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Quarterly Outlook draws on the views and opinions of Australia!s leading funds 
management organisations, as well as the views of the Lonsec Investment 
Committee. Quarterly Outlook presents tactical positions (overweight, underweight 
and neutral) towards shares, property, fixed interest and cash, based on these 
combined inputs. 

Still above the waterlineÐbut how much further could it come? 

Economic Overview 

Index Returns as at 31 March 2009 (%)
3 mths 6 mths 1 y r 3 yrs 5 yrs

Australian Shares -1.8 -20.0 -29.8 -7.4 5.4
International Shares -11.8 -21.7 -24.0 -12.7 -1.3
Domestic Listed Property -24.1 -49.0 -57.4 -25.0 -9.8
Global Listed Property -23.8 -49.5 -54.8 -23.8 -6.9
Australian Fixed Interest 0.3 6.6 12.8 6.8 6.4
International Fixed Interest 0.6 5.5 7.0 7.1 6.6
Cash 1.0 2.7 6.7 6.6 6.3
$A vs $US -0.8 -14.0 -25.1 -1.3 -2.0
Market Indices
S&P/ASX 300 Accumulation Index
MSCI World Ex Aust Acc Ind Gross Div A$
S&P/ASX 300 Property Trusts Accum Index
U B S Global Real Estate Investors Index $A
U B S Warburg Composite 0 + Years
Lehman Brothers Global Aggregate Index Hedged $A
U B S Warburg Bank 0 + Years
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Australian 

The global economic outlook continues to deteriorate but so 
far the Australian economy is proving relatively resilient. 
However, the last four quarterly growth figures show a 
contraction is underway. Lonsec expects the Australian 
economy to contract by 1% over 2009. 

The RBA decided to keep the official cash rate at 3.25% in 
March following five consecutive rate cuts. However, in its 
April meeting the RBA decided to resume its rate cutting 
policy, reducing rates by 0.25%, bringing the cash rate to 3%. 
During 2009 Lonsec expects that the RBA will continue to cut 
the cash rate, given the deteriorating global outlook (including 
Asia) and the rapid retreat in inflation. 

Lonsec expects the unemployment rate to climb to 7.5% 
during the year and 8.5% in 2010, which could see house 
prices declining by 5% over 2009. 

Lonsec believes that the Australian economy is likely to 
perform better than most developed economies, primarily 
because its financial system is stable and public debt levels 
are low.  Expansionary fiscal and monetary policy is likely to 
be effective in cushioning the economy. However, the severity 
of the global recession and global credit crisis will still impact, 
so a mild to moderate recession has to be expected.  

Global 

Global economic activity continued to decline on the fears of a 
deepening global recession. The International Monetary Fund 
(IMF!s) latest forecast on economic activity indicates a decline 
of about ½ to 1 percent in 2009 on an annual average basis, 
before recovering gradually over the course of 2010. 

Within the G7, the recession is expected to deepen over 2009, 
with the depth and length dependant upon global policy 
response and co-ordination.  

Deflation is more likely in the short to medium term due to the 
major reduction in credit and aggregate demand, in turn 
leading to excess capacity. However, money printing could 
lead to inflation re-emerging later.  

Lonsec expects the Japanese recession to worsen over 2009 
and China to slow to a 6% growth rate in 2009.  

Commodity prices are likely to remain subdued until 
production is cut back to meet lower levels of demand. 
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Asset Class Overview & Tactical View

Australian Shares (Slightly Underweight) 

The Australian share market (as measured by the 
S&P/ASX 300 Accumulation Index) posted its sixth 
consecutive quarter of negative returns, falling by 1.8% for 
the March quarter.  

The extent of the market!s correction from its peak means 
that Australian equities are trading on a forward market 
Price to Earnings Ratio (PER) of around 10-11x, versus an 
historical average of 14x. Whilst the market would appear 
cheap based on valuation, factors such as the uncertainty 
over the sustainability of future earnings and Lonsec!s view 
that there is more downside risk to FY09 and FY10 
earnings, continues to outweigh the benefits of a broad 
based move back into equities.  

Lonsec has maintained its `Slightly Underweight' position 
to the Australian share sector. 

Global Shares (Slightly Underweight) 

Over the quarter, global shares fell by 11.8% (as measured 
by the MSCI World ex Australia Index in $A).  Asia was the 
only major regional sharemarket index (in local currency 
terms) that made a positive return over the period. 

In terms of currency, Lonsec notes that the AUD is now 
comfortably within the one standard deviation band of its 
long-run average and is in fact currently trading very close 
to its long-run average. 

Concerns regarding global growth and future economic 
weakness continue to dominate economic sentiment. 
Lonsec expects the global financial crisis to result in a slow 
down in company earnings and a pull back in global 
economic growth.  While the P/E for the global market has 
come down, the forward looking earnings part of the 
equation remains uncertain.  Lonsec has therefore 
maintained a `Slight Underweight' position to global 
shares. 

Global & Australian Listed Property (Neutral) 

While valuations are attractive on certain A-REITs, the 
sector continues to face a number of issues primarily 
concerning gearing, refinancing and bank covenants.   

While capitalisation rates have started to soften in direct 
property markets, they have not yet come under the same 
pricing pressure as the A-REIT sector.  Hence, investing in 
A-REITs now appears to be a cheaper way to gain 
exposure to the property market.  However, investors 
should be wary that further dilutive capital raisings could 
continue to hamper listed property returns. 

Weighing up the attractive valuation of most stocks and the 
obvious risks still prevalent, Lonsec has maintained its ̀Neutral! 
position to domestic property securities.  

Lonsec believes that the global property sector is generally 
undervalued. However, Lonsec expects that for this value to be 
realised, a significant positive catalyst will be required. In the 
mean time, negative sentiment will continue to drive the high 
levels of volatility in the sector, making it impossible to provide 
short-term return forecasts with any degree of confidence. 

This period will extend if the major global economies continue to 
deteriorate further. As such, Lonsec has maintained its ̀Neutral! 
position to global property securities. 

Global Fixed Interest (Underweight) 

With respect to global fixed interest, Lonsec finds the investment 
case for global bonds (particularly sovereign bonds) to be 
unattractive given yields range from 1.7% on 5 year notes to 
3.6% on 30 year issues. The return seems inadequate given the 
supply of most issues will increase dramatically as Governments 
issue debt to finance ballooning Budget deficits. 

On a relative basis, Lonsec believes that valuations in certain 
segments of credit markets look relatively cheap. Many of these 
assets are trading at "distressed! prices, pricing in a significant 
increase in credit defaults. While price volatility is expected to 
continue, the concerted effort by governments to get credit 
markets functioning again is a positive sign, which may present 
investment opportunities in quality investment grade credit 
securities. 

In aggregate, Lonsec continues to have a negative view towards 
global fixed interest and maintains an `Underweight' position.   

Australian Fixed Interest (Neutral) 

Lonsec!s view towards Australian Fixed Interest remains 
`Neutral.! Relative to global yields, Australian yields are slightly 
more attractive and Lonsec believes that investors will continue 
to flock into the safety of cash and bonds until the global financial 
system is stabilised and economic growth returns. Lonsec also 
expects that investors seeking higher yield will first gravitate 
towards corporate bonds and hybrids and eventually high yield 
shares, as risk appetite increases again. 

Cash (Very Overweight) 

Despite some positive signs emerging, particularly in domestic 
equity markets and cash rates trending down, Lonsec believes 
that the risk of further downward price pressure may impact 
growth assets. This is particularly likely in equities markets, as 
company earnings uncertainty remains high.  
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Cash rates are falling rapidly but with deflation a real threat, 
capital protection has become a priority as asset prices 
continue to fall. Lonsec expects the cash rate to fall to 
2.75% by June 30 and to 2.0% by year end. However, 
inflation is also likely to fall significantly over the year, as 
the economy slows and commodity prices tumble.  

Lonsec has therefore retained its `Very Overweight' 
position to cash.  

 

 

 

Recommended Asset Allocation Weightings 

Last Quarte r Current View
Slight Underweight Slight Underweight
Slight Underweight Slight Underweight

Neutral Neutral
Neutral Neutral
Neutral Neutral

Underweight Underweight
Very Overweight Very Overweight

Neutral Neutral

Global Property

Lonsec Tactical Asset Class Positions - April 2009

Aust Equity
Global Equity

Australian Property

Aust Bonds
Global Bonds

Cash
Alternatives

Secure Balanced
Benchmark Ranges TAA position +/- Benchmark Ranges TAA p osition +/- 

Aust Equity Aust Equity 23  15-31 21.0 -2.0
Global Equity Global Equity 20  13-27 18.5 -1.5
Aust Property Aust Property 6  4-8 6.0 0.0
Global Property Global Property 6  4-8 6.0 0.0
Aust Bonds Aust Bonds 12  8-16 12.0 0.0
Global Bonds Global Bonds 18  12-24 14.5 -3.5
Cash 100 100.0 100.0 0.0 Cash 5  0-12 12.0 7.0
Alternatives  Alternatives 10  5-15 10.0 0.0
Total 100 100 0 Total 100 100 0

Defensive Growth
Benchmark Ranges TAA position +/- Benchmark Ranges TAA p osition +/- 

Aust Equity 8  5-11 7.0 -1.0 Aust Equity 30  20-40 28.0 -2.0
Global Equity 6  4-8 5.0 -1.0 Global Equity 28  19-37 26.5 -1.5
Aust Property 6  4-8 6.0 0.0 Aust Property 5  3-7 5.0 0.0
Global Property Global Property 7  5-9 7.0 0.0
Aust Bonds 18  12-24 18.0 0.0 Aust Bonds 7  5-9 7.0 0.0
Global Bonds 27  18-36 20.5 -6.5 Global Bonds 10  7-13 8.5 -1.5
Cash 25  15-35 33.5 8.5 Cash 3  0-10 8.0 5.0
Alternatives 10  5-15 10.0 0.0 Alternatives 10  5-15 10.0 0.0
Total 100 100 0 Total 100 100 0

Conservative High Growth
Benchmark Ranges TAA position +/- Benchmark Ranges TAA p osition +/- 

Aust Equity 16  11-21 14.0 -2.0 Aust Equity 38  25-51 36.5 -1.5
Global Equity 14  9-19 12.0 -2.0 Global Equity 37  25-49 36.0 -1.0
Aust Property 6  4-8 6.0 0.0 Aust Property 4  3-5 4.0 0.0
Global Property 4  3-5 4.0 0.0 Global Property 6  4-8 6.0 0.0
Aust Bonds 16  11-21 16.0 0.0 Aust Bonds
Global Bonds 24  16-32 18.5 -5.5 Global Bonds
Cash 10  0-20 19.5 9.5 Cash
Alternatives 10  5-15 10.0 0.0 Alternatives 15  5-25 17.5 2.5
Total 100 100 0 Total 100 100 0

* Given the absence of cash in the High Growth portfolio, Alternatives are used as the balancing item  
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Australian Economy

Australia's economy is proving resilient thus far, with the 
economy yet to enter recession. However, the last four 
quarterly growth figures of 0.6%, 0.4%, 0.1% and -0.5%, 
clearly show a contraction is underway. Another negative 
result in the March 09 quarter is widely expected and will 
confirm Australia is in recession.  

 
 Chart Source: RBA 

The Federal Government and Reserve Bank have moved 
quickly to counter the negative effects of the global credit 
crisis and evolving global recession. The Reserve Bank of 
Australia (RBA) has cut the cash rate by 425bp to 3%, over a 
period of 9 months, while the Government has implemented 
two stimulus packages equivalent to $50bn or 4-5% of GDP. 
In addition, the Government has continued to lower income 
tax rates and provide deposit/debt guarantees for the 
Australian Banking system and State Governments. The RBA 
has also been active in providing increased liquidity for the 
Banking system.  

Chart Source: RBA 

How deep will Australia's recession be? 

To date, Australia seems well positioned relative to most 
developed economies. Consider these positives points: 

 The Banking system is stable and functioning; 
 Monetary policy has been more effective in Australia # 

borrowing rates have come down with cash rates; 
 The Government is in a relatively strong financial 

position to provide stimulus;  
 The unemployment rate remains relatively low, at 5.2%; 
 House prices have proven fairly resilient to date; 
 The oil price decline has led to cheaper petrol prices and 

inflation is now declining; and   
 The lower AUD helps exporters remain competitive. 

During 2009 it is likely the RBA will continue to cut the cash 
rate given the deteriorating global outlook (including Asia) and 
the rapid retreat in inflation. Lonsec expects the cash rate to 
fall to 2.75% by June 30 and 2% by year end. The 
Government is also likely to continue providing fiscal stimulus 
to help buffer the fall in private demand that is expected. 
Lonsec expects the Budget will move into $30-40bn deficit as 
tax revenues decline from slower growth and spending 
increases. Note the Government will be going into deficit from 
a position of relative strength (relative to most developed 
countries), in that current public debt levels are negligible 
relative to GDP. 

What then are the negatives that could lengthen and deepen 
the recession? The global credit crisis has led to tight credit 
market conditions, falling asset and commodity prices and a 
sharp fall in consumer and business confidence. Consumer 
spending has slowed sharply, while business investment also 
shows signs of falling sharply. The Banks have reduced 
mortgage rates, but business lending rates still remain 
relatively high as the Banks seek to increase margins. This 
could be self-defeating if business investment slumps. 

The Australian share market is down around 50% from its 
November 07 highs, wiping $700bn in value (hence investor 
wealth) from market capitalisation. With house prices falling in 
the UK and US by nearly 20%, many economists are worried 
the relatively expensive Australian housing market could be 
next. Concern about falling wealth is obviously having a major 
negative impact on consumer spending. However, if 
consumers don!t spend, business suffers and jobs are 
eventually shed, which worsens the situation further. Rising 
unemployment could be the straw that breaks the back of the 
Australian housing market.   
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Chart Source: RBA 

So the key is for the Government to try and keep spending at 
high enough levels to contain job losses. The trouble is 
commodity weakness has already seen job losses in the 
mining sector, while the finance and auto sectors are also 
shedding jobs rapidly. If business investment falls rapidly, 
more jobs will be lost because one company!s capital 
expenditure is another company!s revenue. The decline in 
consumption and business expenditure could swamp any 
increase in Government expenditure and the economy would 
shrink.  

Another area where the Australian economy is vulnerable is 
the current account deficit; most of the current account deficit 
relates to interest payments on net foreign debt, totalling 
A$678bn. Australian banks and companies have borrowed 
most of this debt and it will need to be refinanced or repaid in 
coming years. The global financial crisis has made this task 
much harder and the Government has already had to lend its 
AAA rating to the banks to help them roll their debt, while 
Australian companies will increasingly need support from 
Australian debt markets to replace their foreign debt.  

All in all, the Australian economy is likely to perform better 
than most developed economies, primarily because its 
financial system is stable and Public debt levels are low.  
Expansionary fiscal and monetary policy is likely to be 
effective in cushioning the economy. However, the severity of 
the global recession and global credit crisis will still impact, so 
a mild to moderate recession has to be expected. Lonsec 
expects the Australian economy to contract by 1% over 2009. 

.  
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Global Economy

Global GDP is estimated to have fallen by an 
unprecedented 1.25% (5.0% pa annualised) in the last 
quarter of 2008. The IMF has revised down its 2009 
forecast for global growth to -0.5% to -1.0% - the weakest 
growth forecast since World War II. Developed economies 
(which represent about 65% of global GDP) are expected 
to contract by between -3.0% and -3.5%, while developing 
economies (35% of global GDP) are expected to slow 
significantly but still grow by between 1.5% and 2.5%. The 
IMF expects a gradual recovery in 2010, conditional on 
comprehensive policy steps to stabilise financial conditions 
and continued fiscal stimulus.   

 
Chart Source: RBA 

The US officially entered recession in 2008. The US 
economy contracted by an annualised figure of -6.3% in 
4Q08 - the largest decline since WWII. The US Federal 
Reserve has cut interest rates to zero, while the Obama 
administration has gained approval for a second and much 
larger fiscal stimulus package worth US$877bn (6% of 
GDP).  In addition, the US Treasury and Federal Reserve 
have been busy supporting the US financial sector, which 
is swaying under the weight of credit losses. Recent 
initiatives include a private/public partnership to buy toxic 
assets from the Banks. At the same time the US Federal 
Reserve has implemented "quantitative easing!, whereby it 
directly buys US debt securities to lower the yield curve. 
According to Treasury forecasts, the US Budget Deficit will 
likely exceed US$2 trillion by 2010, while total Government 

The global financial crisis has sparked a de

debt will reach $8.1 trillion (58% of GDP). 

-leveraging cycle and 
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demand shock that has led to asset and consumer prices falling. 
The US share market fell 38% over the year to 31 March 08 
while US house prices fell, on average, 19%. The large declin
consumers! net wealth, coupled with tight credit conditions, has 
led to a sharp pull-back in consumer demand. In turn, the prices 
of goods and services have declined sharply and production has 
been cut back. Inflation has been vaporised, with the CPI falling 
to 0.1% pa; indeed deflation now looks likely. Industrial 
production fell 11.2% on the year to 31 March 08, while t
unemployment rate increased to 8.5%. The IMF forecasts th
economy to contract by 2.6% over 2009.    

 
Chart Source: RBA 
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 has also slid into r
in the ECB slashing the cash rate to 1.25%. The European 
economy contracted by an annualised rate of -6.0% in the D
08 quarter. Inflation has fallen to 1.2% by March 2009 and is 
expected to remain subdued for most of 2009. The European 
Commission has released a '200bn stimulus package (1.5% o
GDP) but individual countries continue to debate the details. It 
seems the member states outside France and Germany have 
deeper economic troubles, particularly Ireland, Spain, Greece 
and various Eastern European states. The IMF expects 
European growth to decline by -3.2% over 2009. 

The UK seems to be in a deeper recession than Europe because 
debt levels are higher and the decline in the housing and 
financial sector has been greater. The Bank of England (B
has slashed the cash rate to 0.5% and is also engaging in 
"quantitative easing!, while the Government has been busy 
providing support for the Banking sector and recently annou
a  20bn fiscal stimulus package. The Government!s Budget 
deficit is set to rise to  118bn (11% of GDP) over the year.  T
IMF expects the UK economy to shrink by 3.7% over 2009.  
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The Japanese economy shrank an alarming 3.3% (13.2% 
annualised) in the Dec 08 quarter. Export volumes have 
declined sharply and the Yen has strengthened, causing 
major problems for the export dependent economy. The 
Nikkei sank 59% over 2008 and the recent Tankan survey 
reported that business confidence has fallen to record lows. 
The Bank of Japan has cut interest rates to 0.1%, from 
0.3% and the Government is mulling a new stimulus plan, 
although with a public debt to GDP ratio of 158%, its 
options are limited. Deflation will probably re-emerge as a 
problem for the Japanese economy during 2009.  The IMF 
expects the Japanese economy to shrink by 5.8% over 
2009. 

China's economy was also exposed during 2008, with 
exports slumping and its property boom ending abruptly. 
Foreign capital is retreating as US and European Banks 
withdraw funding. China!s growth rate has fallen to 6.8%, 
down from the heady 12% rates of 2006. The Chinese 
Government has eased monetary policy and released a 4 
trillion yuan ($585bn) stimulus package that is focused on 
developing new infrastructure over the next three years. 
However, the impact on economic growth is likely to be 
gradual. The IMF expects China!s economy to grow by 6% 
over 2009.   
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Australian Shares

S&P/ASX 300 Accumulation Index - Rolling Three Year  Returns
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Review

The Australian share market (as measured by the S&P/ASX 
300 Accumulation Index) posted its sixth consecutive quarter 
of negative returns, falling by 1.8% for the March quarter. For 
the 12 month period ending 31 March 2009, the benchmark 
returned -29.8%.  

Compared to other global markets the Australian share market 
outperformed three of the four major international regions (in 
local currency terms) during the March quarter. However, the 
Australian market underperformed versus Asia. Over the year 
to March, the Australian share market outperformed relative to 
the regional markets of the US, Europe, Japan and Asia. 

There was no respite from the broad sell off in equities 
throughout January and February, as the market continued its 
downward trend. The flow of weak global economic news, 
confirmation of rising unemployment and a series of earnings 
downgrades from some of Australia!s largest companies 
(including announced cuts to dividends), continued to weigh 
heavily on investor confidence and ultimately resulted in the 
market hitting a 5 year low on 6 March.  

However, as depicted in the chart below, the quarter did finish 
on a more positive note, with the market recovering some lost 
ground and adding approximately 13% in a three week rally.  
 

March Quarter 2009
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Chart Source: Lonsec Limited 

Investors returned to the market, seeking oversold companies 
that appeared attractive on valuation and in the belief that the 
worst of the sell off had passed. Time will tell if this proves to 
be correct. The rally was led in part by the big four banks, 
which took the lead from gains in US financial stocks, on signs 
of economic conditions stabilising and large cap resource 
stocks. 

A key theme that emerged late in the quarter was the switch 
from defensive stocks into cyclical stocks, as investors sought 
to take on more risk.  This was evidenced by renewed interest 
in the resources sector, with investors buying back into 
oversold energy and mining stocks. There was also some 
takeover activity during the period, with Chinese investors 
seeking to acquire interests in a number of Australian mining 
companies such as Rio Tinto (RIO), OZ Minerals (OZL) and 
Fortescue Metals Group (FMG). The most notable of the deals 
was that between Chinalco (a leading Chinese diversified 
resources company) and RIO. Under the terms of the 
transaction, Chinalco has proposed to acquire RIO!s iron ore, 
bauxite, aluminium and copper assets, whilst also potentially 
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increasing its shareholding in RIO from 9% to 18%. The deal 
allows RIO to raise funds in order to repay debt and 
strengthen its balance sheet. 

In other company news, ANZ was the first of the major banks 
to announce a reduction in its dividend payout, also citing the 
need to strengthen its balance sheet which has been 
weakened by rising defaults. The market viewed this 
announcement favourably, preferring this course of action 
versus a capital raising. NAB soon followed, with a similar 
announcement regarding its dividend.  

The February reporting season proved to be one of the 
weaker for Australian companies in recent times. However, 
this was not a major surprise to the market, which had already 
priced in these lower earnings expectations and on balance, 
these expectations were met. Company guidance on future 
earnings remained limited and Lonsec believes that, in light of 
persisting economic headwinds, earnings risks remain on the 
downside. There were some pockets of good news, with solid 
results reported by JB Hi-Fi (JBH), Cochlear (COH) and 
Commonwealth Bank (CBA). JBH!s result was particularly 
impressive given the difficult trading conditions experienced 
by many retailers. The company reported a record half year 
profit and increased its dividend payout on the back of its 
store roll out and solid sales across all its categories, including 
home entertainment.   

Stock Performance 

There was a wide dispersion in returns between the best and 
worst performing stocks during the quarter, reflective of 
continued market volatility. In addition, many of the better 
performing stocks in the quarter were relative 
underperformers when considered over a 12 month period. 
The five best performing stocks in the ASX 200 (in terms of 
share price movement) for the quarter were: 

 PanAustralia (235.3%) 
 Macquarie Communications (171.0%) 
 NRW Holdings (139.5%) 
 Energy World (113.9%) 
 FKP Property (98.0%) 

Three of the top five performing stocks for the quarter 
operated within the materials, energy or mining services 
industries. In the case of PanAustralia and NRW Holdings, 
each company was able to agree to terms on the rollover of 
their debt financing, which was viewed favourably by the 
market and a catalyst for the rise in their share prices. 
PanAustralia also successfully completed a share placement 
during the quarter, providing additional working capital for the 
company to pursue its organic growth opportunities and 
mining exploration activities in Thailand and Laos.  

Macquarie Communication Infrastructure Group!s share price 
was the beneficiary, late in the quarter, of a $2.50 cash bid by 
a Canadian Pension Fund, which valued the company at a 
67% premium to its prior closing price.   

The five worst performing stocks in the ASX 200 (in terms of 
share price movement) for the quarter were: 

 AWB Limited (-71.8%) 
 GPT Group (-56.1%) 
 APN News & Media (-53.2%) 
 Goodman Fielder (-52.7%) 
 Hastings Diversified (-51.2%) 

Similar to previous quarters, those companies which tended to 
struggle in the current economic climate were those with 
excessive levels of debt or debt funding issues. In the case of 
AWB Limited, the company updated the market by 
announcing that its first half profit would be 45% to 55% lower 
compared to the previous corresponding period, which was 
detrimental to its share price. 

Sector Performance 

As can be seen from the chart below, some sectors of the 
market posted positive returns for the quarter. The Information 
Technology sector was the best performing, rising by 12.1%, 
with performance driven by gains in the sector!s only two 
stocks, Computershare and Iress. The Materials and Energy 
sectors were the two next best performing sectors, posting 
returns of 5.2% and 4.8% respectively. These sectors 
benefited from investors seeking to take on more risk in the 
belief that commodities had been oversold. Large cap, liquid 
stocks such as BHP, RIO and STO were stocks that 
contributed to the gains in this sector. 

In a reversal on previous quarter trends, the traditionally 
defensive Healthcare and Telecommunications sectors were 
amongst the worst performing. Healthcare returned -8.0%, 
while Telecommunications returned -14.7%, as investor 
sentiment switched to a more risk-seeking mode. Within the 
Telecommunications sector, TLS had a poor quarter following 
its exclusion from the Government!s national broadband 
tender process and its announcement that CEO Sol Trujillo 
would depart the company on 30 June 2009.  

Sector Performance March Qtr 2009
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Outlook 

Chart Source: RBA 

Lonsec remains cautious about the outlook for local equities, 
believing the March recovery is likely to be one of a series of 
bear market rallies, rather then a sustained recovery. The 
deteriorating economic backdrop and uncertainty surrounding 
future earnings for corporate Australia are expected to persist 
as headwinds to a sustained recovery. The recent February 
reporting season confirmed the difficulties confronting many 
Australian companies, as they reported earnings downgrades 
and tempered their outlook statements. A number of 
Australian companies also reman in survival mode and have 
tapped equity markets in order to raise capital. Lonsec 
expects the financing environment for many companies to 
remain challenging in the near term, but that quality 
companies with strong balance sheets should be well 
positioned to weather this difficult period.   

Looking further down the track, there are signs of a more 
positive outlook for local investors and Lonsec expects that its 
next move will be to increase the Australian equity asset 
allocation back to neutral (ªSlightly Underweightº). The next 
reporting season later in July and further announcements in 
regards to capital raisings, are likely to be catalysts for a re 
rating of Australian equities. 

The extent of the market!s correction from its peak means that 
Australian equities are trading on a forward market Price to 
Earnings Ratio (PER) of around 10-11x, versus a historical 
average of 14x. Whilst the market would appear cheap based 
on valuation, factors such as the uncertainty over the 
sustainability of future earnings and Lonsec!s view that there 
is more downside risk to FY09 and FY10 earnings, continues 
to outweigh the benefits of a broad based move back into 
equities at this stage. 

 

 
Chart Source: RBA 
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Global Shares 

MSCI World ex Aust. Accum. Index Gross Div A$ - Rol ling Three Year Returns
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Review

Over the quarter, global shares fell by 11.8% (as measured by 
the MSCI World ex Australia Index in $A).  Asia was the only 
major regional share market index (in local currency terms) 
that made a positive return over the period. 

For the 12 months ending 31 March 2009, results for the 
major regional markets were all negative - not surprising given 
the difficult market environment that global shares declined 
24%.  The US and Europe suffered similar fates, with declines 
of 37.9% and 37.2% respectively.  Japan was close behind, 
with a decline of 36.5%.  Asia was the best performer, albeit 
still negative, down 33.8% for the year. The difference 
between the best performing region (Asia) and worst (US) in 
local currency terms for the 12 month period ending 31 March 
2009 was 4.1%.  The difference between the best and worst 
performing region has continued to narrow, reflecting the 
global impact of the financial crisis. 

Commentary for the major regions follows, although overall 
conditions remain difficult, and are expected to remain so in 
the short term.  

 
Chart Source: RBA 

United States 

US shares fell by 10.0% (local currency) over the quarter.  
The broader economy continues to be adversely impacted by 
a number of headwinds, including ongoing deleveraging and 
difficult credit conditions.  In light of job losses, declining 
equity and housing wealth, consumer sentiment and spending 
are weak.  Policy actions are being taken to stabilize financial 
markets and institutions, however, the near term economic 
outlook is weak, with earnings announcements for many 
companies also expected to be weak.  
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Europe

European share markets collectively fared slightly worse than 
the US for the quarter, falling by 11.5% (local currencies).  
Conditions in the UK and Europe are little different to the US, 
with most areas witnessing an increase in unemployment, 
lower consumer spending and continued declines in business 
investment as a result of the continued tight credit conditions. 

Japan 

Japanese shares fell by 9.2% (local currency) for the March 
quarter.  The recession deepened over the quarter, with a 
continued downturn in external and domestic demand.  Credit 
conditions have tightened in Japan, however, this has been to 
a lesser extent than in other advanced economies.  Economic 
activity is expected to remain subdued in the near term. 

Asia

Asian shares rose by 2.7% (in local currencies) for the 
quarter.  This small gain follows a sharp decline in Asian 
share markets in 4Q08.  The Asian economies are generally 
decelerating due to the collapse in external demand, in 
addition to a number of factors hampering domestic demand.  
Investor concerns about the US situation continue to outweigh 
confidence in the Asian growth story. However the larger and 
less open Asian economies are expected to be less severely 
affected, in relative terms, by the global economic downturn. 

Currency
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During the quarter the Australian dollar (AUD) depreciated 
against the USD, but rallied against other major currencies 
(EUR, JPY, GBP).  Declining currency movements typically 
dampen returns for hedged AUD investors; however improve 
returns for unhedged AUD investors.   Over the quarter the 
AUD weakened against the USD by 0.8%, but appreciated 
against the EUR by 5.5%, the JPY by 7.8% and GBP by 0.2%.  

The AUD closed the quarter at US 69.1c, marginally lower 
than the December 2008 close of US 69.3c. However, the 
AUD remains significantly lower than the peak of almost US 
98.5c achieved in mid July 2008. 

 
The AUD stemmed its relative decline against other major 
currencies over the preceding quarters, with economic data 
showing that the Australian economy was outperforming other 
advanced economies. By quarter end, markets were starting 
to contemplate an end to the RBA!s easing cycle. 
Furthermore, the risk aversion in currency markets tempering 
the performance of the AUD subsided over the quarter. 

The direction of the AUD will largely be dependent on the 
direction of interest rates, commodity prices and the relative 
strength of the USD.  Lonsec notes that the AUD is now 
comfortably within the one standard deviation band of its long-
run average and is in fact currently trading very close to its 
long-run average.  

Outlook 

Concerns regarding global growth and future economic 
weakness continue to dominate economic sentiment.  While 
inflationary concerns have dissipated as oil and commodity 
prices have eased, the economic outlook continues to be 
influenced by the follow on effects of the subprime situation. 
As such, the likelihood of a significant market rebound in the 
short term appears relatively slim.  That said, the government 
and central banks! stimulus programs are all aimed at 
reducing the severity of the slowdown. 

Lonsec expects the global financial crisis to result in a slow 
down in company earnings and a pull back in global economic 
growth.  While the P/E for the global market has come down, 
the forward looking earnings part of the equation continues to 
be uncertain.  Lonsec has therefore maintained a ªSlight
Underweightº position to global shares. 

 
Chart Source: RBA

As mentioned earlier, a fall in the AUD will benefit global 
equities strategies managed on an unhedged basis; however, 
with the AUD moving within the range of the long term 
average value, it is fair to say that the dollar does not look as 
expensive as it did at the end of 2007 and mid 2008. 



Lonsec Limited ABN 56 061 751 102  •  AFSL No. 246842  •  Participant of ASX Group 13 
This information must be read in conjunction with the Warning, Disclaimer, and Disclosure at the end of this document 

Property

S&P/ASX 300 Property Trust Accum Index & UBS Global  Real Estate Investors Index 
$A - Rolling Three Year Returns
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Review: A-REITs 

The S&P/ASX 300 A-REIT Accumulation Index posted a total 
return for the March 2009 quarter of -24.1%, once again 
significantly underperforming the broader equities market. 

While "safe haven! stocks like Westfield Group, CFS Retail 
Property Trust, Commonwealth Property Office Fund and 
Bunnings Warehouse Property Trust continued to 
outperform the benchmark, there has been a distinct change 
in market sentiment recently. In particular, investors! risk 
appetite increased significantly in the month of March.  This 
resulted in a number of battered small market capitalisation 
stocks such as Macquarie CountryWide Trust, ING Office 
Trustand ING Industrial Trust bouncing back to outperform 
the benchmark in recent weeks.  The rally was long overdue 
and many smaller A-REITs are still trading at very large 
discounts to their Net Asset Values. 

Over the quarter, the top performing A-REIT was Abacus
Property Group, which announced it had recapitalised via a 
private placement from Kirsh Group.  The worst performing A-
REITs were Goodman Group, which fell significantly after a 
major earnings warning, and Mirvac Group, which 
announced that it would cut distributions to preserve cash.  
GPT also continued to struggle, due to uncertainty with 
regards to the company management, asset valuations, 
balance sheet/gearing issues and debt covenants. 

The following table provides a summary of the sector!s 
estimated valuation as at March 2009: 

 
A-REIT Sector Metrics 

DPS Yield 12.5% 
10 Year Bonds 4.4% 
Premium    8.1% 
Premium/(Discount) 
DCF  -21.2% 
NAV  -37.0% 
Source: UBS  

Outlook: Australian REITs 

Lonsec believes that potential catalysts, which may mark the 
"beginning of the end! of these tumultuous times, will include 
further corporate activity and an increase in physical real 
estate asset sales. 

While capitalisation rates have started to soften in direct 
property markets, they have not yet come under the same 
pricing pressure as the A-REIT sector.  Hence, investing in A-
REITs now appears to be a cheaper way to gain exposure to 
the property market.  However, investors should be wary that 
further dilutive capital raisings could continue to hamper listed 
property returns. 

Lonsec holds the view that A-REITs with conservative 
gearing, a focus on quality domestic assets and no exposure 
to funds management and major development activities are 
likely to continue to provide "safe havens! over the short term.  
However, given the current discount to Net Asset Value, 
many smaller A-REITs could easily see their stock price 
double over the next 12-24 months. 
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A-REIT returns will depend heavily on the broader economic 
environment and in particular, the availability of credit and 
physical real estate sales.  With many of the smaller stocks in 
the sector now effectively priced as if there was little net 
equity, there is some likelihood that many smaller A-REITs 
will fail and high volatility is therefore likely to persist 
throughout 2009. 

While valuations are attractive on certain A-REITs, the sector 
continues to face a number of issues primarily concerning 
gearing, refinancing and bank covenants.  For many A-REITs 
these issues have been exacerbated by derivative contracts 
to hedge against currency and interest rate movements.  
Weighing up the attractive valuation of most stocks and the 
obvious risks still prevalent, Lonsec has maintained its 
ªNeutral* position to domestic property securities.  

Investors should also be cognisant of the concentration 
issues in the A-REIT sector.  As at 31 March 2009, Westfield 
represented over 50% of the S&P/ASX 300 A-REIT Index.  
While having a large portion of the portfolio invested in 
Westfield will result in returns that more closely resemble the 
S&P/ASX 300 A-REIT Accumulation Index, it also clearly 
increases the diversification risk.  

Review: Global REITs 

Global listed real estate returned -54.8% in local currency 
terms over the 12 months to 31 March 2009.  Last year saw 
global REITs with development exposure (Global Developers) 
underperform global REITs Investors by 14% points in 2008.  
With the re-emergence of risk appetite in regard to balance 
sheet, defensive REITs (Global Investors below) have 
underperformed developers over the recent quarter by 10% 
points.  

Global Real estate Index & Global Equities Returns 
(local currency) 

 
Source: UBS estimates as at 31 March 2009 

 

Over the quarter, the worst performing regions were the 
United States and the United Kingdom. The best performing 
region, and notably the only one with a positive return, was 
Hong Kong, driven by its strong developer exposure.  

Total Returns Calender Year to Date (Local Currencies) 

 
Source: UBS estimates as at 27 March 2009 

Global REITs continue to be impacted by the financial crisis, 
which has put further pressure on prices.  Each region has 
been affected and concerns have generally been about 
breaching loan covenants. Examples include: Centro in 
Australia, Capital & Regional in the UK, and General Growth 
in the US.  Provided interest coverage ratios remain sound, 
the banks are imposing penalty margins and allowing the 
companies to work through asset sales in an orderly manner.  

A further correction in asset values is expected, reflecting 
deteriorating fundamentals, as the effects of the recession 
begin to set in.  Vacancies are expected to increase and 
rental growth should slow, as the availability of finance 
decreases and debt becomes more expensive.   

Global REITs continue to de-leverage their balance sheets. 
However, asset sales are becoming increasingly challenging 
to achieve, and dividend cuts and/or deeply discounted 
capital raisings are a likely solution.   

Stock market volatility and negative sentiment are well 
entrenched in the listed property sector worldwide.  However, 
it can be argued that generally listed property stocks appear 
to be trading at attractive values on most valuation metrics 
(i.e. yield, NAV and cashflow/NPV) and that the listed market 
has overreacted. 

UBS Estimates of Valuation Metrics for FY09 

FY09

Discount to Net Assets 44.3%

Price/Earnings Ratio 10.4x

Dividend Yield 7.6%

Ent.Value/EBITDA 13.1x

Net Debt/Ent Value 46.4%
Source: UBS 
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UBS Estimates of Price Relative to NAV by Region (30 March) The downturn in the global property securities sector has 
slowed the pace of the sector!s development over the short-
term. However, Lonsec believes the following key 
characteristics will continue to define the growth of global real 
estate securities markets over the longer term: 

Region Price Relative to NAV

Singapore Property Companies -70%

Japan Property Companies -61%

S-REITs -51%

HK Property Companies -37%

A-REITs -37%

UK -34%

Continental Europe -34%

J-REITs -33%

US-REITs -27%

Total Global -36%  

 Increased investment opportunity set " the global real 
estate universe offers investors diversification, income 
and now value;  

 Disparity between real estate cycles of different 
countries;  

 Low level of securitisation of property in global markets 
relative to the mature Australian market;  Source:  UBS 

 Developing markets in a capital formation stage present 
opportunities, due to inefficiencies associated with a lack 
of public market research. 

Outlook: Global REITs 

Lonsec believes that the global property sector is generally 
undervalued. However, Lonsec expects that for this value to 
be realised, a significant positive catalyst will be required. In 
the mean time, negative sentiment will continue to drive the 
high levels of volatility in the sector, making it impossible to 
provide short-term return forecasts with any degree of 
confidence. The extent and duration of this volatility will also 
be a function of the major economies throughout the world. A 
protracted or a synchronised recession across major global 
economies could see further downward pressure on stock 
prices. 

Importantly, the global property securities sector offers 
investors a level of diversification that is impossible to achieve 
through a purely Australian portfolio. 

Over the long term, Lonsec expects the global property 
securities sector to deliver solid high single digit returns. The 
volatility currently seen in the sector may see returns over the 
short-term materially above or below this forecast.  This 
period will extend if the major global economies continue to 
deteriorate further. As such, Lonsec has maintained its 
ªNeutral# position to global property securities. 

It is estimated that in the UK/Europe alone, there could be a 
total of $400b of properties for sale over the next 18 months. 
This is a significant amount in the current environment, 
considering that it is estimated that only $105-$110b in 
transactions occurred over the whole of 2008.  This figure 
was around 60% lower than in 2007. 

  

This information must be read in conjunction with the Warning, Disclaimer, and Disclosure at the end of this document 
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Fixed Interest & Cash 

Fixed Interest & Cash - Rolling 3 Year Returns
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Review: Cash 

The Australian cash market delivered a return of 1.0% for the 
quarter and rose 6.7% over the 12 months to March 2009. 
The official cash rate ended the quarter at 3.25%, with the 
RBA cutting the cash rate target by 1.0% in February. The 
RBA cut rates by a further 0.25% in April, bringing the cash 
rate to 3.0%.  The yield on the 90 day bank bill fell 101 basis 
points, to close the quarter at 3.14%.

Chart Source: RBA 

Australian and International Fixed Interest 

The US and the UK exhausted their main monetary policy 
tools during the quarter, reducing their respective benchmark 
rates close to zero, occupying ground Japan has held as its 
own for an extended period. Their concern: deflation and 
worsening economic conditions. All three central banks are 
also undertaking &quantitative easing.! This involves a central 

bank buying their own sovereign bonds as a means to 
introduce money into the domestic financial system and 
facilitate lending by banks and stimulating borrowing, investing 
and economic activity " and restraining yield rises. The 
anticipation is that quantitative easing may have inflationary 
repercussions in the not too distant future however, the main 
concern of central banks presently, is promoting growth in 
their economies.  

Relative Movement in Benchmark Yields
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The March quarter, compared to the previous quarter, was 
subdued for Australian Fixed Interest. The UBS Composite 
Index increased by a very modest 0.3%, in comparison to a 
rise of 6.3% during the December 2008 quarter. This is a stark 
example of how difficult the December 2008 quarter proved to 
be and how risk-averse investors had become. The 
benchmark Australian government bond yield rose by 10% 
over the March quarter, to finish at 4.42%. Global Fixed 
Interest returned 0.6% for the March quarter. Lonsec 
considers global bonds to be unattractive given yields range 
from 1.7% on 5 year notes to 3.6% on 30 year issues. The 
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return seems inadequate given the supply of most issues will 
increase dramatically as Governments issue debt to finance 
ballooning Budget deficits. 
 

Bond market
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Credit Markets 

The major development of the quarter proved to be US 
Treasury Secretary Timothy Geithner!s &new new! bank bailout 
plan. The plan is called the Public Private Investment 
Programme (PPIP) and has been designed to cleanse &bad 
assets! from banks! balance sheets. The plan has striking 
similarities to the &original! TARP, which was established by 
the Bush Administration, in so far as the aim is to free banks 
from bad assets, rather than being a recapitalisation vehicle. 

PPIP borrows from the familiar &public private partnership! 
(PPP) model that would be familiar to most Australians. The 
US Government will be matching private investments and 
providing cheap non-recourse financing for asset purchases. 
Arguably the grand design is to establish prices and a market 
for some of these assets, in so doing freeing up the banks to 
lend. The question is, however, will the banks sell? If the sale 
prices are less than the value of these assets being carried on 
their balance sheets, then they will have to book another loss, 
which will erode precious capital. 

To this end, it is important to consider the banking &stress 
tests! that the FDIC will be conducting. The FDIC!s 
programme will involve shocking bank balance sheets, using 
severe assumptions. Those banks that &fail! will be re-
capitalised with Government money.   

The UK has ventured down a different path, with the UK 
government providing guarantees on assets against loss, 
taking the lead from the US!s efforts with Citigroup in 
November 2008. The UK government has provided 
guarantees on some of the Royal Bank of Scotland (RBS) and 
Lloyds-HBOS assets, as a means to re-invigorate confidence 
in the banks! balance sheets. 

The ultimate success of either the US or UK approach is 
uncertain. There is a &third way! - full nationalisation. The UK is 
well advanced, (e.g. around 70% of RBS is now owned by the 
&Crown!), but it!s doubtful whether there is Government 

appetite for full nationalisation. The UK nationalised Northern 
Rock early in 2008, although this was largely seen as a move 
to prevent an imminent collapse of the bank. The situation 
across the Atlantic is very different " nationalisation is a very 
much a dirty word. Citigroup is the poster child for this 
apprehension. In its third attempt to shore up Citigroup in 
February 2009, the US Government appeared to be at pains 
to stress that it was not nationalising the enterprise " 
effectively owning just over one third of the bank.   

The banking system in Continental Europe appears to be 
much the same way as the US and UK. Governments 
continue to provide capital to shore up balance sheets (e.g. 
Italy).  

A problem facing European banks is their exposure to 
Emerging Eastern Europe, which is souring. With economic 
prosperity and stability in these economies, some individuals 
played the carry trade when buying their houses and so forth. 
For example, in Hungary individuals were borrowing cheaply 
in Japanese Yen. However, with the collapsing Hungarian 
Forint, the outstanding balance of these loans has ballooned.  

Leaving aside the banks, auto manufacturers also appear to 
be in severe trouble. Of note, GM has not been able to shrug 
off bankruptcy concerns. Fiat has taken a stake in Chrysler, 
which had been taken private by Cerberus, the private equity 
firm. France announced an auto bailout package of its own in 
February to support key players Renault and Peugeot Citroen. 
Toyota has also hit a rocky patch.  

General Electric, one of the world!s most widely recognised 
diversified conglomerates, has also suffered from the 
downturn " losing its coveted AAA credit rating from both S'P 
and Moody!s during the quarter. GE had held an S'P AAA 
rating since 1967. The rating revision has largely been 
attributed to the conglomerate!s financial services business " 
GE Capital. 

The US Treasury also extended its guarantee of money-
market mutual funds (CMT-like funds) to September 2009. 
This is the second extension of the guarantee programme, 
which had been previously extended to April 2009. The Fed 
has continued with its ancillary programme as a buyer of 
commercial paper (Commercial Paper Funding Facility). 

As can be seen in the following charts, credit spreads remain 
at historical highs. However there was a slight pull back in 
credit spread in the March quarter, which had a positive 
impact on the price of credit securities. 
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Fixed Interest Outlook 

Lonsec!s view towards Australian fixed interest remains 
`Neutral.! Lonsec believes that investors will continue to flock 
into the safety of cash and bonds until the global financial 
system is stabilised and economic growth returns. Relative to 
global bonds, the domestic market offers a relatively more 
attractive yield. Lonsec also expects that investors seeking 
higher yield will first gravitate towards corporate bonds and 
hybrids and eventually high yield shares, as risk appetite 
increases again. 

With respect to international fixed interest (IFI), Lonsec finds 
the investment case for global bonds (particularly sovereign 
bonds) to be unattractive given yields range from 1.7% on 5 
year notes to 3.6% on 30 year issues. The return seems 
inadequate given the supply of most issues will increase 
dramatically, as Governments issue debt to finance ballooning 
Budget deficits. The only case for finding Global bonds 
attractive would be if there was an expectation of the global 
economy experiencing a lengthy period (5 years+) of 
deflation. However, this is not Lonsec!s base case scenario. 
Accordingly, Lonsec has retained its `Underweight' view 
towards International Fixed Interest. 

Chart Source: RBA 

 

 
 

.  

Chart Source: RBA 
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