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Economic Analysis
Searching for sustained growth

Index Returns as at 30 June 2017 (% p.a.)

3 Months 6 Months 1 Year  
(% p.a.)

3 Years  
(% p.a.)

5 Years  
(% p.a.)

AUSTRALIAN EQUITIES −1.57 3.07 13.82 6.64 11.63

GLOBAL EQUITIES 3.16 9.05 20.54 9.65 15.4

A-REITS −3.05 −3.12 −5.64 12.22 14.24

GLOBAL LISTED PROPERTY 2.08 3.33 2.22 7.76 11.42

AUSTRALIAN FIXED INTEREST 1.08 2.29 −0.83 4.22 3.59

GLOBAL FIXED INTEREST 1.17 1.86 0.47 5.08 5.51

CASH 0.44 0.89 1.82 2.22 2.52

AUD/USD 0.79 6.67 3.19 −6.59 −5.57

MARKET INDICES: 
S&P/ASX 300 ACCUMULATION INDEX 
MSCI WORLD EX AUSTRALIA NR INDEX (AUD HEDGED) 
S&P/ASX 300 A-REIT ACCUMULATION INDEX 
FTSE EPRA/NAREIT DEVELOPED NR INDEX (AUD HEDGED) 
BLOOMBERG AUSBOND COMPOSITE 0+ YR INDEX AUD 
BARCAP GLOBAL AGGREGATE TR INDEX (AUD HEDGED) 
BLOOMBERG AUSBOND BANK BILL INDEX AUD
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Economic Analysis

In each of the major economic regions we are seeing growth picking up but with little 
or no evidence of rising inflation. The perception that more central banks were likely 
to tighten policy either by raising rates or moderating asset purchases triggered by the  
ECB’s president led to a sharp rise in bond yields. More recently there is a growing 
belief that policy tightenings are likely to be more limited and cautious.

In the US recent data points to an economy growing at a 3% rate after just 1.4% 
in the March quarter. Somewhat perplexing, however, has been the continued 
undershooting on inflation which has become the subject of debate both within the 
Fed and across markets at present. Recently Fed chair Janet Yellen appeared to 
signal less confidence in achieving the inflation target and espoused a more dovish 
tone. Ms Yellen indicated that rates would not have to rise very much to achieve a 
neutral stance. Indeed some estimates of the current neutral real Fed funds rate are 
estimated to be around zero compared to the current real Fed funds rate of −0.5%.  
If inflation does remain muted then rates may not need to rise very much at all.

In each of the major economic regions we are 
seeing growth picking up but with little or no 
evidence of rising inflation
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Economic Analysis

In the Eurozone the recovery seems solid and broad with all the major economies 
growing at respectable rates. Employment is growing and corporate pricing power  
is strengthening. Mr Draghi, the ECB president, triggered a jump in bond yields  
when he said that “deflationary forces have been replaced by reflationary ones”.  
A subsequent fall in the inflation rate led the ECB’s chief economist to take a more 
cautious line, stating that the task of raising inflation is “not yet accomplished”. 

In Japan survey data suggest that growth remains solid with exporters benefitting  
from rising global demand and enhanced ability to pass on price increases to customers. 
The improved demand picture is reflected in the TANKAN report showing rising 
corporate confidence. Nonetheless inflation remains quiescent and wage growth 
extremely modest. 

In China growth remains solid at 6.9% despite the tightening in financial conditions. 
Money supply growth is moderating to be in line with nominal GDP growth, suggesting  
a stabilisation in the debt to GDP ratio, estimated to be at above 250%. The yuan 
continued to strengthen against a relatively weak USD. Foreign reserves remained 
stable, suggesting that capital outflows have stabilised. The tightening in China 
remains measured and in proportion to the improvement in growth over the past 12 
months. Further tightening may be forthcoming next year as the authorities use the 
opportunity presented by a more stable domestic and global growth environment to 
tackle financial stability risks.

The RBA is projecting GDP growth above 3% in 
2018, based on solid consumer spending
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Economic Analysis

The RBA is projecting GDP growth above 3% in 2018, based on solid consumer 
spending, an end to the mining-related downturn, positive contributions from LNG 
exports and housing and a modest recovery in business investment. Growth of this 
magnitude, assisted by population growth around 1.6% p.a., would most likely usher 
in a change in monetary policy bias. Indeed, the RBA expects a modest lift in wages 
growth as the cyclical weakness in mining sector wages fades. However, the high level 
of private sector growth is likely to make businesses sensitive to even a modest rise in  
rates, suggesting the RBA will be cautious unless inflation or wage growth rise sharply.
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Australian Equities
Performance Summary
The Australian equity market rally that had been a feature of the last 12 months 
started to wane in the June quarter with the S&P/ASX 300 TR Index (ASX 300) 
down 1.6%, mainly on the back of a broad sell-off in the ‘big four’ domestic banks. The 
main reason for such a poor quarter for financials was the Federal Budget and its 
‘surprise’ bank levy of 0.06%. Consensus estimates were that this would impact big 
four earnings by between 3–5%. The move in the banks was sharp and sudden, with 
each of NAB, WBC and ANZ experiencing tough trading conditions. Meanwhile, CBA 
escaped the wrath of the market to a degree but was still mostly flat. Combined, the 
S&P/ASX 300 Financials Index returned −4.4% for the quarter.

Outside of Financials, sector performance was mixed. The standout sectors were 
Industrials (+8.7% for the quarter) and Healthcare (+7.1%). The positive Healthcare 
sector performance was mainly attributable to CSL, which rallied strongly following 
its June 2017 announcement that it had acquired an 80% stake in a Chinese plasma-
derived therapies manufacturer.

Offsetting these positives, the Consumer Staples sector had a poor quarter with 
the S&P/ASX 300 Consumer Staples (Sector) TR Index returning −5.3%. The main 
contributor to this was Wesfarmers which was sold off heavily after its June investor 
day where the Cole CEO revealed the intensifying competition it was facing from its 
supermarket competitors Woolworths and Aldi. Sentiment for supermarkets globally 
was also negatively impacted by Amazon’s announcement that it was acquiring 
Whole Foods, with the market extrapolating that this signalled Amazon’s entry into 
‘bricks and mortar’ grocery retailing. Telecommunications also had a very tough 
quarter, with the S&P/ASX 300 Telecommunication Services (Sector) TR Index 
returning −8.0%, as the market worried that Telstra would need to cut its dividend 
due to a poor earnings outlook on the back of TPG’s move into the mobile market and 
increased competition from the NBN.

SHAILESH JAIN, 
SECTOR CO-LEAD —  
AUSTRALIAN SMALL CAPS

PETER GREEN, 
GENERAL MANAGER —  
EQUITIES
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Rolling 12-Month Returns to 20 June 2017
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Smalls vs Large
The June quarter has seen the reversal of the year-long trend where the large cap  
sector has outperformed the small cap sector. In particular, the S&P/ASX Small 
Ordinaries TR Accumulation Index (‘Small Ordinaries’) returned −0.4%, thereby 
losing less than the ASX 300. However, this positive relative performance has not 
been enough for the Small Ordinaries to catch the ASX 300 over the 12-month period 
ended 30 June 2017. Over 12 months, the ASX 300 returned 13.8%, almost double the 
Small Ordinaries return of 7.0%.  
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A decomposition of the ASX 300 returns highlights that much of this divergence can  
be attributable to the ‘top 20’ largest stocks. Hence the S&P/ASX 20 TR Index (ASX  
20) had a poor June quarter, returning −4.1%. However, over the 12 months the ASX 20  
returned a much stronger 14.0%. The reason for the sharp reversal in the fortunes of the  
ASX 20 has already been largely discussed, with the big four banks, Wesfarmers and  
Telstra all constituents. This has seen a pause, for now, of the rotation from small into  
large which had been a feature of the reflation trade unleashed by Chinese stimulus and  
Trump’s victory in the second half of calendar year 2016 and extending into the March  
2017 quarter. Sentiment for the Small Ordinaries had also not been helped by a number  
of former ‘market darlings’, such as Blackmores and Aconex, not being able to meet the 
lofty earnings expectations of investors.

A special case: a perfect storm for retailers? 
Investors in the retail sector have faced somewhat of a perfect storm in the June 
quarter, with news of Amazon’s impending arrival in Australia and concerns about 
the domestic economy leading to a bout of negative sentiment. The sell-off was broad-
based and extended to some of the retail REITs as well. For instance, Harvey Norman 
retuned −12%, Myer −38%, Super Retail Group −22% and Scentre −8%. The rout did 
not take any prisoners, with even a former high flyer such as JB Hi-Fi having a tough 
quarter and providing a −5% return to investors. 

The impending arrival in Australia of  
Amazon has been a large driver of negative 
market sentiment
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The impending arrival in Australia of Amazon has been a large driver of this  
negative sentiment. However, while the threat is clear the timing is less so. At this 
stage, the market is not clear of the exact arrival date of Amazon or how long it will 
take to reach its strategic goals. What the market is clear about is the devastating 
impact Amazon has had on US bricks and mortar retailers and shopping mall owners, 
with Amazon’s customer focused online ecommerce model and leading edge in 
consumer data disrupting more traditional retail business models. The disruption 
has been most acute for department stores, the apparel sector and consumable 
electronics, with the local speculation being that these will go the same was as books 
stores. This is a large part of why Myer had such a poor quarter, but also impacted 
Wesfarmers as investors fret about the prospects of Target and Kmart.
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Global Equities 
During Q1 2017, the market euphoria which built up following Trump’s election  
win unwound on increasing doubts about the Trump Administration’s ability to  
pass legislative reform. In the following quarter, market attention shifted to 
economic reports of strong gains in China, Canada, and the Euro area showing 
accelerating business investment, declining unemployment rates and positive 
business activity. Further, trade volume rebounded sharply, after stumbling  
through most of 2016.  

Another major theme that emerged during the quarter was the ebbing of 
heightened political risk, with Korea and Europe prime beneficiaries. In Europe, 
pro-EU Emmanuel Macron defeated anti-Euro populist Marine Le Pen in French 
presidential elections held over April and May. The UK Conservative Party’s  
shock loss of its parliamentary majority in June damped gains made in the quarter, 
however European stocks still finished 7% in AUD terms. 

Emerging markets were mixed with Asian stocks trending higher (+8.0%) while  
EM ex Asia tread water (+0.3%). Easing fears of a Chinese slowdown, electoral 
certainty in Indonesia, tax-reform progression in India and the Philippines, strong 
regional macroeconomic data and improved investor sentiment drove Asian stocks. 
In contrast, EM ex Asia was dragged down by Brazil and Russia. Russian stocks  
were buffeted by falling energy prices, and markets expressed concerns around 
Brazil’s economic recovery and widening corruption scandals. 

Towards the end of the second quarter, central bank rhetoric, particularly out of  
Europe, shifted from a deflationary to an inflationary focus which triggered a late 
rally in global bond yields and a rotation out of the low volatility, bond proxy and 
growth/quality trade into shorter duration cyclicals such as banks.  Global stocks 
continued their upward momentum through Q2 2017, setting record highs in the  
June quarter (MSCI AC World Index up 4% in AUD terms). 

ADRIAN HOE, 
SENIOR RESEARCH 
ANALYST

PETER GREEN, 
GENERAL MANAGER —  
EQUITIES
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United States
US financial markets continued to power along in 2017 and are priced for a very  
gradual normalisation of monetary policy. The US economy is showing signs of 
moderate economic expansion—growth in Q1 was an annualised 1.4% and 362,000 
jobs were added from March to May. Further, the jobless rate fell to a post crisis 
low of 4.3% in May. The lower unemployment rate is, however, not expected to be 
inflationary. In her June press conference, Fed chair Janet Yellen noted that recent 
inflation readings had edged lower. The US Fed lowered its medium-term expected 
inflation rate to 1.6% and now believes inflation will fall well short of its 2% target 
this year. As expected, the Fed announced a quarter-point hike from 1% to 1.25% 
in June. Importantly, the Fed reconfirmed that monetary policy would be tightened 
gradually and outlined a plan to reduce its US$4.5 trillion balance sheet, although did 
not set an explicit date to do so. The combination of a rate hike and shrinking balance 
sheet is supportive of its longer-term assertion of higher growth. 

Rolling Three-Year returns to 20 June 2017
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Corporate profits recovered to +14% growth in the first quarter reporting season, 
which provided continued market support after hopes of a Trump-led reflationary 
trade faded in late Q1. The rally in US equities, which began in early 2016, is 
increasingly being questioned by the market, given valuations are looking stretched 
on some measures, tech stocks are looking like an overcrowded trade and US 
monetary policy is set on a gradual path of tightening. Based on the Shiller P/E ratio, 
which is a long-term measure of market valuation, the S&P 500 is at 30 times as of 
mid-June, which is the highest level outside of 1929 and the late 1990s. 

For the year to June 2016, Technology was the best performer, despite a late sell-off of  
tech darlings Facebook, Apple, Amazon, Netflix and Alphabet (Google) or “FAANG” in  
mid-June. Healthcare and Consumer Discretionary sectors recorded strong gains for 
the year. Energy and Telecommunication sectors fared poorly, caused by declines in 
crude oil prices and a price war in the telecom industry. Large caps led mid and small 
caps, given large losses in mid and small cap energy and telecommunication services 
companies during the year. 

World ex US
European shares delivered the strongest gains amongst developed markets, 
outperforming US (+2%) and Japanese shares (+5%), returning 7% for the quarter 
in AUD terms. Equities markets pushed higher on positive political developments, 
economic trends, earnings growth and monetary policy. This was also reflected  
in the bond market with rising European bond yields. 

US financial markets continued to power 
along in 2017 and are priced for a very gradual 
normalisation of monetary policy
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Political risks which dominated news headlines in Q1, ebbed in Q2 with election 
wins of centralists in France in May, which followed earlier wins in the Netherlands 
and Austria. The upcoming German election in September has not been a feature, 
with most seemingly predicting a continuation of Chancellor Angela Merkel’s 
time in office. French and German bourses were up 9% and 6% in AUD terms, 
respectively. That said, political headwinds have not been completely removed. The 
UK Conservative Party’s shock loss of its parliamentary majority in the UK election 
in June served as a reminder that Brexit continues to be an economic risk, although 
mostly contained to the UK. UK markets ended up 4% in AUD terms for the quarter, 
the lowest of the major Western European economies. Markets will look to elections 
in Italy, expected in the spring of 2018, with the Euro-sceptic Five Star Movement 
currently polling strongly (not that this has been a reliable indicator of late).  

earlier thanks to increased corporate investment. Other economic indicators such 
as consumer and business confidence and credit growth were positive. During the 
second quarter, companies reported strong earnings growth, driven by both revenue 
and margin expansion. The ECB said the reflating economy might allow it to reduce 
asset purchases in early 2018. At the same time, ECB President Mario Draghi made 
it clear that he will be slow to remove the amount of stimulus, eliminating fears of an 
abrupt end to QE at the end of 2017.  

Japanese equities had a strong quarter, underpinned by positive signs in the  
Japanese economy, solid earnings expectations, and a stable yen. While inflation 
is still below the BOJ’s target rate of 2%, there were positive signs of improvement 
with growth in exports, domestic consumption, industrial production and wages. 
Corporate governance reform and shareholder friendly behaviour by companies 
continues to drive corporate margin improvement. 

Th eEurozone economy expanded 0.6% in the first quarter and 1.9% on the year  

15



JULY 2017

ISSUE 10

Lonsec Research Pty Ltd ABN 11 151 658 561 • AFSL No. 421 445 • This information must be read in conjunction with the Warning, Disclaimer,  
and Disclosure at the end of this document.

INVESTMENT OUTLOOK REPORT

lonsec.com.au

Quarterly Outlook

Emerging Markets
Emerging markets continued their strong performance into Q2 2017, with the MSCI 
Emerging Markets Index up 6% for the quarter and 24% for the year to June 2017. This  
marks a reversal in sentiment and fund flows into the region, where a sharp sell-off 
immediately after Trump’s election win in November saw approximately $16b in 
ETF outflows. For the first time in a number of years, consensus analyst earnings 
revisions for emerging market companies have trended upwards. Lower perceived 
valuations versus developed equities helped drive strong share price performance 
over the period. The MSCI Emerging Market Index currently shows stocks in the 
region trading on a forward price-to-earnings ratio around its historical 10-year 
average, but below developed market peers. 

P/E 12 Month Forward over past 10 years
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MSCI EM S&P/ASX 200 S&P 500 MSCI Europe

P/E 12 Month Forward over past 10 years

Current P/E 12 Month Forward

SOURCE: BLOOMBERG, NEUBERGER BERMAN: HI, LOW FOR LAST 10 YEARS (AS OF 27 JUNE 2017)

16



JULY 2017

Lonsec Research Pty Ltd ABN 11 151 658 561 • AFSL No. 421 445 • This information must be read in conjunction with the Warning, Disclaimer,  
and Disclosure at the end of this document.

Quarterly Outlook

There was a marked disparity in performance between regions with Asia ex Japan up  
8% in AUD terms, with EM ex Asia flat and weighed down by Brazillian and Russian  
equities. In Brazil, concerns around the sustainability of Brazil’s economic recovery and  
the widening corruption scandal enveloping President Temer hurt performance while  
Russian equities were buffered by falling energy prices (Oil -9%, Natural Gas -5%). 

Combined Chinese equities were up 4.3% for the quarter in USD terms or 10% in AUD. 
Chinese monetary authorities tightened credit conditions in response to a resurgent 
property market and growing inflationary pressures. This prompted a rotation away 
from Chinese growth sensitive equities and commodities toward consumption oriented 
names. Further, the reduction of excess capacity in industries like cement and steel was 
viewed as a positive for the long-term health of the Chinese economy. 

Despite ongoing geo-political tensions in the peninsular, South Korean equities  
returned 10% in AUD terms. Investors welcomed the resolution of political turmoil in  
South Korea, which ended with the impeachment of President Park Geun-hye and election  
of reformer Moon Jae-in. Emerging Asia ex Japan trended higher on strong regional 
economic data, with notables Indonesia, India and the Philippines performing well. 

In June 2017, MSCI annouced plans to gradually add mainland Chinese shares 
(A-Shares) to its benchmark emerging markets index. MSCI plans to add 222 China 
A Large Cap stocks on a gradual basis beginning in 2018. MSCI had previously 
left A-Shares out of its MSCI Emerging Market index, with only Hong Kong listed 
H-shares currently included. The weighting of Chinese stocks in the index will 
increase from approximately 27% to 40% of the Index over time, making it a very 
significant part of the Index going forward. 

17
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Fixed Interest
Cash and Fixed Interest
Fundamentals remain mixed for interest rate markets. Global GDP has edged up 
driven by improvements in the Euro zone and US. However, inflation remains at the 
lower end or below most central bank target ranges. Despite unemployment rates in 
many major advanced economies being at or below levels that could be associated 
with a build-up in wage pressures and anecdotes of tight employment markets in 
the Silicon Valley at recent Lonsec global income review meetings, these are yet to 
emerge as widespread inflationary pressures.

In Australia, the RBA has kept rates on hold at its July meeting, a stance expected by 
most market participants to be maintained for the balance of 2017. However, the RBA 
did flag what it considers to be a neutral long term policy rate of 3.5%. While this is 
below the 5% rule of thumb historically, it is much higher than the 1.5% current rate. 
The certainty of cash returns remain attractive in the face of expected volatility but 
the price of that certainty is high, with yields from cash continuing to remain low by 
historical standards.

Australian Fixed Interest
Bond yields ground to a 2017 low of 2.35% in late June and at the time of the 
Investment Committee meeting had shifted back into expensive territory in terms 
of valuations. The rally in yields has sharply reversed in July and with 10 year bonds 
hovering around 2.75%, Australian bonds are again viewed as fair to expensive.

Credit metrics remain reasonably positive and an overweight to credit is a popular  
method of extracting some additional yield. Spreads reflect the popularity of this trade,  
having continued to grind tighter from their 2016 highs to be tracking below their five- 
year average at time of writing. Australian investment grade is viewed as fair to expensive.

LIBBY NEWMAN, 
GENERAL MANAGER —  
FIXED INCOME AND  
MULTI-ASSET
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Australian and New Zealand 10-Year Bond Yield
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The opportunity set in Australia is relatively narrow and active managers have  
had a tough time of it in recent years. As a consequence some mandate creep has been 
observed during 2017’s Australian Fixed Interest review meetings, with non AUD 
positions and country relative value added to the toolkit, albeit to a lesser degree 
than Diversified Fixed Interest funds. Further, investors making the switch to 
passive management should be aware that the underlying index duration continues to 
lengthen. Low yields in a historical context and long duration make bonds even more 
sensitive to capital price fluctuations for a given move in yields.

asset class. Some variation in what constitutes defensive has been observed amongst 
the rated universe. To some it means minimising the chance of losing money from 
rising yields (hence adopting a short duration stance). To others it means being 
negatively correlated to equity markets in a portfolio context. Both can be valid 
depending on the mix of other risk assets in the portfolio.

Global Fixed Interest
The case for active management is more compelling in global fixed interest, where 
the opportunity set is broad. Yield curves in the US are also steeper than Australia, 
offering a greater pick up for longer bonds than the domestic market when hedged 
back to AUD. The global picture has shifted slightly with infrastructure led growth in 
the US now looking less certain and the outlook for Europe strengthening. 

emerging market debt and currency in the armoury of global fixed interest managers.

Lonsec favours managers who continue to view 
fixed interest as a more defensive asset class

We favour managers who continue to view fixed interest as a more defensive 

However, like their Australian counterparts, we have observed an increased use of 
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Italian, Spanish and Greek 10-Year Bond Yield
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Emerging Markets
With credit markets in the US (particularly high yield) appearing fully priced by 
historical standards, investors are increasingly turning to Emerging Markets to 

interesting bond market anecdote was the zero coupon, perpetual bond issued by 
FWD (the insurance arm of Pacific Century) in the Asian market. Yes, you read that 
right: no coupon and no maturity date equals no payment.

Credit
Investment grade spreads are continuing to offer attractive carry, although they 
are not expected to experience gains from further spread compression. High yield, 
however, has moved into relatively expensive territory from a spread perspective. 
A repeat of the very strong performance of 2016 is therefore not expected. While 
fundamentals remain supportive and corporates have taken the opportunity to term 

Investment grade spreads are continuing to offer 
attractive carry

satisfy their thirst for yield. The strong issuance pipeline from Emerging Markets 
has been more than met by investor demand. The most striking examples of this  
were the recently issued 100-year Argentinian bonds (June 2017).  
Just a year after emerging from its latest default, Argentina managed to issue US $2.75b.
The yield of circa almost 8% enticed around US $9.75b of orders placed —a 3.5 times  
oversubscription. Argentina has defaulted on its bonds around half a dozen times   
over the course of a century. The second 

out their debt.
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Investment Grade and High Yield Credit Returns
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Mexican, Turkish, Indonesian and Russian 10-Year Bonds

0

2

4

6

8

10

12

14

16

JU
N
 '
12

JU
N
 '
13

JU
N
 '
14

JU
N
 '
15

JU
N
 '
16

JU
N
 '
17

MEXICO YIELD TO MATURITY
TURKISH YIELD TO MATURITY
INDONESIA YIELD TO MATURITY
RUSSIA YIELD TO MATURITY

SOURCE: BLOOMBERG

23



JULY 2017

ISSUE 10

Lonsec Research Pty Ltd ABN 11 151 658 561 • AFSL No. 421 445 • This information must be read in conjunction with the Warning, Disclaimer,  
and Disclosure at the end of this document.

INVESTMENT OUTLOOK REPORT

lonsec.com.au

Quarterly Outlook

June saw one of the first test cases of bank capital securities with investors in junior 
bonds of troubled Spanish Banco Popular wiped out. Close to home, outgoing ASIC 
Chair, Greg Medcraft is clearly still not a fan, highlighting that other countries (the 
UK) have ruled them as inappropriate for retail investors given their complexity.
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A-REITs
The A-REIT sector continued to underperform the broader market during the June 
quarter 2017 (down 3–4% total return compared to the ASX 200 Accumulation Index, 
down 1.6%). Again, the large retail stocks (Westfield −10%, Scentre −6% and Vicinity 
−6%) had the largest negative influence on the sector, given they represent around 
40% of the total index.

The concerns about Amazon setting up in Australia seem to be immediately being 
discounted into these stocks, while expectations for higher interest rates are also 
playing a part. The Australian market has taken its lead from the US REITs where 
retail stocks (especially those with exposure to malls) have recorded a −12.0% total 
return compared to the FTSE NAREIT Index +2.7% for the calendar year to date. 
While the online channel will inevitably grow in importance, high quality ‘bricks 
 and mortar’ shopping destinations will adapt and continue to be the centrepieces of 
retail REITs. Value may be emerging in these stocks for long-term investors.

Beyond the retailers, other sectors have fared better, including Industrial, office, 
healthcare and diversified / funds managers.

Industrial property has been a consistent performer in recent years off the back of 
growth in the logistics sector, including the Ecommerce trend.

Office demand / absorption levels are good and with supply also constrained, vacancy 
levels in the major eastern CBD office markets have tightened (PCA data 6–7%).

The residential property sector is the subject of much press coverage, but mostly 
concerning prices of existing stock. REIT exposure is predominantly to new land 
& housing, with sales levels having remained strong through FY17 (which will be 
reflected in financial results to be reported over the next quarter). With regulatory 
controls being tightened on foreigners and bank lending to investors limited, there 
is expected to be a slowing in residential activity, with apartments in particular, an 
area where caution should be exercised. Australia continues to have a relatively high 
immigration / population growth rate and with mortgage rates still historically low, 
a major residential price correction is a lower probability than the headlines would 
suggest. Nevertheless, these measures should take the heat out of the market and the 
rate of price growth at least should abate in the near-term.
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Some property fund managers extend their portfolios to include infrastructure, 
particularly those with property-like attributes (e.g. airports with components of 
rent-collecting assets). Some of these stocks continued to perform well in the June 
quarter, despite the prospect of higher interest rates.

There has been some corporate activity over the last few months. Brookfield mopped 
up the minorities in the Brookfield Prime Property Fund. Industria REIT and Asia 
Pacific Data Centre Group are under attack from 360 Capital Group. Cromwell is also 
tipped to sell their 9.83% stake in Investa Office Fund, following a messy takeover bid 
that included restricted access to key due diligence information.

Australia remains a relatively attractive destination in global terms, with higher 
property yields and a recent earnings outlook estimate of global REIT markets showing 
Australia to be leading the pack.

Rolling Three-Year Returns (p.a.) to 30 June 2017
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Estimated Four-year Average Earnings Growth (2017–2020)

SOURCE: LASALLE

The sector is offering value trading at around a 10% discount to Net Asset Values 
(long-term average of 5% discount), although some further upward revaluations are 
still to come through for the end of June 2017. Annualised dividend yields are around 
5% and sector gearing remains very reasonable around 30%.

Interest rates remain a key to the sector’s outlook and for the time being the RBA  
cash rate is on hold. 10-year bond rates in Australia have edged back up to 2.7% and 
A-REIT prices remain susceptible to sustained rises in the long-term bond rate 
(valuations and borrowing costs).

With global interest rates having started to head upward (albeit slowly) markets  
are coming to the end of the of the tightening of capitalisation rates for this cycle  
(‘the easy gains are over’). From here, property can still benefit from a stronger 
economy (the reason interest rates will increase) and a tick-up in inflation. Property 
rentals are mostly fixed annual increases or in-line with inflation.
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Global REITs
Although global REITs overall showed positive gains (+3%) for the June quarter, the 
underperformance of US REITs (against the broader equity market) continued, led 
by the retail sector. Further negative sentiment via the online threat was fuelled 
by Amazon’s announcement to buy grocery chain Whole Foods. On the other hand, 
strong REIT sector performers were industrial, data centres, manufactured homes 
and healthcare.

There has not been much progress from the Trump administration in terms of 
policy change (tax rates, de-regulation in banking and energy; boost infrastructure 
spending). Meanwhile corporate profitability has been strong, but economic data 
mixed. REITs did however benefit from the resultant softer bond yields. Still the 
expected direction of interest rates is up with the Fed pushing short rates higher  
late in the quarter.

Property fundamentals in the US remain attractive with a 1.7% yield premium to 
bond rates and circa 5% earnings growth. While valuations appear fair on average, 
the sectoral split has been further widened with retailers at large discounts to Net 
Asset Values and the more favoured sectors at premiums to NAV. Longer-term it is 
likely that the better quality malls will emerge stronger than secondary assets, as 
leading retail REITs recycle capital into the A-grade mall locations.

Elsewhere, Continental European REITs were the strongest performers over the  
last quarter, with a more settled political environment (Macron’s victory in the 
French election) and progress on both the economic front and banking problems. The 
industrial and retail sectors reflected a similar trend to the US.

The UK early election result added further uncertainty to the overall equity market  
and REITs have actually outperformed. In this environment, lower confidence is hitting  
both the retail and office sectors. Despite the Brexit concerns, London property values  
remain well underpinned by property fundamentals (i.e. low vacancy rates, constrained  
room for new supply) for the time being. Nevertheless, the political uncertainty will 
overhang this market for at least the rest of 2017.
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Japanese property developers have reported strong earnings results. The expensive  
J-REITs have not attracted much foreign interest, leading to poor return performance.

In Hong Kong, the opposite has been occurring with HK developers hurt by 
regulatory tightening and REITs outperforming driven by lower bond rates. Chinese 
Developers (listed in HK) have reported continued good residential activity, despite 
government tightening measures to dampen price growth.

Singapore REITs were one of the strongest performing globally in the June quarter 
on the back of some M&A activity and portfolio expansions overseas.
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