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Economic Analysis
Market moves

Index Returns as at 31 March 2018 (% p.a.)

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

3 Years  
(% p.a.)

5 Years  
(% p.a.)

AUSTRALIAN EQUITIES -3.78 3.67 2.86 3.92 7.62

GLOBAL EQUITIES -2.26 3.16 10.98 8.51 12.62

A−REITS -6.19 1.12 -0.07 5.78 10.79

GLOBAL LISTED PROPERTY -5.24 -2.00 1.43 1.77 6.68

AUSTRALIAN FIXED INTEREST 0.87 2.32 3.28 2.45 4.30

GLOBAL FIXED INTEREST -0.09 0.81 2.89 3.18 4.66

CASH 0.43 0.85 1.73 1.97 2.28

AUD/USD -1.66 -1.98 0.66 0.31 -5.92

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 
BLOOMBERG BARCLAYS GLOBAL AGGREGATE TR INDEX (AUD HEDGED) 
BLOOMBERG AUSBOND BANK BILL INDEX AUD
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The global economy has lost some of its upward momentum since early 2018, and this 
has been compounded by the concerns over a possible trade war between the US and 
China. With around US $150 billion in bilateral trade subject to new tariffs, the fear is 
that should this escalate into a full-blown trade war, the current synchronised global 
economic recovery will come to a premature end.

Although inflation continues to creep higher, the reduction in risk appetite associated 
with slower growth momentum and the fear of a trade war has seen bond yields 
steady after the sharp selloff earlier in the year. Equity markets have struggled in the 
past two months but have managed to hold at key technical levels. The US economy 
entered 2018 growing at a 3.0% pace but, there appears to have been a slowing in 
activity in the early part of 2018. Partly weather-affected, consumer spending has 
eased back while manufacturing activity has peeled off from extremely high levels. 

The other major development over the month was the sharp widening in the 
US LIBOR-OIS spread. The spread between interbank interest rates and the 
expectations for Fed funds pushed out to around 70 basis points in March to April 
from a more typical 20 basis point level. Often used as a sign of financial stress, this 
move in the spread to the highest level since the GFC is worrying, although it has 
been seen by many as a technical response, reflecting rapid US Treasury bill issuance 
and the repatriation of USD cash balances by corporates from offshore markets 
following the US tax reform bill.

Growth in the Eurozone appears to have eased in March but remains at a solid pace. 
The slowdown has been attributed to bad weather together with shortages of supplies 
and labour and a slower rate of growth in exports linked to the appreciation of the 
Euro. In Germany, a slightly weaker IFO institute report suggests that worries over a 
potential trade war are impacting on the nation’s large factory sector.

The RBA’s rhetoric suggests the next move is up, 
but it will prefer to wait until the household sector 
is better positioned 

Economic Analysis
Steadying the ship

Nevertheless, the Fed has maintained its policy tightening outlook and indeed lifted 
projections for Fed funds in 2020.  The Fed’s projection of a 3.4% Fed funds rate by 
2021 would be consistent with recent cycles where the Fed funds rate has moved 50-
100 basis points above neutral at the peak of the rate cycle. It would seem the market 
still has some adjustment ahead.
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Economic Analysis

In Japan, despite a softening in the PMI, the quarterly Tankan surveys paint a 
promising picture. The All Industries forecast index continues to rise and is at 
the highest level since 1992, while the large manufacturing index rose and is at its 
highest level since 1997.

China continues to make its transition from a manufacturing and investment led 
economy to be more reliant on the service sector while moving up the value chain in 
many industries. Retail sales are expanding in excess of 10%, and service sector PMIs 
remain at very solid levels, but manufacturing PMIs are subdued and investment 
continues to slow. Meanwhile, the authorities continue to target credit growth and 
excesses in the shadow banking sector.

On the domestic front, strong employment growth in combination with strong 
business conditions would ordinarily have prompted RBA tightening by now. 
However, with wages growth at or below 2.0% and inflation remaining below target 
in underlying terms, the RBA has been content to remain on the sidelines. The RBA’s 
rhetoric continues to suggest the next move is up, but it will prefer to wait until the 
household sector is better positioned before embarking on the policy normalisation 
process.

Finally, with the May 2018-19 Budget approaching, the focus is now turning to fiscal 
policy. Reflecting the strength in global growth and commodity prices, as well as the 
significant gains in employment and improved corporate profits, there has been a 
sharp improvement in the government’s fiscal position. Originally projected at $29 
billion back in May 2017, the deficit for 2017-18 was revised down to under $20 billion 
at the December MYEFO and now looks likely to decline to be below $10 billion. With 
an earlier return to surplus now possible and an election looming, the government 
will likely announce personal income tax cuts with the objective of boosting spending 
and confidence in the leadup to the next election.
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Most sectors finished in the red for the quarter, although there were marked 
differences in performance across sectors. The financial and telecommunications 
sectors continued their recent track record of significantly lagging the market. Telcos 
performed the worst, returning a woeful -11.3% for the March quarter and -26.4% 
for the rolling year. This was largely driven by Telstra’s struggles, with the former 
yield investor darling falling a further 12% for the quarter as its core earnings remain 
under strong pressure.

Financials were also under pressure, falling -5.9% for the March quarter and now 
being -6.6% under for the rolling year. Worst hit were WBC and CBA, with the Royal 
Commission’s focus on potential irresponsible mortgage lending practices hitting 
the banks with the largest domestic mortgage books the hardest. WBC shares were 
off over 9% for the quarter, closely followed by CBA at 8% under. Combined, these 
sectors had a significant impact on the broader market malaise, but were also the 
major reason that the ASX 20 underperformed the ASX 300 for the quarter (the ASX 
20 return was -4.2%).

Another sector to suffer was the ‘bond proxies’, with the A-REIT sector falling -6.4% 
for the March quarter and Utilities falling -6.6%. Both were impacted by market 
concerns about the inflationary outlook in the US and the likely impact on bond 
yields. For the A-REIT sector, the retail A-REITs were the worst performers, with 
the woes of large retail anchor tenants such as Myer and Target having a negative 
impact on sentiment. Cyclical sectors such as Energy (-6.4%) and Resources (-4.2%) 
were impacted by profit taking after having recorded strong results in the preceding 
quarters on the back of rising commodity prices and sounder global economic data.

Australian Equities
The Australian equity market broadly sold off in the March quarter, down -3.8% (as 
measured by the S&P/ASX 300 Accumulation Index) and leading to a rolling 
12-month return of only 2.9%, a far cry from some of the headier days of the QE 
epoch. The poor returns were in line with a broader selloff in global markets, led by 
emerging issues such as the threat of an US-Sino trade war and rising regulatory 
concerns for US tech stocks such as Facebook and Amazon. Underpinning all this 
was increasing risks that the US Fed would need to more aggressively raise interest 
rates due to inflationary pressures derived from US fiscal stimulus (mainly tax cuts) 
and full employment. The ASX was also impacted by local issues, with the steady flow 
of adverse ‘front page’ news from the Royal Commission impacting the performance 
of the big four banks.
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Rolling Three-Year Returns to 31 March 2018
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The main bright light for the ASX for the quarter was Healthcare, which rallied by 
6.6% for the March quarter. Part of this was the return of volatility in the market, 
with investors seeking out the defensive earnings of healthcare stocks. However, the 
sector was also rallied on the back of strong earnings season results for incumbents 
such as CSL and RMD. In response, both stocks returned over 10% for the quarter 
and are up by 23% and 29% respectively for the rolling year. However, with such a 
strong run, valuations have become stretched. Interestingly, the IT sector was also 
able to eke out a positive return of 1.9% for the quarter despite rising bearishness due 
to regulatory concerns. The IT sector has had a stellar run, returning 27% for the 
rolling 12 months.

The March quarter saw a continuation of a pattern that first emerged in the June 
2017 quarter, where small and mid-cap shares substantially outperformed large cap 
stocks. Smalls and mids returned -2.8% and -2.2% respectively (the S&P/ASX Small 
Ordinaries TR Index, S&P/ASX MidCap 50 TR Index), compared to a relatively worse 
-4.2% return for the S&P/ASX 20 TR Index. The cumulative impact of this relative 
strength shows clearly in the rolling 12-month returns, with smalls returning 15% 
and mids 13.4%, well in excess of the ASX 20 and ASX 300 returns. Once again, the 
performance differential has been driven by very strong performance in the smaller 
resource and mining services stocks and the relative underperformance of the banks 
and Telstra over the period.
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Investors were jolted from their sedative state early in this quarter and any 
complacency was punished. In scenes somewhat reminiscent to the fall of Pompeii 
due to Mount Vesuvius’s eruption (if you squint your eyes and suspend your disbelief) 
volatility roared back into equities markets. Volatility erupted early February and 
with a mixed bag of outcomes across global equity strategies. Active managers 
had been bemoaning the lack of volatility for their performance woes, but many 
did not fare better than their benchmarks. While these two events are clearly 
incomparable, there are nevertheless some likely similarities. Modern day investors, 
like the Romans millennia ago, understood they were dealing with powerful and 
unpredictable forces. However, dulled by both routine and the experience of every 
trading day blending into the next, the sharp moves in the US market were jarring.

The S&P 500 last reached a new all-time high of 2,872.87 on 26 January 2018, 
boosted by tax cuts, but after experiencing a sharp drop in the first week of February 
has largely been range-bound and unable to recapture lost ground. Is this the end 
of the mature bull market that started in 2009? Much has been written noting that 
bull markets do not die of old age, but there has been no capitulation to date and 
fundamentals remain supportive. US equities were negative during the March 
quarter (in USD) with the large cap S&P 500 delivering -0.76% and the small-cap 
Russell 2000 a more benign -0.08%. In AUD, the story was very different, with both 
indices posting positive returns. In the risk-off environment that has prevailed, the 
AUD suffered, and this has been beneficial by providing some cushioning to local 
investors. 

So, what punctured the mood? Inflation and interest rate expectations. An 
unexpectedly strong employment scorecard for February caused investors to rethink 
their expectations of the inflation trajectory (higher and faster) and consequently 
the second-order effect of interest rates (likewise higher and faster). This change 
in thinking also crushed one of 2017’s more lucrative income strategies of shorting 
volatility. Specifically, exchanged traded products structured to sell derivatives 
(and earn the premium) on the CBOE Volatility Index (VIX) spectacularly collapsed 
as volatility spiked, creating a negative feedback loop. Two notable examples were 
VelocityShares Daily Inverse VIX Short-Term ETN (XIV) and the ProShares Short 
VIX Short-Term Futures ETF (SVXY). XIV was terminated by Credit Suisse after 
most of its capital was destroyed, however SVXY remains open. For a broader 
perspective, the VIX jumped almost three-fold from 13.54 as at 31 January 2018 to 
37.32 as at 5 February.
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Readers with a long memory will likely remember that the last time there was such 
conjecture surrounding the Fed was in 2013 as the market processed the Fed’s plans 
to end quantitative easing. Then chairman Ben Bernanke floated the idea of tapering 
QE during a speech in May 2013, resulting in what became known as the ‘Taper 
Tantrum’. Emerging Markets (as seen from the MSCI Emerging Markets NR Index 
USD) were the big losers back then and suffered materially, posting a loss of 8.08% 
during the June 2013 quarter. This time, however, they have proved more resilient, 
posting an increase of 1.42% during this March quarter. What’s changed? Global 
growth is more co-ordinated and worries about a Chinese ‘hard landing’ have largely 
receded.

To this point, Chinese equities (MSCI China NR AUD) had a strong quarter 
(+3.82%) and an even stronger trailing one year (+38.15%). The only region or sector 
to have come close to the Chinese market’s performance (in AUD terms) has been 
Information Technology. The MSCI ACWI IT NR AUD returned +5.21% and 28.73% 
for the quarter and trailing year respectively. Clearly, while the US market has largely 
traded sideways after regaining its footing, investors’ overall risk appetite does not 
appear to have been sated.  

Rolling Three-Year Returns to 31 March 2018
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Aside from inflation and interest rates, the markets also became preoccupied with 
President Trump, who started beating the drums of (trade) war. The president 
ordered tariffs on about US $60 billion worth of Chinese imports late in March, after 
fulminating publicly for most of the month, targeting goods such as aluminium and 
steel. China reacted quickly and forcefully, announcing retaliatory tariffs on goods 
such as soyabeans and pork meat, targeting Trump’s electoral support base. China 
has also begun the process to resolve the dispute through the WTO. Suffice it to say 
that Trump has since retaliated, calling for an additional US $100 billion in tariffs.

Europe (and Australia) were caught in the cross-fire with its steel makers adversely 
affected. Europe, having learned lessons from a similar stoush in 2002, repeated 
its playbook of retaliatory tariffs to inflict maximum political pain on the US. This 
approach undoubtedly inspired the Chinese response. For instance, this has included 
additional taxes on Kentucky bourbon and Harley Davidsons. In any event, the US 
tariffs on Europe have so far been suspended.

European markets closed the quarter down from where they started. The MSCI 
Europe NR AUD Index lost a modest 0.06%, however in local currency terms (and 
stripping currency effects), the index lost 4.35% with February and March both 
experiencing losses (and February’s being quite heavy at 3.52%). Sectors favoured 
for income such as telecommunications and health care were hurt by worries of 
incrementally faster rising US yields. UK equites also fared poorly during the quarter 
on fears of higher domestic yields. Japanese stocks also had a difficult quarter. The 
Nikkei 225 (JPY) returned a loss of 5.76% for the quarter as Yen strength, trade 
uncertainty and a domestic political crisis buffeted the country. In AUD terms, 
however, the MSCI Japan NR Index returned 2.82%.

Global overview

 3 Months 1 Year 
(% p.a.)

3 Years 
(% p.a.)

5 Years 
(% p.a.)

AC WORLD 1.11 14.81 8.56 16.74

AC WORLD SMALL CAP 1.58 16.05 9.57 17.67

MSCI AC WORLD EX-AUSTRALIA NR INDEX (LCL) -1.81 11.48 7.47 10.52

MSCI EMERGING MARKETS NR INDEX (AUD) 3.41 24.25 8.66 11.63

MSCI EMERGING MARKETS NR INDEX (USD) 1.42 24.93 8.81 4.99

SOURCE: BLOOMBERG
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Globally, stocks posted a positive quarter in AUD terms, registering +1.11% and 
with small caps edging slightly ahead with +1.58%. However, adjusting for currency 
effects, stocks themselves (ex-Australia) lost ground by some -1.81%. Emerging 
Markets proved resilient to US and broader developed market selloffs in both AUD 
and USD terms.

Traditionally defensive sectors such as consumer staples, real estate and 
telecommunication services did not live up their billing in the March quarter. A likely 
key reason is the crowding which has taken place in these sectors as yield hungry 
investors have migrated from bonds to ‘bond proxies’. This has had the reverse effect 
of making these sectors more vulnerable to uncertainty given their higher valuations. 

Global overview to 31 March 2018

 3 Months 1 Year 
(% p.a.)

3 Years 
(% p.a.)

5 Years 
(% p.a.)

AC WORLD 1.11 14.81 8.56 16.74

AC WORLD SMALL CAP 1.58 16.05 9.57 17.67

ACWI CONSUMER DISCRETIONARY 3.08 17.06 8.94 19.49

ACWI CONSUMER STAPLES -2.89 4.61 5.8 13.54

ACWI ENERGY -1.73 7.19 2.47 6.4

ACWI FINANCIALS 1.04 16.43 9.45 16.6

ACWI HEALTHCARE 1.16 9.71 3.24 18.24

ACWI INDUSTRIALS 0.47 14.92 9.84 17.57

ACWI INFORMATION TECHNOLOGY 5.21 28.73 17.97 26.33

ACWI MATERIALS -1.72 15.78 8.82 11.62

ACWI REAL ESTATE -1.56 8.48 - -

ACWI TELECOMMUNICATION SERVICES -3.41 -0.06 1.65 11.42

ACWI UTILITIES 0.88 5.57 5.44 13.01

SOURCE: BLOOMBERG
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The market’s love affair with technology endured through the quarter, driven by the 
strong cash flow generation of many large tech companies like Facebook, Alphabet 
and Apple. That said, Facebook was rocked by concerns around improper use of their 
data and potential privacy violations which wiped almost 18% from its stock price.

The US weakened during the quarter in USD terms as inflation scares surfaced, 
threatening faster than anticipated interest rate hikes by the Federal Reserve. Trump 
and his administration did not help the situation with their ham-fisted approach to 
trade diplomacy and early salvos in what is fast escalating into trade war. Returns 
across key markets were generally negative over the quarter, with AUD weakness 
being insufficient to prop up performance. Europe’s negative performance in AUD 
and local currency terms is notable. China and Japan provided rare bright spots 
although in local currency terms the picture was less favourable.

US index returns

 3 Months 1 Year 
(% p.a.)

3 Years 
(% p.a.)

5 Years 
(% p.a.)

S&P 500 TR INDEX AUD 1.19 13.37 10.63 20.48

RUSSELL 2000 TR INDEX AUD 1.88 11.18 8.24 18.52

NASDAQ 100 TR INDEX AUD 5.18 21.72 16.16 27.56

S&P 500 TR INDEX USD -0.76 13.99 10.78 13.31

RUSSELL 2000 TR INDEX USD -0.08 11.79 8.39 11.47

NASDAQ COMPOSITE PR INDEX USD 2.32 19.48 12.96 16.67

SOURCE: BLOOMBERG
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Cash and Fixed Interest
GDP growth for most of Australia’s major trading partners rose over 2017 to around 
4.0%, above its five-year average, with momentum holding up into 2018. Globally, 
consumer price inflation remained low and stable, although there had been some 
signs of wages growth and core inflation picking up in several advanced economies 
that were operating above estimates of full employment. Robust growth in Chinese 
industrial production was maintained during 2017, supported by a relatively strong 
increase in exports in the latter part of the year, but economic data can be difficult to 
interpret early in 2018 given the timing of the Chinese New Year holidays. Elsewhere 
in Asia, industrial production and exports eased towards the end of 2017, but 
manufacturing and services have seen more positive data in 2018.

Employment has grown strongly over the past year. Similar to the experience of 
other developed economies, wages growth has been slower to emerge, although there 
are reports that some employers are finding it more difficult to hire workers with 
the necessary skills. Inflation remains low, with both CPI and underlying inflation 
running a little below 2.0% and forecast to remain only slightly above target in 
2018. The housing markets in Sydney and Melbourne have slowed. Nationwide 
measures of housing prices are little changed over the past six months, with prices 
having recorded falls in some areas. APRA’s supervisory measures and tighter credit 
standards have been helpful in containing the build-up of risk in household balance 
sheets, although the level of household debt remains high.

Despite the Fed having hiked rates six times in the past two years, in Australia rates 
have been on hold at 1.50% since August 2016. The market (as observed in the short-
term interest rate futures market) toyed with the idea of a rate hike over the course of 
2017, and has priced in at least one hike by June 2018, though given the factors above, 
the RBA has been cautious about pulling the trigger.

Australian Fixed Interest
Long-term bond yields have risen over the past six months, but are still low. Equity 
market volatility has increased from the very low levels of last year, partly because of 
concerns about the direction of international trade policy in the United States. Credit 
spreads have also widened a little, but remain low. Financial conditions generally 
remain expansionary. There has, however, been some tightening of conditions in US 
dollar short-term money markets, with US dollar short-term interest rates increasing 
for reasons other than the increase in the federal funds rate. This has flowed through 
to higher short-term interest rates in a few other countries, including Australia.
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Australian and New Zealand 10-Year Bond Yield

SOURCE: LONSEC RESEARCH, FINANCIAL EXPRESS

Rolling Three-Year Returns (p.a.) to 31 March 2018
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Credit metrics remain reasonably positive and an overweight to credit continues 
to be a popular method of extracting some additional yield. Spreads have continued 
to grind tighter, reflecting the popularity of this trade, and are now well below their 
five-year average at the time of writing. One measure of credit spreads, the Australian 
iTraxx Index, has widened from 55 basis points in early January to 65 in mid-April, 
relative to a five-year average of 110. While Australian credit spreads have widened in 
keeping with equity volatility, it is still viewed on the expensive side of fair value.

The opportunity set in Australia is relatively narrow, and active managers have 
had a tough time of it in recent years. As a result, we have observed some degree of 
mandate creep, with relative value trades (spread between various global bond 
markets and Australia) and non-AUD issuance of credit in portfolios. Pleasingly, 
most active managers have added value over the course of 2017, with stable and 
contracting credit spreads contributing. Further, investors making the switch to 
passive management should be aware that the underlying index duration continues 
to lengthen, with the composite bond index now around 5.2 years, much longer 
than the 3.5 to 4 year duration of the 1990s and early 2000s. Low yields in an 
historical context and long duration make bonds even more sensitive to capital price 
fluctuations for a given move in yields.

We favour managers who continue to view fixed interest as a more defensive asset 
class. Some variation in what constitutes defensive has been observed within the 
rated universe, most starkly in the unconstrained bond group. To some, it means 
minimising the chance of losing money from rising yields (and 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. However, we are mindful that continuing to chase credit spreads when 
yields are reaching historically tight levels (which can bolster performance returns 
relative to peers in low volatility environments in the short term) can have an adverse 
impact when this trend reverses (often sharply).
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Global Fixed Interest
The case for active management is more compelling in global fixed interest, where the 
opportunity set is broad. Having tested a high of 2.95% during the quarter, US 10-year 
bond yields have remained around the mid 2.80% level. The Fed has continued its 
trajectory of rate rises. The move to more protectionist trade policies have brought 
some uncertainty to the US growth picture, which in late 2017 continued to look 
rosy, bolstered by tax cuts. Having become used to cheap finance for so long, it is 
unclear whether the growth can be sustained at the historic averages of 5% seen in 
the late 20th century. Given that it took much longer than anticipated to emerge from 
emergency policy settings, we remain more circumspect that a return to 5% yields 
will occur in the near future.

Many global managers had begun to take pause and de-risk in the late stages of the 
credit cycle. For many, mortgage-backed securities in various forms continue to 
be a popular source of lower risk returns. The trade-off for the extra yield against 
a backdrop of better housing market metrics than Australia is liquidity. While the 
amortising nature of such securities provides a regular source of income, these 
securities tend to be tightly held, trade less frequently and may for periods exhibit 
less market price volatility. Like their Australian counterparts, we have observed 
an increased use of emerging market debt and currency in the armoury of global 
fixed interest managers. This has exhibited mixed results, with currency markets 
subject to quite different characteristics to mortgage backed securities – high levels 
of liquidity and commensurably higher price volatility.

Credit
Investment grade spreads have widened slightly in the last quarter, in step with the 
volatility observed in equity markets. On a valuation basis, and without any alarm 
bells on the fundamental front, credit spreads are looking slightly less expensive. 
High yield, however, remains in expensive territory, with any upward pressure in 
yields still met with strong demand. US high yield spreads have averaged around the 
370 to 380 basis point level since 2012, and are currently around 340. With spreads 
at such tight levels, the risk of mark-to-market losses remains heightened over 
the medium term. 
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The Unibail-Rodamco (UR) Westfield Corp (WFD) merger announced in December 
2017 continues to progress with an expected completion date of June 2018. During 
the previous quarter the merger received approval from the Australian Foreign 
Investment Review Board and the relevant French (French Markets Authority) and 
Dutch (Dutch Authority for the Financial Markets) authorities. Nonetheless, both 
UR’s and in turn WFD’s stock prices fell over the quarter.

While 2017 was a record year for M&A activity in global REIT markets, there 
has already been reasonable M&A activity in 2018, with Canadian based Choice 
Properties REIT buying CREIT in a C $3.9 billion deal which will create Canada’s 
largest REIT. In the UK, a merger proposal between the two largest mall owners 
(Hammerson and Intu Properties) is at discount to recent (albeit elevated) unlisted 
market transaction values. Notwithstanding the negative market sentiment for 
the retail property REIT sector, further M&A activity is possible this year as listed 
companies continue to trade at steep discounts to NAV. The first quarter of calendar 
year 2018 saw selling in REITs by generalist equity investors on the back of an 
increase in US inflation and upward pressure on US bond yields, with intermittent 
geo-political issues adding to the volatility.

US bond yields have moved to 2.8% with property yields of 4.1% showing a slight 
premium. The US REIT market is trading at around a 10% discount to NAV, with 
solid property fundamentals and more cyclical sub sectors favoured moving forward. 
A more positive economic outlook has historically led to an increase in the supply 
of property, but to date only limited pockets of excess supply exist. The pace of 
interest rate increases remains the key, with moderate rises over a reasonable period 
unlikely to result in a steep asset price decline. Nevertheless, there is some evidence 
of elevated private transaction prices and a cooling of aggressive Chinese buying 
following tighter government capital controls.

Property and Infrastructure
Global REITs
For the March quarter 2018, global REITs (AUD hedged) recorded a negative absolute 
return (-5.3%) and underperformed broader global equity markets (-3.0%). While 
over the 12 months to March 2018, REITs returned 1.2%, which was well below global 
equities (10.7%). North America was weak (all in A$ terms -3%), with good gains 
in Europe (+22%), UK (+20%), Hong Kong (+28%) and Singapore (+32%), Australia had 
a modest gain (+5%) and Japan the worst country performance (-9%).
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Rolling Three-Year Returns (p.a.) to 31 March 2018
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Europe’s growth outlook has strengthened following favourable major election 
outcomes and continues to be supported by low interest rates and low levels of 
vacancy within major markets. The UK has a more sanguine outlook, with demand 
anticipated to ease on the uncertainties surrounding Brexit. Japan is in a similar 
position to Europe, with accommodative monetary policy and improving global 
economic activity. Elsewhere in Asia, Singapore appears to be heading for a cyclical 
upswing tied in with global economic growth. Hong Kong has seen increased demand 
for assets from local and international investors and an increase in non-CBD office 
supply being absorbed. Retail sales have rebounded and residential activity is solid 
despite new policy restrictions.

Australian REITs
The A-REIT sector was weaker in the March quarter of 2018 (ASX Property 300 
Accumulation Index -6.2% total return), also slightly under-performing the broader 
Equities market (ASX200 Accumulation Index -3.9%). A-REITs under-performed 
Equities in the early part of the quarter and out-performed in the latter part, as global 
markets lost their appetite for risk and looked again to safe-haven sectors such as real 
estate.

Office A-REITs outperformed during the March 2018 quarter, with the main east 
coast capital cities benefiting from strong demand for office space (underpinned by 
white collar employment growth and decade-high business confidence) with supply 
constraints for the next year or two. This is resulting in face rental growth and a 
diminution in incentives.

The retail property sector underperformed, with Westfield easing back (to pre-
bid levels) in line with suitor Unibail-Rodamco’s own price weakness as markets 
digested the potential implications should the offer proceed. The threat from internet 
sales had been highlighted with the start-up of Amazon in Australia late in 2017, 
however behind the scenes retail property owners and businesses are planning long-
term responses such as boosting the experience component over products. Retailers 
will need to complement bricks and mortar stores with an e-commerce presence. No 
doubt store rationalisation will continue and is expected to be more pronounced in 
sub-regional malls.

Overall the diversifed property groups (e.g. Abacus) managed to underperform the
 index during the quarter, particularly the larger ones with some residential 
exposure (e.g. Mirvac and Stockland).
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Global listed infrastructure performance

SOURCE: AMP CAPITAL

Industrial A-REITs also bounced back to outperform the index during the latest 
quarter. Strong demand continues for good quality in-fill locations on the back 
of the e-commerce trend and growth in the logistics sector in general, while new 
development supply is muted.

Media coverage of the residential property sector is focussing on prices for mainly 
established homes starting to plateau. However, the outlook for the sales of new 
residential homes for the A-REITs involved remains solid on the back of strong 
population growth and employment levels, although there are reported pockets of 
weakness in the Sydney market. As noted in the last review, tightened restrictions on 
foreign and investment buyers is having a more noticeable dampening effect on the 
apartment market.

While the longer-term relative performance of the global listed infrastructure sector 
has generally been better than the broader equities market since 2006, the sector 
(-5.9% AUD hedged) again underperformed the broader global equities market 
(-3.0%) during the March 2018 quarter. Over the last 12 months, global infrastructure 
(+2.2%) underperformed global equities (+10.7%) in AUD hedged terms.

Global Listed Infrastructure
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The share prices of US electricity transmission utilities were severely affected 
by the Californian wild fires in the last quarter of calendar year 2017. A subsequent 
regulatory ruling has denied cost recoveries by one utility which has created 
uncertainty for the others that had fires in their areas. Insurance claims of around 
US $11–12 billion have been received and utility stocks have similarly large amounts 
discounted into their share prices. The issues are complex and official reports into the 
fires are still pending. However, there is expected to be protracted legal, regulatory 
and legislative manoeuvrings for the foreseeable future.

Some US pipeline stocks have been poor performers over 2017, including Kinder 
Morgan (-20%) and the Enbridge group (Enbridge Energy Management -40%). Each 
has had its own issues relating to financial structuring or regulatory headwinds on 
new projects. Various managers have taken differing positions on these stocks, with 
the consensus being good upside potential for these regulated income exposures once 
the specific issues have been addressed.

Communication tower stocks have benefited from being included in REIT indices 
and from the failed merger of two large telco operators (Sprint and T-Mobile). 
These stocks are expected to gain from the increased spending on new generation 
equipment in developed and emerging markets. However, satellite stocks are being 
down-weighted on the back of structural changes facing the sector as entertainment 
streaming transitions from satellite and cable to internet based delivery.

Australia’s main listed infrastructure opportunities Transurban, Sydney Airport 
and Macquarie Atlas Roads had performed well early in 2017, but have been 
underperforming recently as investors assess the potential impact of rising interest 
rates on the sector. Transurban has also recently raised equity capital to build the 
$6.7 billion Victorian Westgate Tunnel Project. It is also still in the running for 51% 
of the WestConnex toll road being sold by the NSW state government (estimated 
at $2–4 billion). Airports in Australia are also experiencing strong international 
passenger growth, especially from Asia. Sydney Airport is relatively expensive but 
well positioned to capture this growth from the transport and retail angles.

European airport stocks have performed strongly with passenger traffic bouncing 
back quickly from terror events in 2016 and early 2017. Toll road stocks have been 
well supported and the Abertis bids from Atlantia and ACS/Hochtief boosted the 
sector’s performance in calendar 2017. This has been resolved with both suitors 
making a joint offer and dividing Abertis equally between them.
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The strongest sectors over the last 12 months have been communications 
infrastructure, toll roads and airports. The laggards have been water utilities, 
electricity transmission and generation, and pipelines.
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The Australian equity market started the year off in negative territory with the 
S&P/ASX 200 Accumulation Index falling 3.9% during the March quarter. Positive 
contributions from Health Care (+6.1%) and Information Technology (+0.7%) were 
more than offset from falls in Telecommunication Services (-12.8%), Energy (-7.7%) 
and Financials (-6.9%). There was little difference between large and small caps with 
the Small Ordinaries Index falling 3.8% in the quarter.

At the sector level, Financials lagged as the Royal Commission continues 
deliberations with outcomes likely to see increased compliance and regulation costs 
going forward. We have, for example, already seen Commonwealth Bank of Australia 
(CBA) instil provisions in their 1H earnings update and we expect the other banks to 
follow. The Energy sector fell largely as the result of an equity raising by large sector 
weight component Woodside (WPL) that will allow it to increase its interest in an 
offshore gas resource in Western Australia. The Telecommunications sector declined 
as the competitive landscape in both internet and mobile intensified, with the NBN 
and TPG’s mobile network both nearing completion. Conversely, positive Health Care 
sector performance resulted from a takeover bid for Sirtex (SRX), with its share price 
rising 68.0%, and another good month from the sector’s largest weight CSL (+10.0%). 

The best performers overall were baby formula producers A2 Milk (A2M) and 
Bellamy’s (BAL), who returned 90% and 59% respectively over the quarter. Both 
stocks have benefitted from the removal of the one child policy in China and a quality 
perception of Australian and New Zealand products combined with the removal of 
distribution issues into China. A positive contribution also came from the Gold sub-
sector of Materials on a steady gold price backdrop, combined with strong operational 
results mainly from mid-cap producers such as Evolution Mining (+25.0%). A pause 
in the lithium price rally due to increased supply and dovish outlook from some 
analysts saw lithium producers Galaxy (GXY), Orocobre (ORE) and Pilbara Minerals 
(PLS) each fall around 25% over the quarter.

As the Royal Commission into Financial Services enters round two of its charter, 
namely financial planning, the banks endured a tough quarter, with CBA hit hardest, 
suffering a share price fall of 9.2%. The findings have so far shown the big four retail 
banks and AMP to have offered a “fee for no service”, in which around 306,000 
customers had received compensation of about $216 million for being charged 
for services they simply never got. While compensation and more compliance 
are inevitable, it remains to be seen what other measures may stem from the 
Commission’s findings.
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Looking forward, the 2018 federal government budget will be announced on 
Tuesday, 8 May with the expectation that a revenue tailwind moves the budget to 
a surplus earlier than expected. This should relieve pressure on the government to 
cut spending, namely in the Health Care sector, with the possibility of investment 
in infrastructure where we have already seen announcements, including the 
Melbourne airport rail link. Also in May will be the release of finance approvals and 
investment loans, providing a sense of how effective the new APRA imposed lending 
requirements have been.

As APRA introduced tougher lending regulations on investment lending and the 
accountability of borrowers, home loan growth is expected to taper over the short 
term. This, coupled with rising interest rates, does not bode well for the Bbnking 
sub-sector, with EPS growth constrained, although dividend yields may provide some 
downside share price resistance. 

Overseas markets have been volatile, with the spectre of major trading partner tariffs 
emerging and Middle East tensions rising, all playing their part. Talk of a trade 
war as the US sought to impose tariffs on up to US $600 billion on Chinese imports 
was hosed down as Chinese President Xi Jinping promised to lower import tariffs 
on products, including cars. The expectation is for the US Federal Reserve to make 
at least two interest rate rises this calendar year as US unemployment remains 
at historically low levels and wages growth begins to make its way through the 
economy, putting pressure on inflation. In Australia, the expectation is for the RBA to 
implement a 25 basis point increase later in the year, although this will be contingent 
on wage and inflation data.

In late March, Wesfarmers (WES) announced its intention to demerge Coles into a 
separate ASX listing and enhance its focus on the retained higher-growth businesses. 
While WES will retain a maximum 20% holding in Coles, WES shareholders will 
receive a proportional number of shares in the new Coles entity. Post-demerger, 
Bunnings will account for almost 50% of WES’s EBIT with group margins likely 
to increase by 200 basis points. The move was instigated by new CEO Rob Scott, 
and with the impending demerging of the coal business we could see the end of 
Australia’s one true industrial conglomerate.
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