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Economic Analysis
Market moves

Index returns as at 31 December 2018
3 Months

6 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

AUSTRALIAN EQUITIES

-8.41

-7.03

-3.06

6.65

5.60

GLOBAL EQUITIES

-13.60

-8.75

-7.58

6.97

7.42

A−REITS

-1.71

0.24

3.27

7.55

12.53

GLOBAL LISTED PROPERTY

-6.03

-5.85

-4.39

3.07

6.77

AUSTRALIAN FIXED INTEREST

2.24

2.80

4.54

3.70

4.67

GLOBAL FIXED INTEREST

1.66

1.59

1.65

3.51

4.82

CASH

0.48

0.99

1.92

1.91

2.15

AUD/USD

-2.42

-4.81

-9.73

-1.10

-4.59

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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Economic Analysis
Restless markets barely placated

The start of 2019 has witnessed extreme swings in sentiment and in the outlook for
Fed policy and economic growth. During much of the December quarter the focus
was on the prospect of the Fed continuing to lift rates beyond the so-called ‘neutral’
level, despite evidence that the US economy was already beginning to slow from its
hectic pace of mid-2018.
With real yields higher, partly due to expectations that the Fed would persist with
tightening, implied inflation expectations collapsed in December as signs of a slowing
global economy were emerging. Oil prices slumped 35% in the December quarter,
the yield curve almost flattened, and credit spreads widened—all classic signs of
an imminent end to the cycle and an elevated probability of recession. With the
unwinding of the Fed balance sheet seemingly on “auto pilot”—as Fed chair Jerome
Powell described it—market moves were implying that the Fed was, or was about to,
commit a major policy mistake.
Heeding the market message, in early January Powell signaled that the Fed could
pause interest rate increases if the US economy weakened. Powell drew parallels
with late 2015 when the Fed hiked for the first time since the global financial crisis,
despite signs of weakness in the Chinese and US economies and falling commodity
prices. The Fed then held rates unchanged through most of the year amid the
financial market turmoil related to concerns over the Chinese downturn. Powell went
on to say, “But what I do know is that we will be prepared to adjust policy quickly and
flexibly and to use all of our tools to support the economy should that be appropriate
to keep the expansion on track.”

During much of the December quarter the focus
was on the prospect of the Fed continuing to lift
rates beyond the so-called ‘neutral’ level
In Europe, growth is falling due to a range of factors, including trade wars, Brexit,
financial market volatility and slower global growth. There have also been countryspecific factors including German car makers struggling to adjust to new emissions
regulations, while France is being disrupted as the gilets jaunes (yellow vest) protests
continue. In the UK, following a major defeat of her Brexit deal, Prime Minister May
faces the challenge of recrafting a deal that could win the backing of the Commons.
The magnitude of her defeat would seem to make it unlikely. Brexit day is 29 March,
after which the UK would fall out of the European Union if no deal is agreed—a highly
disruptive ‘hard Brexit’.
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The authorities in China may well have drawn a line in the sand in recent weeks. In
2008-09 China played a pivotal role in rescuing the world economy from the financial
crisis and recession by launching a massive CNY 4 trillion stimulus package. In
2015-16 the Chinese authorities responded to the collapse in the equity market,
a plummeting currency, capital flight and a slowing economy with a substantial
stimulus package focused on infrastructure and property. With growth once more
being challenged, the authorities have been slower and more measured in their
response, at least until recent weeks.
In the past week, China announced the fifth cut in the bank reserve requirement ratio
for this cycle, while also pledging an as-yet unspecified stimulus package centered
on tax cuts for some industries and rebates. This comes after a tax cut for households
and a new railway project package to the tune of US $120 billion, involving 6,800km
of rail. The impact on growth is likely to be felt from mid-2019 and is also there to
offset any trade war related slowdown.
In Australia, growth was better than expected for much of 2018, reflected in strong
employment growth which helped boost household income and spending. Exports
were solid, business investment picked up outside the mining sector, and public
sector infrastructure spending also contributed to growth. With GDP growth
slightly above the trend rate of 2.75%, the unemployment rate declined from 5.5% to
5.1%. Excess capacity remains, evidenced by the lack of any meaningful pickup in
wage growth and inflation (indeed, core inflation remains below the RBA’s target).
Together with extremely accommodative monetary policy settings and a lower
currency, these conditions would typically be associated with a stronger equity
market and elevated confidence levels.
However, there are risks posed by the buildup in debt over the past decade and
Australia’s sensitivity to a Chinese economy that is experiencing both a structural
and a cyclical downturn. In 2019, the RBA may have to turn its attention to the
possible negative wealth effects associated with the unravelling of the housing boom.
Business and consumer confidence are down, and with wages only slightly above the
2.0% lows reached last year, there is certainly no need for tighter RBA policy, and
indeed some analysts are now projecting an easing in policy.
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Australian Equities
As the age-old market colloquialism goes, when the US sneezes the rest of the world
catches a cold. Interestingly, however, the inverse was true for the December 2018
quarter with the S&P/ASX 300 TR Index returning -8.4%, contrasted with the
eyewatering -11.1% posted by the MSCI World ex Australia NR Index AUD.
Consequently, the rolling one-year return was a disappointing -3.1% for the S&P/
ASX 300 TR Index, which provided a much-needed reality check for the previously
exuberant punters. The broad-based selloff left investors with nowhere to hide as all
sectors posted sizeable losses, with the steepest declines occurring in the Energy
(-21.6%), Consumer Discretionary (-14.2%) and Information Technology (-14.1%)
sectors.
Within the Information Technology sector, it was a race to the bottom for the
‘WAAAX’ stocks, which were hit the hardest due to their dizzying valuations. The
market reacted quickly in de-rating the highly sought-after growth stocks. Peak-totrough losses for key stocks were respectively: Wisetech Global (-21.3%), Afterpay
Touch (-26.4%), Altium (-15.3%), Appen (-16.8%), Xero (-17.0%).
Despite the indiscriminate selloff, the ‘WAAAX’ constituents have still managed to
post astronomical one-year returns, resulting in a gain of 7.1% for the S&P/ASX 300
Information Technology Index. Interestingly, as at the time of writing, the euphoria
around the market darlings has started to return, with these stocks edging closer
towards the seemingly unjustified P/E ratios observed in 2018.
As is generally characteristic of heightened volatility and a ‘risk-off’ sentiment
pervading the market, Consumer Discretionary stocks tumbled throughout the
quarter. Of interest was Nine Entertainment’s acquisition of Fairfax media, however
this was unable to garner enthusiasm from investors with Nine losing approximately
40% of its market capitalisation. Similarly, concerns surrounding the softening
economy plagued the retail sector with the likes of JB Hi-Fi and Harvey Norman
plummeting 25.0% and 23.8% respectively.
The December quarter saw the price of Brent crude oil nudging US $85 per barrel,
only to be swiftly cut down to a low of $42). Consequently, a marked sell-off within the
Energy sector ensued, with the S&P/ASX 300 Energy TR Index down -21.6% for the
quarter. Companies heavily involved in the upstream operations of the Energy sector,
such as WorleyParsons (-45.0%) and Woodside Petroleum (-23.8%) encountered
bearish sentiment and subsequently posted significant losses for the quarter.
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Australian share index performance to 31 December 2018 (total return)
1 Month

3 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

S&P/ASX 300 TR INDEX AUD

-0.23

-8.41

-3.06

6.65

5.60

S&P/ASX SMALL ORDINARIES INDEX

-4.18

-13.70

-8.67

7.45

5.62

S&P/ASX 300 FINANCIALS

-3.13

-7.67

-9.81

1.60

4.53

S&P/ASX 300 CONSUMER STAPLES

1.20

-6.56

4.62

9.50

4.89

S&P/ASX 300 HEALTH CARE

2.72

-8.51

18.27

15.03

16.81

S&P/ASX 300 ENERGY

-2.02

-21.31

-8.58

9.30

-3.51

S&P/ASX 300 CONSUMER DISCRETIONARY

-1.94

-14.20

-7.25

4.46

6.11

S&P/ASX 300 INFORMATION TECHNOLOGY

-4.08

-14.14

7.08

11.73

10.17

SOURCE: FINANCIAL EXPRESS

The non-cyclical nature of the S&P/ASX 300 Consumer Staples sector brought
some reprieve for investors, with the index gaining 4.6% for the 2018 calendar year.
However, it was Health Care that laid claim to the highly coveted spot of the best
performing sector for the year, with the S&P/ASX 300 Health Care Index advancing
18.3%. This was largely attributable to the stellar performance of CSL, which
whipsawed throughout the year to close up 33.4%.
Small cap stocks were not the place to be in the December quarter, with the S&P/ASX
Small Ordinaries TR Index plunging 13.7% and down 8.7% for the 2018 calendar year.
Although, given the heightened volatility within equity markets, it is unsurprising
that high beta stocks in the small cap space have experienced additional turbulence.

Outlook
The 2019 outlook for domestic equities remains uncertain, with the broader economy
on the brink of a synchronized global slowdown. With the domestic market closely
tied to that of our largest trading partner China, the outcome of the ongoing trade
dispute will be vital to our export market. However, in efforts to curb the negative
economic impact that the US tariffs have had on their economy, China has announced
supplementary monetary and fiscal support for 2019, which Australia will ultimately
benefit from.
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The secular growth of the market darlings will most likely continue to be challenged,
with rising interest rates abroad creating significant headwinds for stocks with
heightened valuations. However, it is our opinion that domestic interest rates will
remain unchanged by the RBA, which will be supportive of valuations in the
near-term.
The prospect of a Bill Shorten led Labor government and the litany of proposed
taxation changes looms large in the minds of investors as we approach the 2019
federal election. Homeowners remain nervous as the prospect of curtailing negative
gearing on established properties will likely see the value of their homes diminish, in
concert with the softening already experienced across most capital cities. In addition
to this, the planned reduction in the capital gains tax discount and the abolition of
excess franking credit refunds could see dramatic selloffs across the equity market as
stocks re-rate accordingly. Analysts’ forecasts differ significantly, however a 10–15%
reduction in the value of fully franked securities has been widely touted.
Investors will likely remain on tenterhooks until the release of the highly anticipated
findings of the Royal Commission into Misconduct in the Banking, Superannuation
and Financial Services due in early February this year. With Financials being one
of the worst performing sectors last year, it would be surprising if the outcome were
not already built into valuations, particularly given the scathing accusations which
came to light and the highly unethical behavior. Nonetheless, markets frequently act
irrationally.
With sentiment shifting from ‘buy the dip’ to ‘sell the rally’, the recent market
correction has left investors fretting over whether the late 2018 selloff was a shortterm correction or the beginning of a more sustained market downturn. Without the
benefit of hindsight, only time will tell. However, at this juncture, investors can take
solace in the relative strength of the balance sheets of Australian companies, which
may lend protection against a more prolonged economic contraction.
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S&P/ASX 300 TR Index three-year rolling returns (% p.a.) to 31 December 2018
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Global Equities
Global equity markets posted steep losses in the December quarter, with the MSCI
World NR Index AUD returning a disappointing -11.0%. This resulted in a relatively
muted 2018 calendar year return of 1.4%. Similarly, emerging markets continued
their downward trajectory due to growing concerns about rising interest rates in the
US and the resultant effect on emerging market economies’ US dollar-denominated
debt. The contagion effect of this continued to spread to the Eurozone, with fears
that European financials would suffer given their exposure to emerging market
borrowers.
The MSCI Emerging Markets NR Index returned -4.9% for the quarter and -7.4% for
the 2018 calendar year in local currency terms. Despite the recent market volatility,
global equities (MSCI World ex Australia NR Index AUD) maintain their lead over
their Australian counterparts over the medium term, with a five-year return of 9.8%
p.a. versus a more subdued 5.6% p.a. return from the S&P/ASX 300 Index.
The US-China trade war continued to dominate headlines throughout the December
quarter, with the ongoing trade war angst permeating most markets. Unsurprisingly,
trade sensitive sectors have been hit the hardest in the US, such as Automobiles and
Agriculture. In China, Information and Communication Technology sectors bore
the brunt of the dispute. However, investors were offered some reprieve at the G20
meeting in Argentina where presidents Trump and Xi Jinping agreed to a 90-day
truce, which bolstered a temporary relief rally across global equities. Despite this
ceasefire, it remains to be seen whether this will translate into any meaningful
progress as Trump remains steadfast in his demands.
The 2018 December quarter concluded with the US Federal Reserve hiking interest
rates a further 25 basis points, taking the benchmark funds rate range to 2.25–2.50%,
marking the fourth such increase in 2018. Despite the announcement being widely
expected, equity markets reacted harshly to the news which triggered further
marked selloffs across the globe. Moreover, the tightening of global monetary policies
has further exacerbated investor anxiety as the world continued its transition into an
unprecedented era of quantitative tightening, with fears this will continue to drain
liquidity from markets and place downward pressure on global equities.
The tech stalwarts of early 2018 proved to be the laggards of the December quarter,
with the NASDAQ down 17%. The key constituents of the index, known colloquially
as the ‘FAANG’ stocks, all plunged from their mid-year peaks, including Facebook
(-38%), Apple (-33%), Amazon (-28%), Netflix (-40%), and Alphabet (-19%). These
stocks all faced similar systemic risks pertaining to rising interest rates, although
they were more susceptible to pullbacks given their heightened valuations.
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MSCI World ex Australia NR Index three-year rolling returns (% p.a.) to 31 December 2018
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However, idiosyncratic risks affected each stock differently, with Facebook rocked by
ongoing data privacy scandals and Apple impacted by slowing global growth reflected
through a reduction in iPhone sales. Meanwhile, Amazon was plagued with criticism
over its treatment of workers, Alphabet (Google) suffered condemnation over
spreading misinformation, and Netflix was barraged with fears over new entrants
entering the streaming services industry.
Outside of the US, markets continued to grapple with the ever-looming possibility
of a ‘no-deal’ Brexit, while Prime Minister May survived a leadership contest by
conservative backbench MPs. Consequently, May delayed her Brexit deal vote in
parliament until January 2019 over fears it would be met with fierce opposition and
swift defeat. Subsequently, the value of sterling nosedived to a 2-year low and the
FTSE 100 closed the year at 1999 levels, erasing all index gains for the last 19 years.
Another area of extreme weakness during the December quarter was oil, which
officially entered a bear market due to recessionary concerns pertaining to sluggish
global growth and persistent oversupplies. From peak to trough, Brent crude
plummeted 40%, with the primary catalyst being ineffectual sanctions against Iran,
including waivers being granted to their primary export market.
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Global share index performance to 31 December 2018 (net return in AUD)
1 Month

3 Months

1 Year
(% p.a.)

3 Years
(% p.a.)

5 Years
(% p.a.)

MSCI AC WORLD INDEX

-3.58

-10.33

0.64

7.77

9.38

MSCI WORLD EX AUSTRALIA INDEX

-3.66

-10.39

0.71

7.80

9.48

MSCI WORLD EX AUSTRALIA INDEX
(AUD HEDGED)

-8.32

-13.60

-7.58

6.97

7.42

MSCI WORLD EX AUSTRALIA SMALL CAP INDEX

-5.95

-15.53

-4.20

7.14

9.06

MSCI EMERGING MARKETS INDEX

0.97

-4.91

-5.10

10.45

6.64

SOURCE: FINANCIAL EXPRESS

In addition, there was a significant increase in US oil production, which placed
further downward pressure on global oil prices. The impact on the MSCI World
Energy Index was stark, resulting in a three-month return of -21%, with the likes of
Exxon, Shell, Chevron and BP most severely affected.
At a time when investors were already becoming increasingly risk averse, this
created additional nervousness and sparked greater demand for safe-haven assets.
Furthermore, given the strong correlation between economic activity and oil prices,
a slowing global economy further dampened sentiment, with investors particularly
wary of what 2019 might bring. However, in early December, OPEC and Russia agreed
to reduce output by 1.2 million barrels per day, effective January 2019. Despite this,
the oil price direction will in large part be dictated by the outcome of the US-China
trade war and the resulting impact on Chinese growth and consumption.

Outlook
The 2018 year ended with a slowing global economy, plunging equity markets
and heightened volatility. We anticipate that trade frictions will continue to
dominate the minds’ of investors throughout 2019 until an agreement is met between
China and the US. With the temporary ceasefire set to expire on 1 March, analysts do
not anticipate any meaningful concessions will be made by either side at this point,
with an extension of the truce being the most likely outcome.
The trajectory that the US Federal Reserve follows in 2019 with respect to further
tightening is also likely to significantly impact global equity market outcomes. US
Fed chair Jerome Powell appears to have moderated his views in response to recent
market turmoil and has pledged to be patient when it comes to further rate increases
in the 2019 year.
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Consensus analyst views predict this to be supportive of global equities, with
markets having already priced in two rate hikes this year, followed by a pause in
2020. Conversely, markets anticipate that the European Central Bank will likely keep
interest rates on hold for 2019, particularly as its quantitative easing program ceased
in December 2018.
Growing media speculation regarding a recession is likely to continue unabated,
particularly given the inversion of the three- and five-year US treasury yields in
December 2018. Historically, the inversion between the two- and ten-year treasury
yields has been a reliable predictor of an impending recession. However, the timing
of these predictions is notoriously unreliable, which has worked to temper investor
concerns.
The 31 March Brexit deadline for the UK’s divorce from the EU is likely to create
ructions within global equity markets as investors fret the potential of a ‘no-deal’
Brexit. May’s highly contentious Brexit deal was defeated in the House of Commons,
meaning a new deal will need to be negotiated and voted on before the deadline
(unless an extension is agreed to by the European Commission). The success or
failure of any deal will determine whether the resultant transition is highly chaotic or
relatively seamless for both the participants and global equities markets.
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Cash and Fixed Interest
The RBA maintained its cautious approach to monetary policy during the last
quarter of 2018, holding the cash rate at 1.50% in both November and December.
There is no expectation of any change well into 2019 and some market participants
are considering it will be 2020 before we see any movement. Commentary around the
Australian economy was slightly more positive, with the RBA predicting GDP growth
to average around 3.5% over 2019.
Late in December, as widely predicted, the Fed lifted the cash rate 25 basis points to
2.50%, sparking outrage from President Trump. Market participants have lowered
their expectations of the number of rate rises likely for 2019 as concerns grow over
whether the rate of economic growth can be maintained over the coming year. Cash
continues to offer little by way of return, however it does offer protection during
volatility spikes, two of which investors experienced in the final quarter of 2018.
Global growth remains in expansionary territory, with unemployment remaining
low but expectations of continued strength tempering, especially in light of the
ongoing trade tensions and the failure of the UK parliament to pass Prime Minister
May’s Brexit deal. Domestically, the labour market is expected to continue tightening
into 2019 and is currently sitting at a six-year low. Inflation remains low but should
gradually increase over the next few years.
Australian house prices are on a clear downward trajectory in major cities, with
tightening credit conditions and subdued wage growth adding pressure. Going
forward, the housing market is expected to continue softening throughout 2019,
despite APRA loosening restrictions on interest-only loans in December. There are
approximately 900,000 interest-only loans due to convert to principal and interest in
2019, leading to further stress for real estate investors.

Australian fixed interest
Over the second half of 2018 the yield on 10-year bonds remained range-bound
between 2.50–2.70%, that is until December when investor concerns about the
domestic economy and US rate increases overwhelmed markets, with the yield
suffering a sharp decline of 30 basis points over the month. This decline has
continued into January with Australian bond yields (at time of writing) remaining
subdued at 2.3%.
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Australian fixed interest three-year rolling returns (% p.a.) to 31 December 2018
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To put this into context, at the start of 2018 the Australian 10-year yield was around
2.70%, reaching a high of 2.93% in early February. The decline can be linked to
several factors, including concerns about weakening domestic house prices and
rising global yields offering better value, with the RBA holding steadfast on the low
cash rate. Pressure on yields is expected to continue going forward, with the potential
slowing of the US economy and a weakening of the Australian dollar against the US
dollar adding to the headwinds.
The Australian dollar has fallen 10% over the past year, reaching a three-year low
in early January 2019, briefly dipping below 68 US cents. The currency remains
under pressure, driven by the ongoing trade tension between China and the US, and
softer growth reports coming out of China and Europe leading investors to seek
cover in traditional safe-haven currencies such the greenback and Japanese yen.
Looking forward it is expected that the Australian dollar will continue to struggle
into 2019 unless a trade deal is struck between China and the US, in which case we
would expect some upward momentum.
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Australian and New Zealand 10-year government bond yields (%)
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Credit remains popular with most active managers, but opportunities remain limited
within the domestic market. Spreads have widened out slightly but in a general sense
are still considered expensive. Late in 2018 issuance surpassed that of 2017, with the
majority weighted towards financials. The outlook for non-financial domestic supply
is fairly weak, with most issuers lowly geared and either not in need of debt financing
or already starting to refinance out maturities. Conditions remain challenging for
active managers, with most struggling to produce consistent returns versus alpha
targets over the past year. The bias towards implementing more relative value trades
(based on the spread between various global bond markets and Australia) in an
attempt to squeeze out additional basis points is ongoing and is expected to continue
over the medium term.
The Australian iTraxx Index has widened from 73 basis points in early October
to a recent peak of 99 basis points in early January 2019. Credit spreads are still
considered moderately expensive with more room for widening as economic
conditions tighten and uncertainty rises within markets. Disciplined security
selection remains a key factor in adding alpha in this sector.
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Investment grade and high yield credit three-year rolling returns (% p.a.) to 31 December 2018
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Global fixed interest
The yield on the US 10-year government bond erased a large chunk of gains made over
2018, ending the year at around 2.60%, losing almost 50 basis points in value since
the end of the September quarter. Other global yields including Germany, China,
Canada and Australia followed suit. The reduction was largely driven by a flight to
quality late in the year with equity volatility spooking markets and disappointing
global data. The impact of the political landscape cannot be ignored either, with
continuing tensions around trade policies and the US government shutdown adding
to the angst in markets.
The US growth story is not looking as rosy as it was a year ago, with many wondering
how long the economy can maintain its current trajectory. Money markets have
pared back expectations on the number of rate rises for 2019 on the back of weaker
economic data, with participants expecting the Fed to hit the pause button in 2019.
Many global managers have already down-weighted their credit allocations to
reduce portfolio volatility moving back into sovereign bonds or alternative sources of
yield—for example, securitised assets and leveraged loans remain popular. Ultimately
we believe credit markets are likely to come under increasing pressure through 2019,
with ‘one-off’ adverse market events likely to become more frequent. One sector that
is expected to be more volatile is sub-investment grade or high yield bonds. High yield
in times of heightened volatility behaves more like equity than fixed income and the
two have the potential to be highly correlated. Although this sector of the market may
offer enticing yield prospects in a low rate environment, investors must remain
mindful of the potential volatility it may add in an overall portfolio sense.
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 compared to mortgage-backed securities or loans—they have high
levels of liquidity and commensurately higher price volatility.
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Credit
In comparison to the previous quarter, credit spreads have widened out by
approximately 50 basis points and therefore offer marginally better value. On a
valuation basis, credit remains in the fair to expensive range, although the balance
between the two is beginning shift. The fundamental view is largely unchanged. US
high yield spreads have seen the most movement over the past few months, widening
by approximately 200 basis points (noting our earlier volatility comments and how
this may impact your overall portfolio). On a forward-looking basis, we are is of the
view that this spread is likely to widen as 2019 progresses.
Emerging markets
Emerging markets remain attractive to many bond managers given the lure of
higher yields. We have observed increasing allocations to emerging markets
in bond funds with global exposure in recent years driven by the hunt for yield.
Going forward, we expect more volatility in emerging markets, particularly
those exposed to the strengthening US dollar, exacerbated by political events on
the horizon. During 2019 there are elections scheduled for India, Indonesia, the
Philippines, and Thailand. Africa’s two biggest economies—South Africa and
Nigeria—will also hold elections this year.
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Property and Infrastructure
The December quarter 2018 saw small negative returns for the Property and
Infrastructure Securities sectors. In calendar year 2018, Australian Listed
Property held on to produce a positive overall return of +2.9% (S&P/ASX 200 A-REIT
Accumulation Index), ahead of Australian Equities -2.8% and Global Property
Securities (AUD Hedged) -6.0%. Global Infrastructure Securities (AUD Hedged)
also recorded a slight negative return of -1.5% for 2018, after having been roughly
break-even for the first three-quarters.
Global property markets
The broad consensus view on global property is that some of the largest property
markets are in the mature part of the cycle. This is best depicted by the chart below
estimating where occupiers and tenants are placed in the phases of the property
market cycle.
Although the expectations a quarter ago were for rising interest rates, bond rates
actually pulled back in both the US and Australia by 0.3–0.4 percentage points as
major equity markets corrected. This has exposed further the gap between valuations
in private and public markets, with REITs globally (-10% discount)1 and in the US
(-13% discount)2 trading below long-term average net asset levels (+2% premium).2
It is yet to be seen whether the property securities markets will catch up or if the
property fundamentals will soften. At this juncture, most pundits believe that the
economic fundamentals are supportive of property markets, although it varies
from region to region. Invesco’s predictions for calendar 2019 total return are again
highlighted (US +8% to 9%, Asia-Pacific +7% to 8%, Europe +6% to 7%). Underpinning
this view is that higher supply is being met by consistent demand, vacancies remain
relatively low, and rental growth is propelling earnings and dividends.
Past cycles have also shown that property continues to do well in the early part of the
upswing of bonds and interest rates, given that the strength of economic growth is
a major reason why bond rates are rising. However, the outlook for various property
sub-sectors is varied.
The Retail property sector has been underperforming, impacted by events such as
the Sears Holdings bankruptcy and possible liquidation if a late rescue bid (worth US
$4.4 billion) by Chairman Eddie Lampert is not forthcoming or accepted by the court.
This follows on the heels of other department store or big-box retailers that have gone
under or restructured in recent years (JC Penny, Toys ‘R’ Us, Radio Shack).3
LaSalle Investment Management Securities—Global Real Estate Securities Program (October 2018)
AEW Real Estate Securities Monthly (December 2018)
3
Australian Financial Review (10 January 2019)
1

2
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Where are we in the occupier market cycle?

SOURCE: LASALLE INVESTMENT MANAGEMENT (NOVEMBER 2018)

Major mall owners are reconfiguring their offerings towards more experienceorientated tenants (including food and beverage) in order to combat the long-term
impact from online sales encroachment. The flip-side is that logistics/industrial
property continues to thrive given its increasing role in the supply chain of online
business activity. Specialist sectors (Self-Storage, Healthcare, Data Centres, Triple
Net Lease) also continue to attract capital and valuations for these are at the more
expensive end of the range (-1% to +21% premium to NAV).1

Australian commercial property markets
Capitalisation rates are now at or below previous cyclical troughs (pricing peaks),
with Sydney CBD prime office yields below 5% (and lower including incentives).
Effective rental growth has been very strong (>20%) in this market given the
reduction in supply and continued demand. With prime face rents in Sydney CBD
now over $1,000/sqm, the outlook is for some easing in the rate of growth.

4

LaSalle Investment Management Securities—Global Real Estate Securities Program (October 2018)
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Australian and global property three-year rolling returns (% p.a.) to 31 December 2018
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Tenants and investors are also now looking at other locations and cities for better
value, including South Australia where stamp duty on commercial property
transactions went to zero from 1 July 2018.
While Australia offers one of the highest REIT market dividend yields of 5.1%, it
has slipped in terms of this yield spread to 10-year bonds compared to some other
countries (Australia +2.4%, UK +2.8%, Japan +2.9%, continental Europe +3.5%).4
Nevertheless, the 6–8% fall in the Australian dollar over calendar year 2018 makes
prices obviously cheaper to foreign investors.
On top of the dividend yield of 5–6%, the outlook for 2019 is cautiously expecting
rental growth of +2–3%. After strong rises in NTAs and a recent pullback in prices,
valuations overall for the sector are slightly undervalued (price/NTA 0–4% premium
compared to the ten year average of 5% premium).5
Corporate activity in the sector has seen the resolution of the battle for Investa Office
Fund, with Oxford Properties Group out-bidding fellow Canadian group Blackstone.
Next DC bought out 360 Capital’s 67% holding in Asia Pacific Data Centres to fully
own the properties it leases. Elsewhere, Sun Communities acquired a 10% stake in

5
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Lonsec Equities A-REIT sector data (December 2018)
24

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.

JANUARY 2019

Ingenia and together have formed a joint venture to develop further retirement and
aged care communities. The aged care sector may be in for a shake-up with a Royal
Commission due to begin in early 2019 and an interim report due by October 2019.

Australian residential property markets
As outlined in last quarter’s outlook, new dwelling activity is expected to ease over
the next two to three years (by 5% p.a.) but will still be at historically elevated levels.
Meanwhile, there are some signs of stress in the apartment market with a Melbourne
developer anticipating 20% default rates on a new project, payment problems on a
Gold Coast high rise apartment block, and construction flaws forcing residents to
move out of a recently finished Sydney residential tower.
A-REIT participants in this sector (Stockland, Mirvac, and Peet) are mainly involved
in the developed land lot segment of the market, but the sector is subject to pricing
expectations across the residential market as a whole. Market pundits are now
forecasting price falls for existing/new housing of -5% to -20% (peak to trough) for
Sydney and Melbourne through to calendar year 2020. KPMG has been more specific
with the following estimates of price movements:
Australian residential property price forecasts
Year to June

FY19 (f)

FY20 (f)

FY21 (f)

SYDNEY

-4.2%

-1.1%

+3.5%

MELBOURNE

-2.2%

+2.4%

+4.7%

SOURCE: KPMG

This sort of press coverage feeds on itself and has a significant impact on consumer
behaviour across the economy. Curtailment of bank lending is at the heart of the
slowdown in the market but the prospect of a change of federal government (and
changes to property and tax regulations) is adding to the uncertainty. Perhaps
underpinning the KPMG expectations for a rebound is the high levels of employment
and immigration, as well as relatively low interest rates. Any significant change in
these factors could lead to a more dramatic impact on residential prices and the wider
economy.
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Global infrastructure markets
Global infrastructure securities managers are also cognisant of being ‘late in the
cycle’ of this long bull run in equities, with the infrastructure sector suffering
pullbacks each time the market focuses on rises in bond rates (which have a negative
influence on the return expectations for these type of assets). Nevertheless, should
an economic downturn occur, the infrastructure sector earnings in general should be
more resilient than equities or property. This is based on the built-in inflation hedge
for pricing and the ability of infrastructure groups to grow their asset bases.
However, it has been far from plain sailing for global infrastructure stocks with
recent natural and man-made catastrophes wreaking havoc on companies exposed
to Californian wildfires (late 2017 and 2018) and the Genoa (Italy) bridge collapse.
In particular, Pacific Gas & Electric (PCG) has dropped 83% from its high in 2018
as a result of the fallout from the devastating fires in 2018 and more recently, credit
agency downgrades and filing for bankruptcy protection. The latter will at least give
the group some time to sort through the potential legal claims estimated to be up to
US $30 billion.
Atlantia owns the concession on the toll road across the Ponte Morandi, which
collapsed in August 2018 and the share price fell around 30% amid market
discussion about costs and even the possibility of losing its Italian road concessions.
Notwithstanding the complexities of these events (including the tragic loss of life),
global infrastructure fund portfolios are sufficiently diversified to withstand these
intermittent shocks, as generally ’user-pays’ infrastructure earnings are fairly stable
with inflation-linked pricing. Earnings from utility operations are mostly regulated
at a reasonable level (but subject to periodic re-setting) and relatively lower risk.
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