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Foreword

MATT OLSEN
CEO, LONSEC RESEARCH

Welcome to another year in investment markets! I hope you all enjoyed a safe and 
happy Christmas break. The year has started off well for investors with gains in 
equity markets accompanied by a stable economic outlook. Global growth appears 
to be on a solid footing, with promising GDP figures from developed and emerging 
economies, low inflation, and positive business conditions favouring investment 
and employment. While low wage growth remains a sticking point, central banks 
have begun the process of gradually tightening monetary policy from ultra-loose 
levels, and markets generally appear confident that this process will be successfully 
managed (at least for now).

Spearheading the growth picture has been Europe, which has undergone a dramatic 
turnaround in how investors perceive the region. Despite ongoing political 
uncertainty, whether it’s the Brexit negotiations, the indecisive German election, 
or the battle over Catalonian impudence, Europe has exceeded expectations and 
is contributing significantly to the global growth story. Survey data shows that 
manufacturing is growing at the fastest rate in over two decades, while the services 
sector has seen its best year since 2007. A number of major European shares have 
leapt to record earnings, despite a rising euro and falling US dollar. However, the 
eurozone may become a victim of its own success if the currency rises too high too 
quickly. While the ECB does not target the currency, it has flagged its concern that 
cheaper imports could prevent inflation from taking hold. 

This edition of the Investment Outlook Report contains our full quarterly sector 
analysis, along with dynamic asset tilts based on our most recent investment 
committee views. Despite the unprecedented stability we have enjoyed over 2017 
and into 2018, Lonsec remains focused on managing downside risk and capital 
protection. This is especially the case as global markets continue their upward 
trajectory and future expected returns soften. As our Chief Investment Officer, 
Lukasz de Pourbaix, explains, Lonsec’s dynamic allocations have been relatively 
defensive compared to our long-term strategic allocation. This positions the portfolio 
well in the event of a market correction.
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Overview
The world outside Bitcoin

LUKASZ DE POURBAIX
CIO, LONSEC INVESTMENT 
SOLUTIONS (MODEL 
PORTFOLIOS AND 
MANAGED ACCOUNTS)

I hope you all had a relaxing break and are ready for what will no doubt be another 
eventful year for markets. As the year closed out, one thing dominated talk on 
the street – what was the price of a Bitcoin doing and how were people becoming 
millionaires overnight? Whether you are a believer in the game changing effect of 
blockchain technology or view cryptocurrencies as the next Tulip mania, most people 
have an opinion on the topic, and I’m certain it has come up at many BBQ discussions 
over the summer break.

In the world of conventional assets, markets ended the year well with Australian 
equity markets finishing up 11.8% for the year, while global equities continued their 
upward trajectory, returning 13.9% as at 31 December 2017 (in both cases well in 
excess of our long-term capital markets assumptions). Bonds also generated positive 
absolute returns, returning in the mid 3% range despite the ever-present threat 
of rising rates. While not as exciting at Bitcoin (which returned approximately 
1290% for the year!), it has nevertheless been a good outcome for investors, be they 
accumulators or in the drawdown phase of their investment lifecycle.

Over the year, we held a relatively defensive position compared to our Strategic 
Asset Allocation (SAA). This positioning has been primarily driven by our belief 
that many asset price valuations are stretched (but not to extreme levels yet), and 
that market volatility has been mispriced, partly due to unconventional monetary 
policy supporting markets. Our defensive view has been tempered by the positive 
economic news coming out of various regions globally. Unemployment figures have 
been trending down in key markets such as the US, manufacturing figures such as the 
Manufacturing PMI have been positive, and overall GDP growth has been on trend.

In 2018, we believe that much of the discourse will be focused on the possibility of 
an inverted yield curve and whether this is a signal that we are possibly heading into 
a recessionary environment. As the Fed has raised rates, the front end of the yield 
curve has been rising upwards compared to 10-year treasuries, which remain at low 
levels, partly due to the lack of inflation. 

The broader implications of an unwinding of unconventional monetary policy will 
continue to be an area to observe, and more importantly the potential impact that 
an unwinding will have on the trajectory of interest rates, market returns, and 
volatility. In the short-term, conditions remain favourable for equity markets, hence 
our overall equities exposure is not far off our neutral SAA. We remain constructive 
on alternative assets, particularly strategies that provide diversification from equity 
beta such as multi-asset alternative strategies, and we are holding some excess cash, 
which we would look to reallocate to growth assets as valuations improve.

I wish everyone a healthy and successful 2018.
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Economic Analysis
The next phase of growth

Index Returns as at 31 December 2017 (% p.a.)

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

3 Years  
(% p.a.)

5 Years  
(% p.a.)

AUSTRALIAN EQUITIES 7.74 8.60 11.94 8.76 10.15

GLOBAL EQUITIES 5.54 10.06 20.02 11.20 15.40

A−REITS 7.79 9.88 6.44 11.28 13.38

GLOBAL LISTED PROPERTY 3.64 4.72 8.20 6.14 9.82

AUSTRALIAN FIXED INTEREST 1.44 1.37 3.66 3.05 4.15

GLOBAL FIXED INTEREST 0.90 1.79 3.68 4.09 4.94

CASH 0.42 0.86 1.75 2.05 2.34

AUD/USD −0.32 1.56 8.34 −1.52 −5.56

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



JANUARY 2018

ISSUE 14

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.

7

INVESTMENT OUTLOOK REPORT

lonsec.com.au

Economic Analysis

The global economy entered 2018 with solid momentum, low inflation, and central 
banks preparing to wind back ultra-easy monetary policy settings. The US economy 
ended 2017 on a very solid footing, with GDP growth likely to be close to the June 
and September quarter gains of over 3%. Successful passage of the US tax reform 
bill prior to Christmas is expected to add to growth, but with the economy already 
operating close to potential, creates risks around wages and inflation. To date, wages 
growth and inflation have remained broadly well behaved.

Nevertheless, with growth strong, markets have continued to reassess the outlook for 
the Fed funds rate, taking the US 2-year bond yield above 2% for the first time since 
September 2008 and the 10-year yield to just above 2.5%. With the centrepiece cut in 
the corporate tax rate from 35% to 21%, the bill is expected to add US $1.5 trillion to 
the deficit while it is estimated to be worth 10% EPS growth. The package has helped 
propel the equity market and push bond yields higher over recent weeks.

In Europe, survey data suggests that manufacturing is growing at the fastest rate 
in over two decades while the services sector has seen its best year since 2007. 
Employment growth is at a 17 year high and price pressures are the highest in over six 
years. Germany grew 2.2% in 2017, the fastest rate since 2011 with growth boosted by 
higher consumption as the number employed was the highest since reunification of 
East and West Germany.

The minutes of the ECB’s December policy vote prompted a shift in commentary 
from referring to the region’s “recovery” to the “continued robust and increasingly 
self-sustaining economic expansion.” The ECB upped its growth forecasts to 2.4% in 
2017 and 2.3% in 2018. Despite the improved growth outlook, inflation was projected 
to remain under the 2% target in 2020, though with increasing price pressures. The 
ECB’s more upbeat outlook suggests to some that the bank is preparing to cut its 
stimulus programme faster than anticipated.

The US tax reform bill is expected to add to growth, 
but creates risks around wages and inflation.



JANUARY 2018

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.

8

Economic Analysis

On the political front, the two main issues are the result in the Spanish government 
mandated regional election in the Catalonia region and the possible progress in 
forming a new ‘grand coalition’ in Germany.

The UK outlook is not as rosy, at least according to the IMF, which stated that, 
“Despite a strong recovery in global growth and supportive macroeconomic policies, 
the impact of the decision to exit the European Union has weighed on private 
domestic demand,” and “Business investment growth has been lower than would be 
expected in the context of strong global growth and high levels of capacity utilisation, 
owing to heightened uncertainty about economic prospects.”

In Japan, the Tankan survey showed the best business conditions for big 
manufacturers since 2006. The BOJ kept overnight interest rates steady at -0.1%, 
maintained its target for 10-year Japanese government bonds (JGBs) at around 0.0%, 
and said it will continue to purchase JGBs at “more or less the current pace” of ¥80 
trillion a year. The BOJ expects domestic demand to grow and exports to “continue 
their moderate increasing trend on the back of the growth in overseas economies”.

The Chinese economy appears to have slowed marginally in the December quarter 
after averaging 6.9% growth in the first three quarters of the year. A clampdown on 
factory pollution and a further lift in borrowing rates and tightening of financial 
conditions in the shadow banking sector is expected to have dampened growth.

Finally, in Australia, the economic outlook has improved in recent months, with 
evidence of a recovery in business investment adding to the already strong labour 
market and business conditions data seen over the past year. With prices of our key 
commodities rising on the back of the best global economic backdrop in around seven 
years, the AUD has also turned higher. Overall, the RBA remains on hold. Activity 
data indicates a tightening bias while the wages and inflation data continues to 
suggest an accommodative policy is warranted. However, elsewhere in the world 
central banks are tightening, or at least contemplating withdrawal of excessive 
stimulus, despite continued lower than target inflation.



JANUARY 2018

ISSUE 14

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.

9

INVESTMENT OUTLOOK REPORT

lonsec.com.au

Economic Analysis

Australia 
The economic outlook for Australia has improved in recent months with evidence 
of a recovery in business investment now complementing the very strong labour 
market and business conditions data seen over the past year. With prices of our key 
commodities rising on the back of the best global economic backdrop in around seven 
years, the AUD has also turned higher.

The employment data continues to surprise to the upside with a further 61,600 jobs 
added in November, taking the annual growth in jobs to more than 3%. Even more 
striking has been the 4% gain in hours worked which, despite ongoing low wages 
growth of less than 2%, is providing a boost to household incomes, taking income 
growth to the upper end of the somewhat lower range of the past four years.

Interestingly, consumer sentiment has also lifted, up 3.6 points to 103.3 in December, 
the highest reading since early 2014. Leading indicators of employment such as 
ANZ job ads remain solid. The strongest growth is being recorded in the healthcare, 
education, construction and accommodation industries, while mining and 
manufacturing employment has been weak.

More recent wages data shows wage gains remain constrained and with interest-
only mortgage rate rises and many households switching to P&I loans, discretionary 
spending faces a considerable headwind. Despite this backdrop, retail sales enjoyed 
their strongest monthly performance in almost seven years, rising 1.2% in November, 
but the annual growth rate of 2.9% is anaemic.

More recent wages data shows wage gains 
remain constrained and discretionary spending 
faces a considerable headwind.
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Economic Analysis

NAB business conditions slid to their lowest level this year in November, albeit 
from extremely high levels, while dwelling approvals rose well above expectations 
in November due to a spike in unit approvals. As noted above, there are signs that 
investment is beginning to turn. While the downturn in mining capex appears to 
have run its course, there is evidence of a lift in capex in the service sector, with the 
latest ABS capex intentions survey suggesting a lift of as much as 10% this year. 
Overall, investment spending is now adding to growth, assisted by solid public-sector 
capex after years of decline.

House prices continue to soften in Sydney while Melbourne remains strong. As 
alluded to earlier, the lift in global growth and measures to restrain production in 
China have contributed to a surge in iron ore and other commodities. Iron ore was 
approaching US $80 per tonne in mid-January, which in turn has supported a jump in 
the AUD from 75.1 cents in early December towards 80 cents in recent days.

Finally, the Treasury released its Midyear Economic and Fiscal Outlook (MYEFO) 
just prior to Christmas and highlighted the improvement in commodities by 
projecting a lower than expected budget deficit this year and beyond. Overall, the 
RBA still remains on hold. Activity data points to a tightening bias while the wages 
and inflation data continue to suggest an accommodative policy is warranted. 
Elsewhere in the world, central banks are tightening, despite the fact that inflation 
continues to run below target.
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In Australia the NAB business conditions index declined in November to its lowest 
level in 2017. However, it is still high and consistent with strong employment growth.
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Economic Analysis

United States
The US economy entered 2018 on a very solid footing. GDP growth in the June and 
September quarters had exceeded 3% and it appears the December quarter may 
come close to achieving that as well. Successful passage of the US tax reform bill 
prior to Christmas is expected to add to growth and, in turn, risks fuelling wages and 
inflation pressures.

To date, wages growth and inflation have remained broadly well behaved. 
Nevertheless, with growth strong, markets have continued to reassess the outlook for 
the Fed funds rate, taking the US 2-year bond yield above 2% for the first time since 
September 2008 and the 10-year yield to just above 2.5%. The US economy added 
a further 148,000 payrolls in December while the unemployment rate remained at 
4.1%. Wage growth remained at 2.5% y/y, short of expectations, and while the Atlanta 
Fed wage tracker index had at one stage hit almost 4%, it is now back under 3%.

ISM data was slightly mixed in December, with the manufacturing index rising to 
59.7 from 58.2 while the service sector ISM declined to 55.9 from 57.4. With personal 
income growth of 3.8% y/y and stronger more recently, consumer spending is 
improving. Retail sales grew by a further 0.4% in December to be up 5.4% y/y, while 
auto and light truck sales have also bounced after a soft mid-year patch. Existing 
home sales jumped to 5.09 million, the highest reading since 2007, while starts rose 
to a 1.3 million annualised pace. The latest NAHB builder sentiment index rose to its 
highest level since the late 1990s, suggesting there is ample scope for a further boost 
to housing activity.

The US Fed lifted its 2018 growth projection to 
2.5% from 2.1%, well above its unchanged long-
term growth projection of 1.8%.
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As mentioned above, the Trump tax reform plan will also provide a boost to the 
economy. With the centrepiece cut in the corporate tax rate from 35% to 21%, the bill 
is expected to add US $1.5 trillion to the deficit while it is estimated to be worth 10% 
EPS growth. The package has helped propel the equity market and push bond yields 
higher over recent weeks.

Indeed, the FOMC lifted its growth forecasts at its December meeting. While 
announcing a further 25 basis point hike in the Fed funds rate to 1.25–1.5%, the Fed 
also lifted its 2018 growth projection to 2.5% from 2.1%, well above its unchanged 
long-term growth projection of 1.8%. Inflation projections, meanwhile, remain below 
2%. Despite this, the FOMC expects to lift the Fed funds rate on three occasions in 
2018 to 2.00–2.25% (which is currently considered to be neutral) and then twice more 
in 2019 to 2.5%–2.75%. The FOMC expects the unemployment rate to drift lower to 
3.9%.

As mentioned, the US 2-year bond is beginning to reflect a stronger economy and a 
more hawkish Fed, but there would appear to be further adjustments to come. The 
yield curve has certainly flattened, implying that the peak in the Fed funds rate is 
not far away. Also of interest has been the response of the USD, which has continued 
to weaken against other major currencies, despite the prospect of further Fed 
tightening.
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The Trump tax reform bill involving a cut in the corporate tax rate to 21% from 35% 
has prompted a sharp lift in EPS growth expectations. 

Economic Analysis
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Europe
The Markit Eurozone Composite PMI for December suggests that over 2017 the zone 
has seen the best growth in over a decade and is on course to record GDP growth of 
0.8% in Q4 with no signs of weakening. The surveys suggest that manufacturing is 
growing at the fastest rate in over two decades, while the services sector has seen its 
best year since 2007. Employment growth is at a 17-year high and price pressures are 
the highest in over six years.

Germany grew 2.2% in 2017, the fastest rate since 2011. Growth was boosted 
by higher consumption, with the number of employed persons the highest since 
reunification of East and West Germany.

The improved growth is reflected in the minutes of the ECB’s December policy 
vote, where instead of referring to the region’s “recovery”, reference was made 
to the “continued robust and increasingly self-sustaining economic expansion.” 
The ECB upped its growth forecasts to 2.4% in 2017 and 2.3% in 2018. Despite the 
improved growth outlook, inflation was projected to remain under the 2% target 
in 2020, though with increasing price pressures. The ECB’s more upbeat outlook 
suggests to some that the bank is preparing to cut its stimulus programme faster than 
anticipated. 

Headline inflation fell to 1.4% in December from 1.5%, driven down by price falls in 
volatile food and energy. Core inflation was unchanged at 0.9%. The ECB expects 
headline inflation to be weak in coming months as rises in energy prices fall out of the 
year-on-year figure. Unemployment in the Eurozone continues to fall from a post-
crisis high of over 12% to 8.8% in October. The best performers include Germany, 
down to 3.59% in October from a post-crisis high of nearly 8%; Ireland, with a high 
of nearly 16%, down to 6.14%; and Spain, with a high of over 26% down to a still 
worrying 16.74%. The laggards include France, with a post crisis high of 10.6%, down 
modestly to 9.36%, and Italy from 13% to 11.09%.

Headline inflation fell to 1.4% in December from 
1.5%, driven down by price falls in volatile food 
and energy. 
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On the political front, the two main issues are the result in the Spanish government 
mandated regional election in the Catalonia region, and the possible progress in 
forming a new ‘grand coalition’ in Germany.

In Catalonia, the three pro-independence parties in total won an absolute majority 
with 70 seats in the 135-seat assembly, and so deepened the political crisis in the 
region. The largest single party was the anti-independence Ciudadanos party, which 
performed well but is in no position to form a government. The ruling conservative 
Popular Party of Mariano Rajoy, Spain’s prime minister, came seventh in the election 
with just three seats.

The pro-independence parties include a centre-right and a radical left-wing party 
suggesting that forming a government is likely to be challenging and time consuming. 
Where all this leads is unknown, but so far, it has not adversely affected Spain’s 
economic performance.

In Germany Angela Merkel announced a coalition deal between her conservative bloc 
(CDU/CSU) and the Social Democrats (SPD). The deal covers better integration of 
the EU including labour standards, defence policy, funds for “economic stabilisation 
and social convergence, and to support structural reforms in the eurozone”. The 
European Stability Mechanism (ESM) should be turned into a European Monetary 
Fund.

There will be no tax increases, the ‘Solidarity Surcharge’ will be lifted, and 3.5% of 
GDP is to be spent on research and development by 2025. The number of refugees will 
be limited to between 180,000 and 200,000. The defence and development aid budget 
is to be increased by €2 billion. Various other social welfare and housing issues will 
receive further funding. All in all, the SPD is seeking substantial changes for joining a 
new ‘grand coalition’, with new policy conditions recently approved (albeit narrowly) 
by rank-and-file members at a January party conference.

Despite the moderately positive survey report, 
the IMF said that Britain has already suffered 
slower growth following the Brexit referendum.
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The Italian general election is due on 4 March 2018, and so far there is no clear front-
runner. According to polls, Prime Minister Gentiloni’s Democratic Party is trailing 
the centre-right coalition led by Berlusconi and the anti-establishment Five Star 
Movement. Neither of the latter two groups is satisfied with the constraints imposed 
by the EU.

IHS Markit / CIPS UK PMIs saw an upturn in service sector activity and a solid 
expansion in manufacturing consistent with Q4 GDP growth in the range 0.4–0.5%. 
However, in the service sector, uncertainty associated with Brexit is crimping 
business spending and investment. In the manufacturing sector, expansion remained 
above the long-term trend, buoyed by capital spending and export demand from the 
US, Europe and the Middle East.

Despite the moderately positive survey report, the IMF said that Britain has already 
suffered slower growth following the Brexit referendum. The IMF cut its UK growth 
forecast to 1.6% in 2017 from 1.7%, despite a pickup in global activity, and said growth 
will slow further next year.

In its report on the UK, the IMF stated that, “Despite a strong recovery in global 
growth and supportive macroeconomic policies, the impact of the decision to exit 
the European Union has weighed on private domestic demand,” and “Business 
investment growth has been lower than would be expected in the context of strong 
global growth and high levels of capacity utilisation, owing to heightened uncertainty 
about economic prospects.”
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Unemployment in the Eurozone continues to fall from a post-crisis high of over 12% 
to 8.8% in October. The best performers include Germany with a post crisis high of 
nearly 8% down to 3.59% in October.
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Japan
The Nikkei Japan PMIs suggest that manufacturing output growth accelerated 
for the fifth month in a row, allowing firms to raise prices for the twelfth month in 
a row. Some firms reported concerns regarding the ageing population. In contrast, 
growth in the service sector weakened further, although new orders increased and 
businesses raised output prices at the highest rate in 29 months and paid higher 
wages to their staff.

The Tankan survey showed the best business conditions for big manufacturers since 
2006. The BOJ kept overnight interest rates steady at -0.1%, maintained its target for 
10-year Japanese government bonds (JGBs) at around 0.0%, and said it will continue 
to purchase JGBs at “more or less the current pace” of ¥80 trillion a year. The BOJ 
expects domestic demand to grow and exports to “continue their moderate increasing 
trend on the back of the growth in overseas economies”.

It has been reported that nearly half of analysts polled by Reuters now expect the 
BOJ to start tightening policy this year, up from 30% just three months ago. The 
unemployment rate dropped to 2.7% in November from 2.8%, the lowest since 
December 1994, while the ratio of jobs to applicants rose from 1.55 to 1.56. That is the 
highest since January 1974.

Consumer prices rose 0.6% over the year to November. Core inflation, excluding food 
and energy, rose 0.3% over the year after being up 0.2% previously, and well short of 
the BOJ target of 2%.

Nearly half of analysts polled by Reuters now 
expect the BOJ to start tightening policy this 
year, up from 30% just three months ago. 
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The Japanese labour market continues to tighten up. The unemployment rate 
dropped to 2.7% in November from 2.8%, the lowest since December 1994. The ratio 
of jobs to applicants rose from 1.55 to 1.56.
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China
The Chinese economy is likely to have slowed marginally in the December quarter 
after averaging 6.9% growth in the first three quarters of the year. A clampdown on 
factory pollution and a further lift in borrowing rates and tightening of financial 
conditions in the shadow banking sector is expected to have dampened growth.

We have already seen the decline in fixed investment spending, with growth of just 
7.2% y/y in November, while many housing and property activity indicators are 
pointing to a slowdown after a recovery in 2016. Industrial production fell to 6.1% y/y 
in November, while the official PMI for December was 51.6, down from 51.8. 

However, the consumer sector and services seem to be holding up reasonably well. 
Retail sales growth is 10.2% y/y while the service sector PMI index rose to 55. 
Exports have also been adding to growth in 2017, clearly aided by the stronger than 
expected recovery in global growth. Producer prices continue to outpace consumer 
prices, although the annual rate has dropped back to 5.8% y/y from 6.9%, while the 
CPI fell to 1.7% y/y in December.

Overall, it appears that the authorities feel it is prudent to restrain growth somewhat, 
particularly while the global backdrop is relatively stable. Interest rates for corporate 
borrowers have increased on average by close to 50 basis points in 2017, and this 
should see a slowdown in 2018.
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Although growth in the industrial sector has eased back this year on the back of a 
tightening in financial conditions and a crackdown on pollution, growth in the retail and 
services sector remains solid.
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Indicator  Australia USA Europe Japan China NZ

REAL GDP GROWTH

% YOY 2.8 3.3 2.5 2.5 6.9 2.5

QUARTER Q3 Q3 Q3 Q3 Q3 Q2

% 0.6 0.8 0.6 0.6 1.7 0.8

PERIOD QOQ QOQ QOQ QOQ QOQ QOQ

HEADLINE CPI 

CURRENT 111.4 247.6 102.22 100.6 101.9 1232

MONTH / QUARTER Q3 OCTOBER NOVEMBER SEPTEMBER NOVEMBER Q3

% 1.8 2.2 1.5 0.2 1.7 1.9

PERIOD YOY YOY YOY YOY YOY YOY

RETAIL SALES 
GROWTH

% YOY 1.6 5.8 0.4 -0.2 10.2 4.1

MONTH / QUARTER OCTOBER OCTOBER OCTOBER OCTOBER NOVEMBER Q3

% 0.5 0.8 -1.1 0.0 0.8 0.2

PERIOD MOM MOM MOM MOM MOM QOQ

UNEMPLOYMENT 

% YOY 5.4 4.1 8.8 2.8 3.95 4.6

MONTH / QUARTER NOVEMBER NOVEMBER OCTOBER OCTOBER Q3 Q3

CHANGE 0.0 0.0 -0.1 0.0 0.0 -0.2

PERIOD MOM MOM MOM MOM QOQ QOQ

FIGURES BASED ON LATEST AVAILABLE DATA AS AT 16 JANUARY 2017 
SOURCE: HEURISTIC INVESTMENT SYSTEMS
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Key Economic and Market Risks
Stronger global growth 
with modest inflation

Positive: China stabilises growth around 6.5% while the US domestic 
demand surprises to the upside on the back of sustained employment growth, 
fiscal expansion under President Trump, and an overdue lift in wages 
growth and investment. Europe and Japan continue to improve, supported 
by extremely easy policies. EM economies continue to recover. Bond yields 
sell-off, contained by lower longer-term inflation and less need for aggressive 
tightening. Equities continue to rally. Positive for cyclical exposures.

European political risk Negative: There is concern over the rise of the populist parties across 
Europe broadly supporting reduced immigration and some “backtracking” 
on globalisation. Debt-to-GDP ratios are still extremely high and difficult to 
stabilise while growth and inflation are low. Equity markets suffer, defensive 
assets outperform.

Geopolitical Negative: Escalation of tensions in relation to North Korea’s missile and 
nuclear testing program stumbles towards a significant military conflict on 
the Korean peninsula. Uncertainty over the position of other major powers 
undermines risk appetite and markets.

US Fed has to tighten 
more than expected, 
bond yields rise sharply

Negative: The Fed responds to the stronger US growth environment and 
fiscal expansion catching markets under-prepared for a series of tightenings 
and the initial unwinding of its US $4.4 trillion balance sheet. Bond yields rise 
sharply and markets adjust, particularly those that have previously benefited 
from low US rates and a low USD. Potential risks in equities and particularly 
in emerging markets and high yield.

Global slowdown 
sees deflation 
pressures return

Negative: A renewed downturn in growth from current levels exposes high 
levels of debt in China, Europe, and in household sectors globally. Growth rolls 
over in Europe while Chinese tightening undermines growth. This results in 
renewed declines in commodity prices and world trade. Protectionism and 
currency wars further undermine growth and confidence. 

Chinese ‘hard landing’ Negative: Post the 19th National Party Congress, the Chinese authorities 
renew their efforts to bring debt under control, causing a sharp downturn in 
the property market, exposing high levels of local government debt. The yuan 
is allowed to depreciate and capital flows intensify. This leads to GDP growth 
well below 5%. Negative for the global economy but particularly the Australian 
economy, equities, commodity prices, emerging markets, and the AUD. Bonds 
outperform.

Low rates and stronger 
commodities

Positive: With cash and mortgage rates at or near record lows and the currency 
at reasonable levels, Australian monetary conditions are accommodative. This, 
along with a renewed lift in global growth and commodity prices, eventually 
flows through to domestic employment, incomes, and domestic growth. 
Domestic equity markets lift.

Australian house prices 
weaken considerably

Negative: Although house prices have risen over the past 12 months, the 
recent tightening in lending conditions, lifts in mortgage rates and other fiscal 
measures undermine house prices. Investor sentiment sours with a backdrop 
of weak wages growth and high levels of household debt. Similarly, a looming 
oversupply in the ‘high-rise’ market could severely impact rents, prices, 
construction activity and employment. Funding conditions tighten. Economy 
at risk of recession and bank sector impacted. AUD down, equities down, bond 
yields lower.

Interest rate differentials Negative: A larger than expected Fed tightening and renewed weakness in 
commodity prices undermines the AUD.
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Key Exchange Rates and Forecasts

 AUD/USD AUD/EUR AUD/JPY AUD/CNY AUD/NZD EUR/USD USD/JPY USD/CNY

17 JANUARY 2018 0.796 0.649 88.2 5.12 1.099 1.218 111.3 6.43

MARCH 2018 0.77 0.647 86.2 5.01 1.09 1.19 112 6.5

JUNE 2018 0.75 0.641 84.8 4.95 1.08 1.17 113 6.6

SEPTEMBER 2018 0.73 0.613 83.2 4.85 1.07 1.19 114 6.65

DECEMBER 2018 0.72 0.590 79.2 4.79 1.07 1.22 110 6.65

SOURCE: HEURISTIC INVESTMENT SYSTEMS, 18 JANUARY 2018
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Managing stability

Our overall asset allocation settings have remained defensively skewed, and 
we continue to hold excess cash and an exposure to diversifying assets such as 
alternatives, with a view of deploying the cash allocation upon a market pullback.  
Our exposure to growth assets such as equities is relatively neutral, with a slight 
preference to global equities over domestic equities.

The overall macro-economic environment appears to be stable with key indicators 
such as GDP growth, manufacturing activity and the unemployment rate all pointing 
in the right direction across many key markets. Asset valuations remain at elevated 
levels with the US market looking the most expensive based on traditional valuation 
measures such as PE ratios and book-to-price metrics. Company earnings look sound, 
somewhat supporting valuations. Sentiment indicators such as volatility measures 
remain at very low levels, and such an environment can be reflective of a late-cycle 
market environment. Furthermore, asset prices have been distorted in recent years 
due to unconventional monetary policies adopted by key central banks globally.

In our most recent investment committee we have reduced our exposure to 
A-REITs relative to G-REITs, moving from a Slightly Underweight position to 
an Underweight position. The change reflects our view that the A-REIT sector is 
facing increased headwinds, including the high exposure to the retail sector within 
the benchmark. As a result of the reduction, we have increased our exposure to 
Alternatives to a Very Overweight position, preferring diversifying assets and 
strategies in a market environment where equity valuations remain elevated and 
volatility is at depressed levels.

LUKASZ DE POURBAIX
CIO, LONSEC INVESTMENT 
SOLUTIONS (MODEL 
PORTFOLIOS AND 
MANAGED ACCOUNTS)
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Australian Equities
The Australian equity market rebounded strongly in the December quarter, up 7.7% 
(as measured by the S&P/ASX 300 Accumulation Index) and finished the calendar 
year 2017 above the 6,000 level and reaching new 10-year highs. December also 
marked a world record of 26 years of continuous uninterrupted economic growth for 
the Australian economy.

The late surge in the final quarter was driven by continued strength in global equities 
markets, which also finished on fresh record highs, against a backdrop of accelerating 
global economic growth, rebounding commodity prices, continued low interest 
rates and the passage of US tax reform in late December. For the year, the Australian 
equity markets were up a respectable 11.9%, but lagging global equity markets, which 
finished nearly twice that figure, given differences in reported earnings growth, 
economic trends and compositional differences (particularly Australia’s lack of 
technology shares, which have performed strongly in the US and globally).

All sectors finished in the black for the year, although there were marked differences 
in performance across sectors. Cyclical sectors such as Energy (+18.1%) and 
Resources (+15.6%) led the market, once again recording strong quarters on the back 
of rising commodity prices and sounder global economic data. Consumer stocks 
also outperformed as Amazon’s launch underwhelmed the market and expectations 
of strong Christmas spending underpinned healthy returns for both the Consumer 
Discretionary (+10.3%) and Consumer Staples (+10.6%) sectors.

Defensive ‘bond proxies’ and banks lagged the market. The REIT sector (+7.8%) 
was buoyed by the takeover bid for Westfield Corporation (WFD) from European 
shopping mall operator Unibail-Rodamco, which gained 21.1% in December. The 
announcement of a Royal Commission into banking culture and practices in 
2018 cast a shadow over the Financials ex-A-REIT sector (+3.7%) for the quarter. 
Telecommunication services (+6.2%) and Utilities (+3.3%) rebounded after a negative 
September quarter, but still lagged the overall market.

The December quarter saw a continuation of a pattern that first emerged in the 
June Quarter, where small and mid cap shares substantially outperformed large 
cap stocks. Smalls and mids returned 13.7% and 11.9% respectively (the S&P/ASX 
Small Ordinaries TR Index, S&P/ASX MidCap 50 TR Index), compared to a relatively 
meagre 6.1% return for the S&P/ASX 20 TR Index. For the calendar year, the smaller 
caps finished up 20.0%, making it the best year since the 57.4% bounce back in 2009 
following the GFC. 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.

PETER GREEN, 
GENERAL MANAGER —  
EQUITIES

ADRIAN HOE, 
SENIOR RESEARCH 
ANALYST
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Rolling Three-Year Returns to 31 December 2017

-20.0%

-10.0%

0.0%

10.0%

20.0%

30.0%

40.0%

50.0%

60.0%

DE
C 

'8
5

DE
C 

'8
9

DE
C 

'9
3

DE
C 

'9
7

DE
C 

'0
1

DE
C 

'0
5

DE
C 

'0
9

DE
C 

'1
3

DE
C 

'1
7

S&P/ASX 300 TR INDEX AUDSOURCE: LONSEC RESEARCH

A new oil cycle?
Oil has had a remarkable journey, with the last few years being characterised largely 
by falling and then range-bound oil prices. To put these recent price moves into 
context, from the early 2000s, investors enjoyed a market for oil where the growth 
of demand, mainly from China, outpaced supply (see chart below). This resulted in a 
steadily rising oil price, which peaked around April 2011.

Composite oil price

SOURCE: INTERNATIONAL MONETARY FUND
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In response to rising prices, increased investment in capacity alongside 
advancements in technology, namely fracking, saw a rapid increase in supply and 
an equally rapid decline in the price of oil, where it has been largely range-bound 
since late 2014. Importantly, the rapid fall in the oil price in late 2014 resulted in a 
significant fall in investment in new capacity – particularly in US shale, which is the 
world’s marginal oil producer, with the price currently at around US $50 per barrel 
(see chart below). Why does this matter? Capital expenditure is required to maintain 
and grow existing supply. Further, there is often a lag effect between current capital 
expenditure and future output.

For the first time since the financial crisis, the global economy is benefitting from 
synchronous growth across the US, Europe and Asia, which is currently supporting 
commodity prices broadly and has underpinned the outperformance of listed 
companies in the resource and energy sectors. These broad trends have been good 
news for Australian energy companies as the majority are exposed to oil prices via 
liquefied natural gas assets.

Capital expenditure (US $billion)

SOURCE: INTERNATIONAL MONETARY FUND
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Global Equities
This investing stuff is easy! Or so it would seem if your look-back period is five years. 
Forget risk and forget volatility – stocks only go up in value (like houses, as everyone 
used to think before the financial crisis). Go ‘long’, sit back, and enjoy the veritable 
45-degree incline in the market.

The December 2017 quarter proved to be the case of another quarter, another new 
record. The S&P 500 closed out the calendar year at 2673.61 and returned 6.49% 
(6.83% in AUD terms) over the quarter and 21.10% (12.12% in AUD terms) over 
the year. The US market is continually reaching for new highs after only breaking 
through the 2000 barrier in August 2014.

The slashing of corporate tax rates in the US was the big news during the quarter. 
The Republican-controlled Congress managed to overcome some internal tensions 
to allow president Donald Trump to fulfil an election promise after he signed the bill 
into law in late December 2017. Investors had largely already priced this into stock 
prices at Trump’s election, which resulted in a muted response. The open question 
now, however, is what this mean for other countries. Will this lead to a race to the 
bottom, whereby other countries will need to cut their corporate tax rates to remain 
attractive capital destinations?

Elsewhere, the UK and European Union progressed their ‘divorce’ talks. The EU 
agreed to allow its negotiators to push talks to the next phase after an agreement was 
reached on a number of sticking points including the financial settlement that the 
UK would pay to exit the EU. These milestones had been self-imposed by the EU to 
force the UK before it could consider the all-important trade negotiations. Europe, as 
measured by the MSCI Europe Index AUD, increased 2.54% over the quarter. The UK 
itself, as seen from the FTSE 100 Index in AUD terms, returned 6.23%. The choice 
of currency muddies the waters, however. When measured in EUR terms, the MSCI 
Europe Index only returned 0.31% for the quarter, but likewise beating the MSCI 
Europe ex UK Index’s -0.60%.

Japan continues its rehabilitation. GDP growth for the September 2017 quarter was 
revised up to 2.5% p.a. (up from a provisional estimate of 1.4% p.a.) on 8 December, 
representing seven quarters of expansion, which was reported as the longest stretch 
on record. Japanese equities, as measured by the Nikkei 225, posted their highest 
close in 21 years in mid-October 2017, reaching 20,881 – a level not seen since 
December 1996. Stocks have continued to rally, and as at mid-January 2018 are at 26-
year highs. The general elections held in October 2017 resulted in a resounding win 
for the incumbent Shinzo Abe-led government. In AUD-terms, the MSCI Japan Index 
returned a strong 8.84% for the quarter.

RUI FERNANDES, 
SENIOR RESEARCH 
ANALYST

PETER GREEN, 
GENERAL MANAGER —  
EQUITIES
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The broad collective of Emerging Markets, measured by the MSCI Emerging Markets 
Index AUD, posted a strong quarter, returning 7.78%, while the figure for the year 
surpassed Europe and the US with 27.09%. Investors continue to be positive overall 
and this has benefited higher risk markets and sectors.

When looking at the world from a sector perspective, the standout performer has 
been information Technology – so much so that markets have adopted the ‘FANG’ 
acronym to describe the phenomenon. FANG is a shorthand reference to four stocks: 
Facebook, Amazon, Netflix and Alphabet (formerly Google). There are a few others in 
the orbit too, including Microsoft and Apple. Technology has been the highlight over 
the past five years, with its strong returns eclipsing the other sector peers (see table 
oppos).

The clear observation from 2017 was the re-emergence of cyclical sectors 
(Information Technology, Consumer Discretionary and Industrials) in dominating 
the performance league tables. Investor sentiment continues to be bolstered by 
positive economic signals from central banks (e.g. winding back crisis-era market 
crutches) and business friendly governments (e.g. Trump in the US).

Rolling Three-Year returns to 31 December 2017
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The clear observation from 2017 was the re-emergence of cyclical sectors 
(Information Technology, Consumer Discretionary and Industrials) in dominating 
the performance league tables. Investor sentiment continues to be bolstered by 
positive economic signals from central banks (e.g. winding back crisis-era market 
crutches) and business friendly governments (e.g. Trump in the US).

Energy remains in the doldrums as US shale has proven to be highly disruptive 
despite WTI and Brent crude prices climbing during the second half of 2017. The 
spectre of electric vehicles is also expected to be weighing on the prospects for the 
sector. Saudi Arabia remains on track to float a portion of its national oil company, 
Saudi Aramco, with expectations that this will take place in 2018. Prior to the 2014 
oil price collapse, this was once unthinkable. Indications are that 5% of the company 
will be floated with Saudi Arabia reportedly believing that the IPO could place a US 
$2 trillion value on the company. While there is conjecture on the valuation, there 
is widespread agreement that this will likely be the world’s largest IPO, eclipsing 
Alibaba’s US $25 billion raising in 2014.

Global sector returns

 3 Months 1 Year 
(% p.a.)

3 Years 
(% p.a.)

5 Years 
(% p.a.)

AC WORLD 6.18 15.38 11.56 17.89

ACWI CONSUMER DISCRETIONARY 8.17 16.34 12.44 20.66

ACWI CONSUMER STAPLES 6.36 9.67 10.19 16.64

ACWI ENERGY 7.33 -0.35 4.33 7.47

ACWI FINANCIALS 6.49 15.49 11.88 17.76

ACWI HEALTHCARE 1.66 11.78 8.12 21.05

ACWI INDUSTRIALS 5.60 16.56 13.03 19.13

ACWI INFORMATION TECHNOLOGY 8.52 31.71 20.25 26.53

ACWI MATERIALS 8.36 20.53 12.52 10.86

ACWI REAL ESTATE 4.77 9.71 - -

ACWI TELECOMMUNICATION SERVICES 2.49 0.55 5.85 13.12

ACWI UTILITIES 0.22 6.32 5.83 13.99

SOURCE: BLOOMBERG
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United States

Large caps dominated small caps over the December quarter, continuing a pattern 
that persisted throughout much of the year. Small caps, as measured by the Russell 
2000, delivered lacklustre performance over the year, particularly when considered 
in the context of Trump’s ‘America first’ agenda which, on the face of it, should benefit 
domestically-focused smaller companies. In fact, the market has been concerned 
with the earnings growth prospects of smaller companies, given their high valuation 
of the sector (forward PEs were in the mid-20s since 2016, and by comparison the 
S&P 500 was in the mid to high teens). These concerns were somewhat assuaged with 
the tax cut.

Notwithstanding, the big story in the US has been the performance of the technology 
sector. The tech-heavy NASDAQ 100 almost doubled the performance of the S&P 500 
over the year, although the performance over the quarter was more closely matched. 
The strength and exuberance around technology and disruption has prompted some 
investors in the markets to evoke the ghosts of the 2001 Tech Wreck. In contrast 
to the late 1990s Tech Bubble, many of the names favoured by the market are in 
reasonable financial health, with revenues and economically rational business 
models.

To the tax cuts specifically, the corporate tax rate has been reduced to 21% (down 
from 35%), which should give earnings a permanent bump going forward, which 
the market had somewhat largely priced in with Trump’s election. The tax reforms, 
however, increase the US’s reach to international profits held overseas. There will be 
a one-off tax on offshore cash of up to 15.5%, whether it is repatriated or not, although 
these profits should not attract further tax once brought onshore.

US index returns

 3 Months 1 Year 
(% p.a.)

3 Years 
(% p.a.)

5 Years 
(% p.a.)

S&P 500 INDEX TR AUD 6.99 12.79 13.1 22.54

RUSSELL 2000 TR AUD 3.67 6.14 11.63 20.77

NASDAQ 100 TR AUD 7.61 23.12 17.89 27.71

SOURCE: BLOOMBERG
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Moody’s estimated in November 2017 that US companies were holding some US $1.4 
trillion in cash offshore. The US government is banking on US corporates bringing 
cash back onshore to invest in domestic projects. Inevitably some of this will happen, 
but the question will be how much of this cash is handed back to shareholders in the 
form of buybacks. Interestingly, this is a one-time only ‘tax holiday’, with profits from 
2018 onward subject to the historic norms, which effectively means the old incentives 
to retain the existing corporate structures in place.

World ex-US
With all the flurry of activity in the US during the quarter, it is easy to forget about 
other markets. Investors are looking at Europe more positively as there is now 
persistent growth as parts of the region deal with their own self-inflicted wounds. 
Notably, European companies by-and-large beat sell-side earnings expectations. 
Moreover, investors have taken the uncertainty facing Germany’s Angela Merkel-led 
government post the September 2017 elections in their stride.

Merkel continued negotiations throughout the quarter to retain control as chancellor 
and secure a workable government. Germany is the largest economy in the EU, and 
German equities have performed respectably over the year, although the relatively 
weak December quarter was likely due to political uncertainty. While it may be too 
early to celebrate the resurgence of Europe (and pop the champagne, so to speak), 
the signs are certainly encouraging. This is notable given that the region has been 
trading at lower PE multiples than the US.

Rolling 12-month (%p.a.) returns to 31 December 2017
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The wave of positivity sweeping the world has also benefited Emerging Markets, 
and China has been a major influence. Investors have become more convinced in the 
stability of the economy and that the government may have successfully engineered 
a soft landing. Judging by the returns for the year of 42.63%, investors seem to 
think the worst is behind them and that there was value to be had. Additionally, 
the developing world was also swept up in tech fever, with investors developing the 
region’s own FANGs, otherwise known as BATs (Baidu, Alibaba and Tencent), which 
include the major Chinese technology platforms.

Global index returns

 3 Months 1 Year 
(% p.a.)

3 Years 
(% p.a.)

5 Years 
(% p.a.)

MSCI EUROPE NR AUD 2.54 16.19 8.31 13.63

MSCI JAPAN NR AUD 8.84 14.78 13.32 17.64

MSCI EMERGING MARKETS NR AUD 7.78 27.09 10.76 10.43

MSCI UK TR AUD 6.07 13.29 5.78 11.40

MSCI GERMANY TR AUD 3.11 18.96 11.16 15.80

MSCI CHINA NR AUD 7.96 42.63 14.45 16.31

SOURCE: BLOOMBERG
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Cash and Fixed Interest
Fundamentals are increasingly positive for growth and negative for bonds, with 
global GDP stabilising following some improvements in the US and Europe. Inflation 
(in the US at least) has been a different story, confounding policy makers by its 
absence, though the key may lie in a series of one-off adjustments in the calculation. 
The market seems to be divided as to whether inflation will remain stubbornly low or 
whether it will rebound strongly once these effects wash out and the conspicuously 
absent wage inflation emerges in the official statistics (and not just market 
anecdotes).

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) has toyed with the idea of 
a rate hike over the course of 2017 and, as at mid-January, appears to be favouring 
a hike. However, with inflation still low, some pockets of softer auction results, and 
reports of mortgage stress, any rate hikes are likely to be reasonably measured. 
Further, the impact and ‘pain point’ of any rate hikes are likely to be more acute than 
previous cycles.

Australian Fixed Interest
Yields pressed lower as 2017 drew to a close, but have recently reversed that 
trajectory in line with global bond markets, and moving sharply higher in the early 
weeks of 2018. The Australian 10-year government bond yield traded through 2.50% 
in November 2017 but has risen more than 30 bps in early January, pushing above 
2.80%. With the domestic cash rate at 1.50%, a bond yield close to 3% looks relatively 
attractive. However, relative to longer history, bonds still appear expensive.

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 sitting below their five-
year average at the time of writing. One measure of credit spreads, the Australian 
iTraxx Index, is close to 55 bps in early January, relative to a five-year average of 110 
bps. So while the metrics are reasonably supportive, Australian investment grade 
credit prices reflect this, and credit is viewed as expensive.

Against this backdrop, the latter half of 2017 saw several new credit-focused 
products and funds launched, and Lonsec continues to see interest from managers in 
launching products. The opportunity set in Australia is relatively narrow and active 
managers have had a tough time of it in recent years. As a result, Lonsec has observed 
some degree of mandate creep with relative value trades (the spread between various 
global bond markets and Australia) and non-AUD issuance of credit in portfolios.

LIBBY NEWMAN, 
GENERAL MANAGER —  
FIXED INCOME AND  
MULTI-ASSET
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Australian and New Zealand 10-Year Bond Yield
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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. Low yields in an historical context and long duration make 
bonds even more sensitive to capital price fluctuations for a given move in yields.

Lonsec favours managers who continue to view fixed interest as a more defensive 
asset class. Some variation in what constitutes defensive has been observed among 
the rated universe, most starkly in the unconstrained bond group. To some, it means 
minimising the chance of losing money from rising yields (hence the need to adopt 
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, Lonsec is 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).

Global Fixed Interest
The case for active management is more compelling in global fixed interest, where the 
opportunity set is broad. Risk assets have had a strong start to 2018, and bond prices 
have moved in the opposite direction, with US yields pushing through the highs of 
March 2017.

Markets seem to have refocused on the withdrawal of central banks as supporters 
of the bond and equity markets, and the prospect of a less dovish US Federal 
Reserve. US government bonds are testing what is seen as a key resistance level 
from a technical standpoint. However, given that markets have enjoyed the support 
of central banks for so long, it is unclear whether a continual rise in yields will be 
sustainable. So while some market pundits are anticipating a return to historic yield 
averages closer to 5%, Lonsec remains more circumspect.

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 and exposure to 
global property (and 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 exhibit less market 
price volatility over certain periods.
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Italian, Spanish and Greek 10-Year Bond Yield
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Like their Australian counterparts, Lonsec has 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 
commensurately higher price volatility.

Credit
Investment grade spreads are continuing to offer attractive carry, though are not 
expected to experience meaningful gains from further spread compression. High 
yield, however, has accelerated into expensive territory from a spread perspective, 
with the global thirst for yield and ‘risk on’ sentiment continuing to dominate.

A repeat of the very strong performance of 2016 is not expected from the very tight 
spread levels currently. US high yield spreads have averaged around the 370 to 380 
bps level since 2012. While high yield spreads often overcompensate for actual 
default risk, there is still a risk of mark-to-market losses from paying too much for 
a bond. With spreads close to 300 bps (close to historically tight levels), this risk of 
medium term mark-to-market loss becomes more acute.

Emerging Markets
With credit markets in the US (particularly high yield) appearing expensive by 
historical standards, investors are increasingly turning to Emerging Markets to 
satisfy their thirst for yield. This has been a popular and rewarding trade in 2017 and 
was a consistent theme observed by the Lonsec fixed income team on their mid-year 
trip to visit UK, American and Asian managers. The strong issuance pipeline from 
Emerging Markets has been more than met by investor demand and appears to have 
continued into the early weeks of 2018. However, the transition of leadership in China 
and the broader impact of rising US rates are some of the near-term risks.

Overall
The recent sell off in yields may provide some opportunities to reallocate to bonds. 
Lonsec slightly favours Australian bonds over global bonds if an attractive entry 
point (at around 3%) were to emerge, given the different trajectory of the domestic 
economy relative to other developed nations.

Emerging market allocations, while attractive in a yield sense, may also introduce 
some additional volatility to bond allocations. Credit spreads remain tight and 
continue to offer some carry, though gains from yield compression are expected to be 
limited. The stretched valuations are more acute in the high yield market, and while 
fundamentals and refinancing are not an issue yet, the reward for risk is becoming 
less compelling. 
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Investment Grade and High Yield Credit Returns

90

590

1090

1590

2090

2590

3090

DE
C 

'1
0

DE
C 

'1
1

DE
C 

'1
2

DE
C 

'1
3

DE
C 

'1
4

DE
C 

'1
5

DE
C 

'1
6

DE
C 

'1
7

US CORPORATE TOTAL RETURN VALUE UNHEDGED USD
US CORPORATE HIGH YIELD TOTAL RETURN INDEX VALUE UNHEDGED USDSOURCE: BLOOMBERG

Mexican, Turkish, Indonesian and Russian 10-Year Bonds

0

2

4

6

8

10

12

14

16

DE
C 

'1
2

DE
C 

'1
3

DE
C 

'1
4

DE
C 

'1
5

DE
C 

'1
6

DE
C 

'1
7

MEXICO YIELD TO MATURITY TURKISH YIELD TO MATURITY

INDONESIA YIELD TO MATURITY RUSSIA YIELD TO MATURITY
SOURCE: BLOOMBERG



JANUARY 2018

ISSUE 14

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.

43

INVESTMENT OUTLOOK REPORT

lonsec.com.au

Quarterly Outlook

KEVIN PROSSER, 
MANAGER — DIRECT  
ASSETS RESEARCH

Property and Infrastructure
The highlight in the global and Australian property sector for the December 2017 
quarter was in the Retail property sector, with the bid for Westfield Corp (WFD) 
by Unibail-Rodamco (UR), a Dutch/French-based retail shopping centre group. 
This marks the end of the Lowy dynasty at the helm of Westfield, although the family 
“intends to maintain a substantial investment in the (combined) Group”, which will 
own 104 assets across 27 of the world’s most attractive retail markets and cities. The 
Westfield brand will be progressively rolled out in the UR flagship shopping centres, 
totalling 56 for the combined group.

Global REITs
For global REIT investors, should the proposal be finalised during Q2 2018, the new 
group will still be the second largest (with a market cap of US $33 billion) in the 
sector behind Simon Properties (US $43 billion). UR’s portfolio is pan-European and 
WFD makes a nice fit with predominantly US (80%) and UK (20%) assets. Both have 
significant development pipelines, and synergy benefits are estimated to be in the 
vicinity of US $120 million.

For the December quarter 2017, Global REITs (AUD hedged) recorded positive 
gains (+3.0%) but further underperformed against the broader global equity market 
(+5.6%). The 2017 calendar year underperformance was -12% pts (+8% vs +20%). The 
UR/WFD bid looks fairly priced at an implied capitalisation rate of 4.7% (market 
range 4.0%–6.0%) and comes on the back of other corporate activity in the US Retail 
Property REIT sector. Brookfield has had discussions to acquire the outstanding 
65% of General Growth Properties and a hedge fund has acquired a 5% holding in 
Macerich.

Nevertheless, over the last quarter of 2017, North American REITs were the 
weakest performers (+1.5%) as tax reform fuelled more economically sensitive 
sectors. UK (+9.2% in USD terms) and European REITs (+7.1% in USD terms) 
continued to show good gains with prospects for a soft-landing Brexit and stronger 
economic growth on the continent. Asia Pacific was mixed with Japan recording 
modest gains (+2.6%), but the rest of the region very strong gains (Singapore +9.4%, 
Hong Kong +6.7%, and Australia +7.5%, all in USD terms).1

CBRE Clarion Securities identifies the recent US corporate tax cuts as a net 
positive for REITs. Investors on the highest tax bracket will see their tax rate on 
distributions reduce from 37% to 29.6% and other tax deduction benefits for REITs 
remain intact.

1 Principal Global RE Investors
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G-REIT outlook

Since the passage of the tax reform, US bond yields have edged up, however global 
property yields still show a reasonable (+2.2%) premium to bond rates. With 
the global economy gaining momentum, this is generally supportive of property 
fundamentals. However, the expectation of rising interest rates is likely to translate 
into relative underperformance for REITs. According to AEW: “total returns for real 
estate are likely to moderate from around +6.4% in 2017, to +5.2% in 2018 and +4.8% 
in 2019, with income return continuing to provide the bulk (4.8%) of this return.”

Australian REITs
The share and cash bid valued WFD shares at A$10.01 each at the time of the 
announcement (a premium of 18% to the previous closing price), but by year end 
the shares had slipped back below A$9.50. For the share component, Australian 
investors can elect to receive CDIs in the new group (plus a share in retail property 
technology company One Market Network), and both will trade on the ASX. For 
the cash component, it is likely that a substantial amount will be reinvested in the 
A-REIT sector. Assuming Australian investors represent about half of WFD and 
retain the new group CDIs, the weighting in the A-REIT sector indices will reduce 
from between 14%–15% as WFD to around 5% for the new Group.

 

Rolling Three-Year Returns (p.a.) to 31 December 2017
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On the back of the bid the A-REIT sector finished 2017 strongly and managed to also 
slightly outperform the broader market during the December quarter 2017 (ASX 
Property 300 Accumulation Index +7.8% total return compared to the ASX 200 
Accumulation Index +7.6%). For calendar year 2017, Australian equities finished well 
ahead (+11.8%) of A-REITs (+6.4%).

For the December 2017 quarter, WFD (+21%) substantially outperformed the index 
(+7.8%). As a result of the bid, and WFD’s weighting in the index, A-REIT fund 
managers underweight WFD probably underperformed the index/peer average and 
vice versa for the quarter. Although over the 2017 calendar year, WFD’s total return 
of +4.7% was 1.7% below the index. A number of the diversified property groups (e.g. 
Charter Hall Group) managed to outperform the index during the quarter, with 
corporate activity boosting Propertylink and one of its suitors, Centuria Group.

The Industrial A-REITs lagged the index during the December quarter, but the sector 
enjoyed strong demand during the year. Leading industry participants are predicting 
continued strong demand from customers for good quality in-fill locations. The 
sector is benefiting from the e-commerce trend, and growth in the logistics sector in 
general, while new development supply is muted. Interestingly, although yields have 
tightened considerably over the last few years, Sydney industrial property still offers 
a superior yield to a range of global gateway cities as shown in the chart below.
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The larger Office A-REITs underperformed, and only a few specialised property 
REITs outperformed the index during the latest quarter. In particular, GDI Property 
Group (+11.4%) has been selling Sydney office assets and reinvesting in Perth. 
The main east coast capital cities are 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 residential property sector is showing signs of having already peaked, especially 
in apartment sales. The tightened restrictions on foreign and investment buyers 
is having an impact with reports of non-settlement on pre-sold apartments and 
developers halting mooted new projects. The prospect of the Labour Party winning 
the next federal election and eliminating negative gearing is also a risk at the back of 
investors’ minds.

A-REIT outlook
The sector is trading at around a 5% discount to Net Asset Values (slightly below 
the long-term average) and current year dividend yields are 5.0%. Underpinning 
economic factors for Australia’s property markets currently include:

• Relatively strong population growth;

• Attractive yields relative to bonds;

• Stabilisation in resources states as commodity output is strong and there is some 
recovery in prices;

• Heightened level of infrastructure spending.

Lonsec is cognisant of the compression of capitalisation rates to cyclical lows, and 
believes that capital appreciation for commercial property assets from these levels 
will be driven more by rental increases and high occupancy, especially as interest 
rates start to rise.

Global Listed Infrastructure
The Global Listed Infrastructure sector (+1.9% AUD hedged) again underperformed 
the broader global equities market (+5.6%) during the December 2017 quarter. 
However, the full 2017 calendar year performance was quite good (+15%) compared 
to global REITs (+8%), but still under that of global equities (+20%), all in AUD hedged 
terms.

While US utilities have been soft on the back of bond rate rises and the 
infrastructure sector viewed as benefiting relatively less from the reduction in 
corporate tax rates. European transport stocks have done very well and Japanese 
railroads revenue grew better than expected significantly improving profitability.
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Trump’s administration has had some success in having energy pipelines in the 
USA approved, with three natural gas projects being developed by listed utilities 
and energy infrastructure companies. In the transportation sector, Spanish-listed 
Ferrovial won the concession for Denver International Airport to upgrade the 
terminal and operate for 34 years. Communication towers and data centres 
are increasingly being included in infrastructure portfolios as these assets are 
securitised within listed vehicles. Stocks in these sectors have performed strongly as 
more revenue is channelled through strategically positioned assets.

In Australia (as highlighted in the chart above), state governments have been busy 
announcing new road and rail infrastructure projects, with Transurban winning 
the contract to build the $6.7 billion Victorian Westgate Tunnel Project. The Public 
Private Partnership compensates Transurban with toll recovery on this project from 
2022 to 2045, plus an extension to the City Link concession for another ten years to 
2045.

Australian major road & building construction projects, value of work done (A$ billion)

SOURCE: BORAL
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The NSW state government is selling a 51% stake in the WestConnex toll road, 
retaining 49% and control for oversight of capital structure. With an estimated sale 
price of A$2–4 billion, bidders include Transurban, IFM/Plenary Group, as well as other 
local and overseas groups. The proceeds will be used by the government to fund the last 
stage M4-M5 link and the total project is expected to be completed by 2023.

While Australia has few listed infrastructure opportunities (the main ones being 
Transurban, Sydney Airport and Macquarie Atlas), there is potential for some further 
IPOs such as Quadrant Energy, WA’s largest natural gas distributor and Australia’s 
fourth largest oil producer (currently owned by Macquarie, Brookfield, Canada’s CDPQ, 
Wesfarmers, and AMB Capital Partners).

Listed Infrastructure Outlook 
CBRE believes the next 12 months could deliver 10–12% total return, including a 
dividend yield of around 3.5% and some re-rating towards private market multiples 
(currently listed is 15–20% discount). Similar to the property/REIT sector, the 
fundamentals for infrastructure company earnings (especially user-pays assets) are 
supported by improving global economic growth. However, as bond/interest rates rise, 
valuation metrics for infrastructure assets are impeded and capital growth returns 
are likely to moderate. Nevertheless, the income return profiles remain stable and 
predictable, with in-built inflation protection on prices.

Long-term secular trends are still underpinning the investment thesis for listed 
infrastructure, with ageing assets – especially in the US – in need of upgrading or 
replacement, and the demand for new infrastructure in emerging markets. As a 
consequence, infrastructure stocks have the ability to grow their asset bases. In 
addition, the shift from carbon-based energy generation assets to renewables continues 
to gain momentum across the globe. Elsewhere, other major technological changes are 
expected to also have an impact on the transportation and energy sectors.
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Alternatives
Funds in the Alternatives sector were mostly positive over the December 2017 quarter 
and the median fund in the Lonsec peer group was up 0.76%. In what was a positive 
period for growth assets generally, Equity Long/Short and Event-Driven funds 
performed well over the quarter. Oil had a big bounce in the month of September and 
continued to climb in the December quarter. Accordingly, the BetaShares Crude Oil 
Index ETF (OOO) was again the strongest performer for the quarter in the Alternatives 
space, with a return of 15.7%. Most Managed Futures strategies (Aspect, AQR, Winton 
and CFM) also performed very strongly for the quarter, reflecting the long-biased 
exposures of their trend-following models to equities.

The performance of Macro strategies was mixed, with the JPMorgan Global Macro 
Opportunities Fund again leading the pack due to maintaining a more positive view of 
global growth than most peers. This strategy had a terrific 2017 with a total return of 
18.1%. Private Equity funds have also benefited from a positive economic environment. 
The worst performing funds in the sector were the BlackRock Australian Equity 
Absolute Return Fund and the BetaShares Agriculture ETF (QAG), which reflected 
the continued selloff in soft commodities. While gold ETFs were generally flat over the 
quarter, the gold price has held up well since the start of 2018 despite falls in Bitcoin 
and other cryptocurrencies.

Given Lonsec still maintains a relatively circumspect view of both equity and bond 
markets over the coming quarter based on valuation, Lonsec has a short-term 
preference for more defensive Alternatives strategies with high levels of diversification. 
Lonsec believes this type of environment may benefit Relative Value strategies, Market 
Neutral Equity strategies and Volatility strategies in the near term, while some Macro 
funds could also fare well in such conditions. Looking more broadly than Lonsec’s 
narrow definition of Alternatives, investors may also consider Unconstrained Bond 
funds to substitute for Alternatives funds within their portfolios.

More fund specifically, Lonsec believes the current environment is well suited to 
the Partners Group Global Real Estate Fund, which is now able to benefit from 
opportunities in the secondaries market due to a large number of closed-end direct real 
estate funds (which were created pre-GFC) approaching their 10-year termination 
dates. Lonsec also believes the Triple3 Volatility Advantage Fund has the potential 
to provide a good portfolio hedge for investors who are nervous about equity markets 
and are expecting a pickup in market volatility. The Watermark Market Neutral Trust 
is another strategy which could provide offsetting diversification characteristics to 
an overall portfolio in the event of an equity market selloff. Trend-following Managed 
Futures strategies are still positioned with a positive bias towards equities and this 
needs to be factored into any tactical considerations by investors.

MICHAEL ELSWORTH, 
GENERAL MANAGER —  
ALTERNATIVES AND 
SPECIALISED RESEARCH
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Direct Equities
The Australian equity market ended the year on a positive note with the S&P/ASX 
200 Accumulation Index gaining 7.6% over the December quarter, lifting the total 
return for the calendar year to 11.8%. Stronger performances were seen from the 
Energy (+18%), IT (+16%), Materials (+13%) and Consumer Discretionary (+11%) 
sectors, while the Utilities (+3%), Financials (+4%) and Industrial (+6%) sectors were 
the major underperformers. Small caps outperformed their large-cap peers over the 
quarter, with the Small Ordinaries index posting a 14% return, led by a 25% rally in 
Small Resources, providing a solid lead over large caps over one and three years.

At the sector level, Energy and Resources were the outstanding performers over the 
calendar year, buoyed by ongoing strength in commodity prices. Copper, a bellwether 
for global manufacturing, slid early in December, only to surge later in the month, 
rising 7.2% and adding to the wave of positive sentiment heading into 2018.

BHP Billiton (BHP) and Rio Tinto (RIO) were among the best large cap performers 
on the ASX in 2017, returning 23% and 32%, respectively. A combination of stronger 
than expected demand and tighter supply conditions, together with environmental 
policies in China, boosted prices for higher grades of iron ore (which have lower 
impurities and lower energy requirements to smelt, hence producing less pollution), 
directly benefiting higher grade producers like BHP and RIO.

The October/November Bank reporting season was broadly in line with expectations, 
highlighted by low headline growth rates, continued focus on reducing costs and the 
ongoing decline in bad debts. Looking ahead, valuations appear close to fair value at 
current levels given the lack of top line growth and a flattening ROE growth profile. 
We regard higher impairments as the key risk to earnings, noting impairments are 
currently at cyclical lows, though acknowledge loan serviceability is being supported 
by low rates which are unlikely to move dramatically higher in the foreseeable future. 

In December 2017, French Group Unibail-Rodamco SE announced a takeover offer 
for Westfield Corp (WFD), valuing the Group at US $25 billion, marking the largest 
corporate deal ever in Australia. While the deal had a positive short-term impact on 
the listed real estate sector, it does highlight the trend towards ongoing consolidation 
in the sector in response to technological disruption and regulatory developments.

Looking ahead, the positive earnings momentum in the Resources sector is expected 
to continue in 2018, with current expectations still pricing in lower commodity prices 
throughout the year. Stability in spot commodity prices over the year should lead to 
significant earnings upgrades for the resources sector over 2018, which could provide 
a boost to the overall growth rate for the market in FY18 and FY19.

DANIAL MORADI, 
SENIOR EQUITIES 
STRATEGIST, LONSEC 
RESEARCH
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Australian Equity Core Model Portfolio—Performance
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Australian Equity Emerging Leaders Model Portfolio—Performance
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Quarterly Outlook

Consensus market earnings growth for FY18 edged higher over the quarter and 
currently sits at around 4.5%, reflecting slight upgrades to earnings in the resources 
sector. The overall growth rate for the market continues to be dragged lower by sub-
par growth expectations from the major banks. The growth outlook does improve as 
we move outside Banks and Resources and into FY19, however, valuation metrics 
remain fairly to fully priced at a prospective FY18 PER of 15.6 times, given the 
relatively low growth expectations.

Lastly, the key events for the equity markets in the March quarter include: The 
outlook for the US economy and timing of interest rate rises (two rate hikes expected 
over 2018); The ongoing impact of tax reforms in the US; The Australian interim 
reporting season in February; and progress in ongoing reforms in China, reaffirmed 
by 19th Party Congress in October.
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VERONICA KLAUS, 
GENERAL MANAGER —  
INVESTMENT CONSULTING

Dynamic Asset Allocation
Portfolio allocations by risk profile as at December 2017

Lonsec Dynamic Asset Class Positions with Alternatives—December 2017

Last Quarter Current View

AUSTRALIAN SHARES SLIGHTLY UNDERWEIGHT SLIGHTLY UNDERWEIGHT

INTERNATIONAL SHARES NEUTRAL NEUTRAL

AUSTRALIAN PROPERTY SLIGHTLY UNDERWEIGHT UNDERWEIGHT

GLOBAL PROPERTY SLIGHTLY UNDERWEIGHT SLIGHTLY UNDERWEIGHT

LISTED INFRASTRUCTURE NEUTRAL NEUTRAL

AUSTRALIAN BONDS NEUTRAL NEUTRAL

GLOBAL BONDS NEUTRAL NEUTRAL

CASH SLIGHTLY OVERWEIGHT SLIGHTLY OVERWEIGHT

ALTERNATIVES OVERWEIGHT VERY OVERWEIGHT

Secure

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES

INTERNATIONAL SHARES

AUSTRALIAN PROPERTY

GLOBAL PROPERTY

LISTED INFRASTRUCTURE

AUSTRALIAN BONDS

GLOBAL BONDS

CASH 100 100.0 100.0 100.0 0.0

ALTERNATIVES^

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

Conservative

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 14 10-18 12.5 12.5 0.0

INTERNATIONAL SHARES 15 10-20 15.0 15.0 0.0

AUSTRALIAN PROPERTY 6 3-9 5.0 4.0 -1.0

GLOBAL PROPERTY

LISTED INFRASTRUCTURE

AUSTRALIAN BONDS 21 11-31 21.0 21.0 0.0

GLOBAL BONDS 21 11-31 21.0 21.0 0.0

CASH 10 0-20 11.5 11.5 0.0

ALTERNATIVES^ 13 9-16 14.0 15.0 1.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS

Defensive

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 8 5-11 7.0 7.0 0.0

INTERNATIONAL SHARES 8 5-11 8.0 8.0 0.0

AUSTRALIAN PROPERTY 4 1-7 3.0 2.0 -1.0

GLOBAL PROPERTY

LISTED INFRASTRUCTURE

AUSTRALIAN BONDS 22 12-32 22.0 22.0 0.0

GLOBAL BONDS 21 11-31 21.0 21.0 0.0

CASH 25 15-35 26.5 26.5 0.0

ALTERNATIVES^ 12 8-14 12.5 13.5 1.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

Balanced

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 19 13-25 17.0 17.0 0.0

INTERNATIONAL SHARES 20 14-26 20.0 20.0 0.0

AUSTRALIAN PROPERTY 6 3-9 5.0 4.0 -1.0

GLOBAL PROPERTY 2 0-5 1.5 1.5 0.0

LISTED INFRASTRUCTURE 3 0-6 3.0 3.0 0.0

AUSTRALIAN BONDS 15 8-22 15.0 15.0 0.0

GLOBAL BONDS 14 7-21 14.0 14.0 0.0

CASH 5 0-15 7.5 7.5 0.0

ALTERNATIVES 16 11-18 17.0 18.0 1.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS

Growth

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 25 17-33 22.5 22.5 0.0

INTERNATIONAL SHARES 29 20-38 29.0 29.0 0.0

AUSTRALIAN PROPERTY 7 4-10 6.0 5.0 -1.0

GLOBAL PROPERTY 2 0-5 1.5 1.5 0.0

LISTED INFRASTRUCTURE 3 0-6 3.0 3.0 0.0

AUSTRALIAN BONDS 8 4-12 8.0 8.0 0.0

GLOBAL BONDS 7 4-10 7.0 7.0 0.0

CASH 2  0-10 4.5 5.0 0.5

ALTERNATIVES 17 12-19 18.5 19.0 0.5

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

High Growth

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 32 22-42 29.0 29.0 0.0

INTERNATIONAL SHARES 38 28-48 38.0 38.0 0.0

AUSTRALIAN PROPERTY 7 4-10 6.0 5.0 -1.0

GLOBAL PROPERTY 2 0-5 1.5 1.5 0.0

LISTED INFRASTRUCTURE 3 0-6 3.0 3.0 0.0

AUSTRALIAN BONDS

GLOBAL BONDS

CASH 0  0-10 3.0 3.5 0.5

ALTERNATIVES^ 18 12-20 19.5 20.0 0.5

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

Lonsec Dynamic Asset Class Positions without Alternatives—December 2017

Last Quarter Current View

AUSTRALIAN SHARES SLIGHTLY UNDERWEIGHT SLIGHTLY UNDERWEIGHT

INTERNATIONAL SHARES NEUTRAL NEUTRAL

AUSTRALIAN PROPERTY SLIGHTLY UNDERWEIGHT UNDERWEIGHT

GLOBAL PROPERTY SLIGHTLY UNDERWEIGHT SLIGHTLY UNDERWEIGHT

LISTED INFRASTRUCTURE NEUTRAL NEUTRAL

AUSTRALIAN BONDS NEUTRAL NEUTRAL

GLOBAL BONDS NEUTRAL NEUTRAL

CASH SLIGHTLY OVERWEIGHT SLIGHTLY OVERWEIGHT

Secure

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES

INTERNATIONAL SHARES

AUSTRALIAN PROPERTY

GLOBAL PROPERTY

LISTED INFRASTRUCTURE

AUSTRALIAN BONDS

GLOBAL BONDS

CASH 100 100.0 100.0 100.0 0.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

Conservative

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 17 12-22 16.0 16.5 0.5

INTERNATIONAL SHARES 17 12-22 17.0 17.0 0.0

AUSTRALIAN PROPERTY 6 3-9 5.5 5.0 -0.5

GLOBAL PROPERTY

LISTED INFRASTRUCTURE

AUSTRALIAN BONDS 27 17-37 27.0 27.0 0.0

GLOBAL BONDS 23 13-33 23.0 23.0 0.0

CASH 10  0-20 11.5 11.5 0.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS

Defensive

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 8 5-11 7.5 7.5 0.0

INTERNATIONAL SHARES 8 5-11 8.0 8.0 0.0

AUSTRALIAN PROPERTY 4 1-7 3.5 3.0 -0.5

GLOBAL PROPERTY

LISTED INFRASTRUCTURE

AUSTRALIAN BONDS 29 19-39 29.0 29.0 0.0

GLOBAL BONDS 26 16-36 26.0 26.0 0.0

CASH 25 15-35 26.0 26.5 0.5

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

Balanced

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 23 16-30 22.5 22.5 0.0

INTERNATIONAL SHARES 26 18-34 26.0 26.0 0.0

AUSTRALIAN PROPERTY 6 3-9 5.5 5.5 0.0

GLOBAL PROPERTY 2 0-5 1.5 1.5 0.0

LISTED INFRASTRUCTURE 3 0-6 3.0 3.0 0.0

AUSTRALIAN BONDS 19 10-28 19.0 19.0 0.0

GLOBAL BONDS 16 8-24 16.0 16.0 0.0

CASH 5 0-15 6.5 6.5 0.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS

Growth

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 32 22-42 31.0 31.0 0.0

INTERNATIONAL SHARES 36 26-46 36.0 36.0 0.0

AUSTRALIAN PROPERTY 7 4-10 6.5 6.5 0.0

GLOBAL PROPERTY 2 0-5 1.5 1.5 0.0

LISTED INFRASTRUCTURE 3 0-6 3.0 3.0 0.0

AUSTRALIAN BONDS 10 5-15 10.0 10.0 0.0

GLOBAL BONDS 8 4-12 8.0 8.0 0.0

CASH 2  0-10 4.0 4.0 0.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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Dynamic Asset Allocation

High Growth

Benchmark Ranges Last Quarter This Quarter Change

AUSTRALIAN SHARES 41 31-51 40.0 40.0 0.0

INTERNATIONAL SHARES 47 37-57 47.0 47.0 0.0

AUSTRALIAN PROPERTY 7 4-10 6.5 6.5 0.0

GLOBAL PROPERTY 2 0-5 1.5 1.5 0.0

LISTED INFRASTRUCTURE 3 0-6 3.0 3.0 0.0

AUSTRALIAN BONDS

GLOBAL BONDS

CASH 0 0-10 2.0 2.0 0.0

Total 100 100 100

NOTE: ‘DIVERSIFIED INCOME’ IS REALLOCATED IN EQUAL PROPORTIONS TO AUSTRALIAN BONDS AND GLOBAL BONDS
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