this year.

While the good times are well
and truly over in the west, the
hype around the Sydney and Mel-
bourne housing markets seems to
be more infectious than ever,
creating an urgency to invest or
miss out. But, if you stand back
and assess residential property as
just another investment, it doesn’t
always stack up. Maintenance,
real estate agent fees, stamp duty,
rates, insurance, vacancy periods
and changing property markets
mean even with the best inten-
tions, investing in physical prop-
erty canresultin an overall loss.

Rapidly rising property prices
in Sydney and Melbourne have
put pressure on rental yields,
which are at record lows, accord-
ing to CoreLogic. For a house in
Sydney the gross yield excluding
costs was 2.8 per cent in January,
while in Melbourne it was 2.7 per
cent, indicating investors are
chasing capital growth. What

Prices accurate as at 6 April but subject to change

happens if the market changes
and prices go backwards?

But investing in property
doesn’t have to be such a gamble.
There are two alternative paths
into property you may not be
aware of — investing in property
bonds and residential mortgage
backed securities (RMBS).

Property bonds

Many of Australia’s largest and
medium-sized property com-
panies issue bonds. The great ad-
vantage of bonds is that you know
what your return will be and the
date you can expect to be repaid
the $100 face value of the bond,
providing greater certainty than
direct property investment. Yield
to maturity ranges from 3.06 per
cent for a Mirvac bond maturing
in September 2020 to 7.45 per cent
for an Impact bond maturing in
February 2021.

Source: FIIG Securities

It’s interesting to note that all
of theyields available on property
bonds are higher than the gross
rental yields on Sydney and Mel-
bourne houses. (Elsewhere in
these pages Wealth editor James
Kirby has also noted that the
yield on average across Aust-
ralian shares is also higher than
rental yields).

Late last month, property com-
pany Villa World issued a $50 mil-
lion simple corporate bond via the
ASX, maturing in April 2022. This
one is floating rate and priced at
90-day bank bill swap rate plus a
margin of 4.75 per cent providing
an initial yield of 6.55 per cent
annualised for the first quarter.

RMBS

Residential Mortgage Backed
Securities are issued by financial
institutions to recapitalise their
balance sheets. Hundreds and

appetite target the lower ranked
capital, such as hybrids or shares
(orinthe case of RMBS, the lowest
rated tranches).

Different tranches of RMBS
offer a spectrum of risk although,
given the structure, the majority
are typically low risk due to high
underwriting standards, con-
servative loan to value ratios (av-
eraging about 70 per cent) and the
fact that loans retain full recourse
to the borrower if selling the prop-
erty can’t recover the borrowed
funds.

RMBS pass through the princi-
pal repayments from the pool of
mortgages, unlike bonds that pay
interest and principal at maturity,
so RMBS terms can be quite short.
Incomeis set up-frontand is based
on a margin over a benchmark,
usually the BBSW.

Elizabeth Moranis a director of
education andresearch at FIIG
FixedIncome Specialists.

www.fiig.com.au

Morphic Ethical Equities'Fund IPO closes on 19 April 2017.

Apply now at morethical.com.au
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Morphic

Asset Manogemem

Global environmental pressures are building. If unaddressed, these changes will affect our economic security.
The Morphic Ethical Equities Fund Ltd will seek to deliver growth and rising dividends by avoiding stocks that
will lose from the changes and looking for opportunities in ones that will gain from them.

The Company is run by the team behind the Morphic Global Opportunities Fund (MGOF), and will largely follow
the same investment strategy. The MGOF has delivered 17.5% compound returns including distributions

since its launch in August 2012".

*The Company will apply ethical screens whereas MGOF does not. MGOF returns are to Mar-17. Past performance of MGOF is not an
indication of the Company’s likely performance. The Prospectus is an important document that should be read in its entirety before
deciding whether to participate in the Offer (as set out in the Prospectus). The Offer will be made in the Prospectus and anyone who wants
to participate in the Offer will need to complete the application form in the Prospectus.




