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Overview
Are markets expensive or inexpensive?

One of the topics asset allocators are grappling with at the moment is whether asset 
class valuations are expensive or not. Whether you’re an active asset allocator or 
an active bottom-up stock picker, valuation will most likely form the core or at 
least a significant part of your analysis when making a decision to enter or exit an 
investment. Valuation historically has been a good long-term metric in assessing the 
potential future return of an asset. However, with interest rates at depressed levels, 
asset prices which appear expensive based on historical levels don’t appear that 
expensive given the low interest rate environment.

Equity markets in general, and in particular growth companies expected to 
grow their free cashflow in the future, have benefited from the low interest rate 
environment as they tend to be more sensitive to interest rates, similar to a long 
duration bond. It could be argued that if interest rates remain at low levels (and 
possibly lower) risk assets will continue to benefit. Despite this we believe that 
at some point markets will focus on fundamentals and the market will need to 
demonstrate earnings growth to sustain valuations. Furthermore, studies suggest 
that the relationship between interest rates and valuations is not linear, meaning that 
markets benefit from low interest rates to a point.

From an asset allocation perspective, valuation remains an important tool to help 
make active asset allocation decisions. We believe that in the current environment 
you also need to consider medium-term signals such as where we are in the cycle, 
levels of liquidity, and market sentiment, as these factors can influence the extent to 
which asset prices can remain elevated or depressed for periods of time.
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Economic Analysis
Market moves

Index returns as at 30 September 2019

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

3 Years  
(% p.a.)

5 Years  
(% p.a.)

AUSTRALIAN EQUITIES 2.55 10.8 12.57 11.85 9.55

GLOBAL EQUITIES 1.34 4.78 1.92 11.24 9.29

A−REITS 1.13 5.3 18.38 9.54 13.79

GLOBAL LISTED PROPERTY 5.95 5.2 13.22 6.82 8.77

AUSTRALIAN FIXED INTEREST 1.98 5.09 11.13 4.59 5.27

GLOBAL FIXED INTEREST 2.34 5.08 9.81 3.66 4.96

CASH 0.29 0.74 1.74 1.79 2.01

AUD/USD -3.85 -4.88 -6.56 -4.14 -5.05

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

4



OCTOBER 2019

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.

Against the back drop of another downgrade in global growth projections by the 
International Monetary Fund, the US announced it was suspending a tariff hike on 
US $250 billion of Chinese imports that was set to take effect in mid-October, while 
China agreed to buy $40–50 billion in US farm products as the world's two largest 
economies reached a ceasefire in their 15-month trade war.

Although President Trump’s trade truce has temporarily eased tensions, the damage 
from his aggressive approach to trade policy will continue to weigh on the global 
economy. The ‘agreement in principle’ with China, yet to be finalised, does not roll 
back the existing tariffs that China and the US have placed on each other’s products.

The IMF downgraded its projection for global GDP growth in 2019 to 3.0%, down 
from 3.3% back in April, the lowest growth since the financial crisis. GDP growth in 
China in the September quarter was just 6.0%, the lowest outcome since the early 
1990’s. To this point it is the trade-exposed, manufacturing and investment sectors 
globally that have borne the brunt of the slowdown. In the US, the services sector, 
which represents around 85% of the economy, continues to expand, albeit at a slightly 
slower rate. The latest payrolls report showed that 136,000 jobs were added, taking 
the average monthly gain this year to 161,000. While reasonable, it is the slowest 
growth in jobs since 2010.

The global downturn in manufacturing is a reminder that, while the world has 
benefitted from increased interconnectedness, problems in one market can lead to 
compounding problems in another. The tariff game being played out by the US and 
China has created vulnerabilities across the globe, with central banks concerned 
about the knock-on effects and risks to global growth. While the current easing 
cycle may prove temporary, significant damage may already have been dealt to the 
global economy, requiring a greater effort on behalf of monetary authorities and 
governments via budget policy.

The IMF downgraded its projection for global 
GDP growth in 2019 to 3.0%, down from 3.3% 
back in April

Economic Analysis
The downside of an interconnected world
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Economic Analysis

In Europe, the picture is one of slowing growth and declining inflation. The 
composite PMI index suggests that activity in the eurozone will be lucky to have 
grown by 0.1% in the September quarter, with flagging momentum at the start of the 
December quarter. As in the US, the weakness is most notable in the manufacturing 
sector, where activity is likely falling at a quarterly rate of over 1.0%, while growth in 
the service sector is easing to the weakest in over six years. 

In Germany the manufacturing sector outlook is described as “simply awful” as 
trouble in the car industry and Brexit are paralysing order books. According to the 
survey, September saw “the worst performance from the sector since the depths of 
the financial crisis in 2009.” Industrial output fell 5.5% over the year to August and 
has fallen 7.0% since the recent peak in November 2017. France and Italy are also 
close to stalling.

The weakness in German manufacturing has led to calls for the government to 
abandon its commitment to balanced budgets. Germany is the most able of the 
eurozone countries to use fiscal policy to stimulate growth, but it is constrained by 
the balanced budget commitment between Merkel’s Christian Democrats and the 
Social Democratic Party, and by the constitution that forces the federal government 
to keep its structural deficit at less than 0.35% of GDP. It seems likely that any 
significant fiscal stimulus should not be expected from Germany until the economic 
situation becomes significantly worse, leaving monetary policy to carry the burden 
for now.

The Reserve Bank of Australia cut rates to a record low 0.75% in early October, the 
third move since June. The aggressive approach taken by the RBA over recent months 
is a response to a combination of domestic structural and cyclical developments, as 
well as global factors. The global downturn, partly a result of the escalating US-China 
trade war and a domestic housing sector slowdown, has seen the unemployment 
rate drift further away from the RBA’s new estimate of the full employment 
unemployment rate of 4.5%.

In order to boost wages growth and inflation, the RBA has adopted an extremely 
stimulatory policy while continuing to note the need for fiscal policy to share the 
burden. The economy’s response to the easing cycle, moves by APRA to free up some 
lending capacity, and the governments tax cuts has been muted, at least to date. There 
are signs that the housing sector is recovering but consumer sentiment and spending 
remains weak by historical standards.
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Quarterly Outlook

Australian Equities
The solid quarterly performance was led by the defensive consumer staples sector 
which finished up 11.6% and the economically sensitive consumer discretionary 
sector gained 8.9%. The relative outperformance of these sectors was attributed 
to the stronger than expected earnings results from some of the large cap names 
including Coles, Woolworths and JB HiFi. The macroeconomic backdrop provided 
consumer facing companies with cause for some optimism through a combination 
of income tax cuts, interest rate cuts and house price stabilisation in Melbourne and 
Sydney. 

Health care and IT sectors finished up 7.2% and 5.9% respectively. These two sectors 
benefitted from resilient earnings results and relatively positive outlook statements. 
In terms of healthcare large index weight, CSL and Resmed gained 8% and 14% 
respectively and both companies delivered double digit profit growth accompanied 
by upgrades in profit guidance. The IT sector was led again by Afterpay up 59% and 
WiseTech rising 24% respectively, with management maintaining conviction in their 
‘lofty’ future growth pathways.

The largest weighted sector in the market, the financials produced a respectable 3.3% 
return which was above the overall benchmark. The big four banks produced mixed 
share price performance over the recent quarter. NAB was the standout returning 
10.4% while CBA was the laggard down 3.1%. 

Only CBA out of the big four banks reported full year results during the recent 
reporting season with a 5% reduction in profit impacted by softer credit growth, 
falling net interest margins courtesy of the RBA’s rate cuts, and heightened 
competition from non-bank lenders. ANZ recently announced further provisioning of 
$651 million to cover customer remediation costs from the ‘fee for no service’ scandal 
emanating from last year’s Hayne Royal Commission. It is expected that the final 
customer compensation bill from the major 4 banks and leading wealth management 
firms may climb above $10 billion. A significant amount on face value but the final 
amount would on average total less than 6 months of the affect companies net profits. 

The A-REIT sector delivered a 1.1% return over the September quarter. Over the 
three-month period the 10-year Australian government bond yield fell from 1.35% to 
0.96%. REITs are one of the key beneficiaries from persistent falling interest rates 
due to their debt financing structures. Within the A-REITs sector there was wide 
dispersion in terms of performance from the traditional sub-sectors.
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Australian share index performance to 30 September 2019 (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 1.91 2.55 12.57 11.85 9.55

S&P/ASX SMALL ORDINARIES INDEX 2.61 3.11 3.95 8.80 9.61

S&P/ASX 300 FINANCIALS 4.23 3.34 12.00 9.08 6.79

S&P/ASX 300 HEALTH CARE -2.15 7.24 16.71 20.12 20.65

S&P/ASX 300 MATERIALS 2.95 -3.50 15.62 17.40 11.47

S&P/ASX 300 INFORMATION TECHNOLOGY 0.11 5.94 14.67 20.60 15.66

S&P/ASX 300 CONSUMER STAPLES 1.74 11.60 15.95 15.53 9.50

S&P/ASX 300 ENERGY 4.46 0.05 -9.83 11.47 -2.44

SOURCE: FINANCIAL EXPRESS

Industrial and office as well as exposures to funds management performed strongly 
with captive pent-up demand, falling cap rates and rising asset valuations, while 

continuing to focus more on online channels away from bricks and mortar. The best 
performers in the A-REIT sector over the September quarter were Charter Hall 
Group and Stockland.

The resources and energy sectors underperformed the market producing 0.0% and 
-3.5% respectively. The lacklustre performances were largely driven by falls in 
commodity prices reflective of global economic weakness and heightened geopolitical 
risks.

The small cap segment of the market outperformed its large cap counterparts with 
S&P/ASX Small Ordinaries Index returning 3.1% for the September quarter. On a 
12-month basis to September 2019, the Small Ordinaires Index returned 4.0% which 
underperformed the broader S&P/ASX 300 Index significantly by 8.6%. The small 
cap industrials outperformed the small cap resources by 3.5% over the September 
quarter. Also, small cap biotech stocks have become a hot segment with eye watering 
multiples delivering notable short-term returns for investors including Polynovo 
+39% and Avita Medical Limited +31% in the September quarter alone.

retail struggled due to anaemic retail sales, negative re-lease spreads and retailers 

9



OCTOBER 2019

ISSUE 34

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

S&P/ASX 300 TR Index three-year rolling returns (% p.a.) to 30 September 2019
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SOURCE: LONSEC, FINANCIAL EXPRESS

Outlook
After a relatively strong share market performance in the September quarter the 
outlook appears mixed across most sectors, indicative of a favourable market for 
stock pickers. The increase in optimism for market participants are resulting from:

• Fiscal and monetary stimulus,

• Signals of a recovery in house prices which should increase consumption activity,

• Depreciating Australian dollar to boost earnings from internationally focused 
companies,

• Ongoing spending on infrastructure projects, and

• More buoyant mining investment cycle.

Counteracting these green shoots: 

• Sluggish wages growth,

• Pessimism around the outlook for the global economy, and

• Relatively weak building and construction activity.

10
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The S&P/ASX 300 Index has delivered an outsized 22.9% return for calendar 2019. 
Currently, the ASX 300 Index is trading on a 12-month forward price to earnings 
(P/E) ratio of over 16 times, approximately 15% higher than the long-term average 
of 14 times. The prospective P/E market multiple needs to be justified by strong and 
robust earnings growth. 

Returns for interest rate sensitive sectors e.g. utilities, infrastructure and REITs will 
continue to be supported by investors search for income with tailwinds of historically 
low bond yields. Financials remains under pressure from an industry perspective 
with banks profit growth expected to be low to moderate due to constrained lending, 
net interest margin pressures and bad debts are at extremely low levels which should 
rise in consideration of elevated household indebtedness and below-trend domestic 
economic growth outlook. 

IT stocks are trading on expensive valuations and look increasingly vulnerable 
without supportive earnings growth. Investors remain bullish in this segment of the 
market due to the long duration growth potential that is difficult to come by.

11
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Quarterly Outlook

Global Equities
It proved to be another volatile quarter as the Trump administration in Washington 
turned up the temperature in the simmering trade war with China. The latest frog 
to be boiled was Huawei, China’s privately-held telecommunications and emerging 
consumer goods champion.International equities continue to endure the crosswinds 
created by the US-China trade wars and global central banks unleashing a fresh 
round of easing. Against this backdrop, the MSCI World NR Index AUD benchmark 
extended its gains during the September quarter to finish 4.6% higher and lifted 
the rolling one-year return to 9.2%. The MSCI Emerging Markets NR Index AUD 
benchmark finish 0.4% lower for the quarter but was 5.1% higher on a rolling one-year 
basis.

The trade wars have weighed on business sentiment, which is taking its toll on 
manufacturing and export-sensitive sectors across several regions, particularly 
Europe, Japan and China. However, the services sector has remained relatively 
resilient, primarily driven by the robust US consumer sector, which has enjoyed 
healthy balance sheets, steady employment and wage growth, and low interest rates. 
The US economy expanded by 2.0% during the June quarter, while unemployment 
remains at a 50-year low of 3.7% and wage growth is expected to exceed 3.0%.

On the other hand, the eurozone remains anaemic and expanded at a below-trend 
rate of 0.8% during the June quarter, hampered by reduced consumer spending and 
trade tensions. Additionally, uncertainty surrounding Brexit appears to be catching 
up with the UK economy, which contracted 0.8% in the June quarter. The pronounced 
dispersion in performance across international equities sectors and regions should 
see investment opportunities increase for active managers.

Emerging markets remain in the passenger seat of the ongoing trade wars, which saw 
emerging market equities remaining under pressure. Export-dependent economies 
such as China, Taiwan and South Korea continue to feel the negative impact, which 
has been exacerbated by tensions between Japan and South Korea. Growth in China 
slowed to 6.2% year-on-year during the June quarter as the escalating tensions 
weakened business confidence and export growth. Even emerging markets that are 
less exposed to global trade, such as India and Brazil, have seen a slowdown due to 
weakness in consumer spending and a lack of progress on much needed government 
reforms.

12
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The muted growth outlook and elevated geopolitical risks have seen global central 
banks unveil further rate cuts and other stimulus measures. The US Federal Reserve 
cut rates twice during the September quarter to reduce the federal funds rate to a 
range of 1.75% to 2.00%, with officials balancing trade tensions and weaker global 
growth against stronger domestic demand. The European Central Bank announced a 
comprehensive stimulus package in September that included cutting rates to a record 
low of -0.5%, restarting quantitative easing and more dovish forward guidance. The 
Bank of Japan is likely to cushion the impact of the consumption tax hike in October. 
Globally, there have been 48 rate cuts by central banks, which have been a tailwind to 
the positive year-to-date performance for international equities.

Amid worries around the growth outlook, perceived defensive sectors were the best 
performing, including utilities, real estate and consumer staples, while growth 
sectors such as energy and consumer discretionary underperformed. The markets 
saw a rotation into value names during September, benefiting sectors that have 
been out of favour this year such as financials. While some investors expect the 

sector moves, such as financials reacting to higher rates and energy to the attacks 
in Saudi Arabia, while growth sectors like discretionary and technology are coming 
under pressure from political and regulatory issues.

Global share index performance to 30 September 2019 (net return in AUD)

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

3 Years 
(% p.a.)

5 Years
(% p.a.)

MSCI AC WORLD INDEX 2.00 4.02 8.76 14.43 12.35

MSCI WORLD EX AUSTRALIA INDEX 2.01 4.65 9.13 15.01 13.01

MSCI WORLD EX AUSTRALIA INDEX 
(AUD HEDGED)

2.30 1.34 1.92 11.24 9.29

MSCI WORLD EX AUSTRALIA SMALL CAP INDEX 1.97 3.15 1.33 12.36 12.77

MSCI EMERGING MARKETS INDEX 1.80 -0.37 5.12 10.53 7.80

SOURCE: FINANCIAL EXPRESS

outperformance of value to continue, it may be too soon to make that call.
From a fundamental perspective, the outperformance likely reflect broader 
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Quarterly Outlook

Outlook
While year-to-date performance has been positive, there is potential for the volatility 
in international equities to pick up. The crosswinds created by rising geopolitical 
risks and further monetary policy easing is expected to broaden the range of possible 
outcomes and present both upside and downside risks. However, it will be difficult to 
determine which side will gain the upper hand. The crucial downside risk remains 
the further escalation of the US-China trade wars, which could lead to a further 
slowdown of the global manufacturing sector and spill over to some of the bright 
spots of the global economy.

A more upbeat scenario will require a dampening of geopolitical risks, central banks 
maintaining their dovish stance and bond yields remaining depressed. Global bond 
yields have plunged in recent months as market conditions have deteriorated, which 
has seen more than US $17 trillion (approximately 30% of the global bond market) 
trade at negative interest rates. The depressed bond yields are making the valuations 
of international equities appear increasingly attractive and could fuel further gains 
should geopolitical risks show signs of abating.

MSCI World ex Australia NR Index three-year rolling returns (% p.a.) to 30 September 2019
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Ultimately, the performance of international equities from here on will depend 
on several critical questions. Will Trump accept a compromise with China to 
prolong the US economic expansion leading into the 2020 presidential election? 
Or will he double down on his current path of escalation? Is China willing to offer 
considerable concessions if Trump changes his tune? Both sides have offered minor 
concessions recently, which has seen key dates being pushed back and certain goods 
being exempted from additional tariffs as a gesture of goodwill ahead of high-level 
discussions.

Overall, international equity valuations are expected to remain volatile and remain 

to simmer in the background, making international equities fertile hunting grounds 
for active managers. Earnings momentum remains reasonable but appears to be 
waning. However, emerging markets continue to benefit from the tailwinds of a 

at levels that we consider stretched. Many of the lingering concerns continue 

relatively stable US dollar and a dovish US Fed.  
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Quarterly Outlook

Cash and fixed interest
The RBA, after a brief pause, maintained its easing bias in October with a 25-basis 
point reduction in the cash rate to a historical low of 0.75%. The latest rate cut 
was the third for the calendar year, with similar reductions in June and July. 
The policymaker highlighted that the decision was taken in order to support 
employment and income growth, and to provide greater confidence that inflation 
will be consistent with its medium-term target. The RBA, while noting the trend of 
lower interest rates globally and the likelihood of lower rates for an extended period, 
signalled its willingness to continue monetary policy easing to support economic 
growth, full employment and achieving the inflation target.

The Australian economy continued expanding, albeit at a weaker-than-expected 
rate, over the year to June 2019. While lower interest rates, government tax cuts, 
infrastructure spending, a seemingly stabilised housing market, and the positive 
outlook for the resources sectors are expected to support growth, the bleak outlook 
for consumer spending due to subdued wage growth remains a key headwind.

The global economy continued showing signs of slowing down with underwhelming 
economic data signalling weaker growth in a backdrop of escalating trade war and 
political uncertainties. In response, most global central banks reverted to an easing 
cycle with the Federal Reserve cutting rates twice (in July and September) and the 
European Central Bank cutting policy rates further into negative territory as well as 
signalling a restart of its asset purchase programme.

Australian fixed interest
Australian Government bond prices moved higher in tandem with its US and German 
counterparts as risk-off sentiment dominated the past quarter. However, the trend 
reversed somewhat in September with demand for safe-haven assets weakening as 
investors flocked back to risk assets. The 10-year government bond yield fell rapidly 
from 1.32% in June to 0.88% in August, before partially reversing course higher in 
September. The Australian dollar remained volatile and depreciated further on the 
back of RBA rate cuts and weakening growth outlook. The Australian bond market, 
as measured by the Bloomberg AusBond Composite 0+ Yr Index, gained 1.98% over 
the quarter mainly driven by price appreciation due to lower yields.

The credit market was largely swayed by the risk-on, risk-off sentiment that 
dominated the quarter with the Australian iTraxx index swinging between the range 
of 56 basis points and 72 basis points before ending at 67 basis points in September. 
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Quarterly Outlook

The trend of tightening credit spreads continued throughout the quarter, barring 
some widening in the month of August when risk-off sentiment dominated the 
market. Credit remains popular with active managers favouring both corporate 
bonds and securitised assets within portfolios. The trend of managers opting to move 
towards higher quality credits and generating value through relative value trades 
remained due to tight spreads (or expensive valuations), limited opportunities, and 
a somewhat weak economic outlook. Credit spreads are still considered expensive, 
with 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.

Australian fixed interest three-year rolling returns (% p.a.) to 30 September 2019
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Australian and New Zealand 10-year government bond yields (%)
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Global fixed interest
The quarter was dominated by a ‘race to the bottom’ in bond yields as well as policy 
rates amid trade and political tensions affecting global growth outlook. The portion 
of negative yielding bonds increased to about US $17 trillion or roughly a quarter of 
world government and corporate bonds issued. The US 10-year Treasury yield, which 
stood at around 2.0% in June, collapsed down to 1.46% in early September before 
partially recovering to end the quarter at 1.66%.

Bonds was among the best performing asset classes in August and the global bond 
market, as measured by the Bloomberg Barclays Global Aggregate Index (USD 
Hedged) delivered a return of 2.6% over the quarter. While bond funds with a long 

many global managers to actively diversify risk within portfolios. Going forward it 
is expected that global yields will continue to remain at low levels with most central 

favour global bonds over Australian bonds largely from a valuation and diversification 

duration bias flourished as yields rallied, we continue to observe the appetite of 

banks returning to easing mode amid sluggish growth outlook. Lonsec continues to 
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Quarterly Outlook

Italian, Spanish and Greek 10-year government bond yields (%)
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US, UK and German 10-year government bond yields (%)
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Quarterly Outlook

Investment grade and high yield credit three-year rolling returns (% p.a.) to 30 September 2019
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Credit
Investment grade credit spreads fluctuated during the quarter on the back of market 
volatility but ended largely flat in September. High-yield spreads did much the same, 
although widened out approximately 80 basis points in August before snapping back 
in to end the quarter. Investment Grade credit saw a record issuance in September 
as companies capitalised the opportunity to lock-in lower borrowing rates. The 
leveraged loan market, which rapidly grew in recent years due to investors’ chase for 
yields and fear of increasing rates, saw cracks reappearing with investors shifting 
focus to weakening economic fundamentals. The fundamental view remains 
unchanged while credit spreads remain expensive, offering select points of value. In 
addition, volatility is expected to continue over the coming year.

Emerging markets
Emerging Markets are an attractive option for investors seeking yields well beyond 
what is on offer in other developed markets, with many active managers choosing 
to utilise a portion of their risk budget in these assets. Even more seductive in that 
regard are those countries bucketed in frontier markets such as Ghana, Kenya or 
Egypt which yield around 10–20% on their local currency bonds. The decision of 
whether to invest in hard or local currency exposure is also part of an allocation 
decision, one which can impact returns greatly.
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Argentina dominated headlines in the past quarter following a surprise presidential 
primary result in August, imparting immense downward pressure on Argentine 

emerging market debt can be highly susceptible to a number of factors, such as 
geopolitical risks, a strengthening US dollar, the rise and fall of commodity prices, 
and idiosyncratic factors.

Overall

competitive yield on offer. However, these types of assets are more susceptible to a 
sharp swing in volatility.

In terms of investment grade credit, spreads remain tight but still offer late cycle 
carry. There are opportunities to add value, but robust security selection is required. 
In high yield, valuations are expensive with the sector expected to suffer further 
volatility going forward. Overall, the global economy is showing signs of fragility with 
uncertainty clouding the horizon.

perspective. Emerging market allocations are proving more popular than a year ago, with 
comparison to domestic bond yields they remain attractive from a relative valuation  

21

peso and bonds. As such, we highlight that although attractive in a yield sense, 

The sharp fall in US government bond yields during the quarter was notable, but in  
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Property and infrastructure
The September quarter 2019 was another positive period for Australian Property 
Securities, however the broader Australian Equities sector (+2.4%) outperformed 
Australian Listed Property (+1.0% average of S&P/ASX 200 & 300 indices). Global 
Property Securities—AUD Hedged (+2.6%) outperformed Global Equities—AUD 
Hedged (+1.4%), with unhedged returns boosted by the weaker Australian dollar 
(-2.7% against the US dollar).

Global property markets
US Retail securities (especially Shopping Centres) had a bounce during the month 
of September, in line with the broader market switch across to value stocks. While 
this is unlikely to herald a prolonged period of outperformance, it demonstrates that 
investors recognized that parts of the retail sector had been over-sold. Shopping 
Centres that are anchored by food and service retailers are still sought after, and 
these assets continue to perform well with high occupancies. Rental growth in the 
US supermarkets is usually minimal until the five-year re-set period (then at market). 
In Australia, rental growth can be more linked to inflation or have share of revenue 
formulae, which gives a smoother annual rental growth (until a market re-set point).

In the US, Lodging/Resorts continued to be a lagging sector (+10.6% for the 
calendar year to date), affected by changing occupancy levels. The best performing 
sectors being Data Centres (+48.5%), Residential area (Manufactured +43.7% 
and Single-Family Homes +41.9%), and Industrial property (+41.8%). This reflects 
the overall reduction in weighting of global investors to retail and redeployment to 
sectors with more certainty of earnings and less affected by the trend to e-commerce.

In the last review, we noted that retail REITs were performing well in Asia (Hong 
Kong/China), however the protests in Hong Kong, the ongoing US-China trade war, 
and a strong Hong Kong dollar have dented share prices. “These impacts were also 
evidenced by the recently released August figures for retail sales that showed a 23% 
decline year-on-year, and tourist arrivals that fell 39.1% compared to the prior year.”1 
While anecdotal evidence is that rents continue to be paid, the increasing violent 
actions are causing damage to buildings and infrastructure. These costs are not clear, 
and the situation could escalate should the Chinese government take stronger action. 
Hong Kong has endured tough times before (SARS crisis in 2003) and managers 
remain optimistic on the longer term for the region.

1 Quay Global Real Estate Fund Monthly Performance Update—September 2019
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On the global property outlook, Invesco believes that “real estate fundamentals are 
sound but moderating.” Invesco added: “Broadly, the risk to the growth outlook has 
increased, while the yield/cap rate concerns have lessened”, and: “In absolute terms, 
real estate prices are high and yield/cap rates are low in all regions. However, pricing 
relative to other asset classes largely remains within normal ranges.”2

Invesco has also produced research that demonstrates over past cycles that “rising 
interest rates have not always resulted in rising cap rates.”

Rising interest rates have not always resulted in rising cap rates

SOURCE: INVESCO REAL ESTATE – PRESENTATION TO LONSEC, SEPTEMBER 2019

2 Invesco Real Estate House View H1 2019 Global Market Outlook
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Australian and global property three-year rolling returns (% p.a.) to 30 September 2019
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2 CBRE Clarion Securities – October 2019

As at 30 September 2019, the Global REIT sector is trading at a modest 2.0% 
premium to Net Asset Values and US REITs at a 10% premium (which is above 
the long-term average of around +2.0%). However, valuations of sub-sectors and 
regions vary, and most managers are positioning their portfolios according to their 
assessment of relative values of stocks within their sector and region. Estimates of 
earnings growth for listed property are still in the range of +4.0% to +5.0% for 2019.3

While the threat of rising interest rates for the moment has been quelled by rates 

the mature part of the cycle, the tail of which is being extended while inflation and 
interest rate pressures are kept at bay.

Australian commercial property markets
From a macro perspective, Australian real estate capital values appear to be late in 
the cycle, with ‘lower for longer’ monetary policies extending cycle duration. Moving 
forward, growth is likely to be driven by asset-level net operating income (NOI) 
growth, rather than further capitalisation rate declines.

continuing to fall, we are still of the view that global property markets are in 
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4 Westpac Melbourne Institute Index of Consumer Sentiment (October 2019)
5 Australian Bureau of Statistics – Australian Retail Sales (August 2019)
6 Colliers Research (June 2019)
7 CBRE Research (June 2019)

The headwinds buffeting the retail sector continue to blow an ill wind, as 
Australian consumer confidence in the September quarter hit a four-year low.4 While 
ABS data for August shows a slight rise in retail sales (0.4% month-on-month5), 
possibly as a result of back-to-back RBA rate cuts, there are clearly significant 
challenges for retailers and, in turn, shopping centre landlords.

The retail landscape is experiencing a bifurcation and ‘flight to quality’, where foot 
traffic (and dollars) are increasingly flowing to shopping centres that are grocery-
anchored or have a mix of experiential retail offerings in densely populated primary 
trade areas. Interestingly, retail stocks have generally outperformed the S&P/ASX 
A-REIT 300 Index (+1.1%) in the September quarter and include Vicinity (+3.2%), 
SCA Property (+7.9%) and Scentre (+2.3%). Underperformers include Unibail 
Rodamco-Westfield (-0.56%) and GPT (-0.2%). Stockland, which is a diversified 
stock with significant retail exposure, also outperformed (+8.1%).

Despite capitalisation rates falling to historical lows, the logistic and industrial 
sector continues to enjoy robust investor demand. The rise of e-commerce has 
translated into higher tenant demand for well-located warehouses, logistics and 
distribution centres with good transportation links and population proximity. 
Limited supply of assets which meet this criteria, especially ‘brown-field’ sites, is 
a major factor behind continued rental growth and tightening yields. Goodman 
Group is a global leader in this space and has benefited greatly from their integrated 
‘own, develop and manage’ business model. While the stock has pulled back over 
the September quarter (-6.8%), it is up around 75% compared to a year ago. Another 
beneficiary of the industrial boom is Charter Hall Group (+6.1% in the September 
quarter), which has a more diversified model including office and retail.

The outlook for the office sector continues to go from strength to strength, 
particularly in the east coast capital cities. Record low vacancy rates for Sydney 
CBD (4.1%) and Melbourne CBD (3.2%) combined with strong tenant demand for 
well-located quality office space is translating into solid rental growth and falling 
incentives.6 While there is a significant supply of new office space slated for delivery 
in these two cities over 2019-22 (~685,000sqm), a significant portion (Sydney 58%; 
Melbourne 82%) has already been pre-committed.7 While capital values have 
appreciated over the past few years in large part due to falling capitalisation rates, 
moving forward it is expected that net operating income growth will play a larger 
part in this aspect.
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8 APRA – APRA finalises amendments to guidance on residential mortgage lending (July 2019)
9 Reserve Bank of Australia – Housing & the Economy, October 2019
10 Wall Street Journal, Incoming Union Pacific CFO in Search of Additional Efficiencies at US Railroad, 30 
September 2019

Sentiment towards the residential sector has continued to improve on the back of 
the RBA’s successive interest cuts and APRA easing its credit lending guidelines8, 
which is filtering through to prices for mainly existing houses. These conditions 
have yet to be reflected in a pick-up in residential construction, although they are 
“expected to revive housing construction by 2021.”9

Demand for housing continues to be supported by strong population growth and solid 
employment markets, which has translated into low vacancy rates for Sydney (3.2%) 
and Melbourne (2.0%). To alleviate such housing pressures, developers are increasing 
their focus on the ‘build-to-rent’ sector, which is a relatively-new concept to the 
Australian market, however is quite well established overseas, particularly in North 
America.

Investors, both local and international, continue to be attracted by the A-REIT 
market’s dividend yields averaging 4.7% p.a. and expected earnings growth of 2.0–
3.0% p.a. With a ‘lower-for-longer’ interest rate outlook, Lonsec expects this trend to 
continue for some time. Valuations overall for the sector are sitting at around a 6.0% 
premium to NAV, with the retail sector at a discount and more sought after sectors 
(logistics, industrial and specialised) at a premium.

Global infrastructure markets
During the September 2019 quarter Global Infrastructure Securities—AUD Hedged 
(+3.5%) outperformed Global Equities—AUD Hedged (+1.4%), with unhedged returns 
boosted by the weaker Australian dollar (primarily against the US dollar). The 
global listed infrastructure sector continues to benefit from low interest rates, with 
government long-term bond rates that are factored into discounted cash flow models 
improving valuations.

More economically sensitive US railway stocks (Union Pacific, CSX and Norfolk 
Southern) were flat or declined over the quarter on slower activity in the US 
(possibly some impact from the US-China trade sanctions). These companies 
continued efforts to cut costs through ‘precision-scheduled railroading’, with Union 
Pacific (the most efficient of the three) aiming to reduce its operating costs to revenue 
from 60% to 55%.10

26



OCTOBER 2019

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.

Among US electricity generating utilities, old coal-fired plants are being replaced 
by natural gas and renewable energy. Infrastructure companies with coal-related 
infrastructure (e.g. coal fired power stations or railways to coal fields) are likely to 
be impacted as investment moves towards these now cheaper sources of electricity. 
Utilities that have made large investments in renewables or gas (e.g. NextEra 
Energy) are expected to perform better than those that have more exposure to coal 
(e.g. Duke Energy).11

However, it has not been all positive for the renewables sector. The UK-listed John 
Laing Group has reported a £66 million write-down on three of its Australian 
renewable energy projects (part of a $600 million write-down across the sector) due 
to congestion in the power grid eroding profitability. The Group has also frozen future 
investment in the sector.12

ASX-listed infrastructure stocks Transurban, Sydney Airport and Auckland 
Airport were relatively flat during the September 2019 quarter, as investors took a 
breather after previous gains in these stocks on lower interest rates. Transurban also 
undertook a large capital raising. The outlook for these stocks over the next year is 
contingent on traffic growth. Across Transurban’s portfolio in Australia and the US, 
average daily traffic was up by 2.0% in the year to June 2019 despite traffic disruption 
from construction.13

Sydney Airport continues to see growth in international passengers (+1.4% for nine 
months to September 2019), but with a dip in domestic passengers (-1.1%). Overall 
passenger traffic was steady at 32.8m for this period.14

The Productivity Commission Review of Australian Airports final report is 
due shortly and airlines have been lobbying for more regulation. The June 2019 draft 
report recommended that Australia’s existing ‘light-handed’ airport regulation (no 
need for a third-party adjudicator) remains fit for purpose, although the Commission 
will revamp its airport monitoring process.

Broadly speaking, the outlook for utility stocks is expected to remain positive, with 
near-term cash flows backed by the certainty of regulated returns (albeit these are 
re-set at regular intervals, and sometimes with a negative outcome). Less regulated 
sectors have assets that contain a built-in pricing inflation hedge. Most sectors also 
have the opportunity for infrastructure groups to grow their asset bases.

11 Wall Street Journal, Coal Bankruptcies Pile Up as Utilities Embrace Gas, Renewables, 14 August 2019
12 Australian Financial Review, Solar investors choke on $1b congestion hit, 25 September 2019
13 Transurban Chairman’s Annual Meeting address, 10 October 2019
14 ASX Release: Sydney Airport Traffic Performance, September 2019
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