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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 a balancing act to keep rates and market sentiment in alignment 

 Economic Overview 

Index Returns as at 30 June 2010 (%) p.a.

3 mths 6 mths 1 yr 3 yrs 5 yrs

Australian Shares -11.2 -10.1 13.1 -8.0 4.5

International Shares -4.6 -3.4 5.8 -10.9 -1.6

Domestic Listed Property -1.5 -3.2 20.3 -24.3 -8.3

Global Listed Property -4.9 0.9 38.0 -13.3 -1.6

Australian Fixed Interest 3.6 4.9 7.9 7.7 6.1

International Fixed Interest 3.3 6.1 11.5 9.8 7.2

Cash 1.1 2.2 3.9 5.6 5.8

$A vs $US -6.9 -5.0 5.0 0.1 2.2

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

BarCap Global Aggregate Index Hedged $A

U B S Warburg Bank 0 + Years  
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Australian 

The Australian economy is expected to grow by 3.0% over 

2010. This performance ranks Australia as the best 

performing economy in the OECD and the third best 

performing globally, after China and India.   

Lonsec expects the official cash rate to remain on hold in the 

short term, with cuts to rates expected next year if the global 

recovery falters. In terms of underlying inflation, Lonsec 

expects CPI to remain around 3%. There could be some 

downward pressure on commodity prices, notably iron ore, as 

China slows; coal prices look like they will hold up better.  

Global 

The IMF forecasts the global economy to grow by 4.5% over 

2010 but acknowledges the downside risks have risen sharply 

in recent months. 

The global recovery could slow in the second half of the year 

as fiscal stimulus turns to austerity measures, particularly in 

Europe. Fiscal austerity measures could lead to wide-spread 

protests, which may unsettle confidence once again. 

Japanese growth is expected to slow but emerging Asia 

should continue to grow at around 8%+. While China is facing 

pockets of inflation, elsewhere deflation is more likely to be 

the issue. Should the economic recovery falter, Lonsec would 

expect the Fed to restart quantitative easing. 

 



 

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

 Asset Class Overview & Tactical View

Australian Shares (Neutral) 

Australian shares returned -11.2% for the quarter. The 

sharp decline was spread across most sectors. The poor 

performance was attributed to a decline in confidence 

stemming from uncertainly on the global economic front, 

particularly concerning Europe, and domestic uncertainty 

including continuing ongoing debate concerning the 

proposed .Resources Super Profits Tax (RSPT).  

Lonsec has moved from a ‗Slightly Overweight‘ position to 

Australian equities to a ôNeutralõ weight. Despite valuations 

looking attractive on FY11 estimates and Australian 

economic fundamental looking sound relative to other 

developed economies, Lonsec's decreased conviction in 

the sector reflects uncertainly in several key areas. From a 

macro perspective the economic situation in Europe looks 

uncertain. Developments in Europe, and specifically the 

debt crisis, may have an impact on the cost of capital in 

Australia. An increase in the cost of capital would have a 

direct impact on the financial sector. On the domestic front, 

ongoing government intervention in sectors such as mining, 

healthcare and telecommunications has created an added 

layer of ambiguity concerning future company earnings.  

Global Shares (Neutral) 

Global Shares returned -4.6% for the quarter. The relatively 

strong performance of global shares compared to 

Australian shares was largely driven by weakness in the 

Australian dollar. Despite global equities looking attractive 

on valuations with the US yield curve at low levels, Lonsec 

still has concerns about the high debt levels across the 

private and public sectors of the US, Europe and Japan, 

but believes these issues will be addressed over the 

medium to long term.  

Lonsec has maintained a ôNeutralõ allocation to global 

shares. 

Global Listed Property (Neutral) & Australian Listed 
Property (Slightly Overweight) 

Global and domestic listed property securities returned -

4.9% and -1.5% respectively for the quarter. A-REITs look 

attractive relative to global REITs on valuations. The 

domestic REIT sector has largely repaired its balance 

sheets, with fundamentals looking sound.  

Lonsec has moved to a ôSlightly Overweightõ allocation to 

domestic REITs and retained a ôNeutralõ allocation to global 

REITs. Lonsec considers listed property to be an inflation hedge 

and that the domestic sector has reverted to a more defensive 

listed exposure compared to Australian shares. Lonsec does not 

expect any yield growth until 2011, due to dilution of holdings due 

to capital raisings, therefore the move to ‗Slightly Overweight‘ is 

considered a longer term play. 

Global Fixed Interest (Very Underweight) 

Global fixed interest returned 3.3% for the quarter. Lonsec 

continues to believe there remains better relative value in 

Australian Fixed Interest when compared to International Fixed 

Interest, given the interest rate differentials and the fact that 

Australia is potentially nearing the end of its tightening cycle, 

while many other developed economies have not yet 

commenced tightening. 

Lonsec has moved to a ôVery Underweightõ allocation to global 

fixed interest reflecting the relative attractiveness of Cash and 

Australian bonds over global bonds. 

Australian Fixed Interest (Neutral) 

Australian fixed interest returned 3.6% for the quarter. The 

allocation to Australian fixed interest has been changed from 

ôSlightly Underweightõ to ôNeutralõ. The changes reflect a 

preference for Australian bonds over global bonds and the fact 

that if real yields become low due to inflation, then Australian 

bonds are better positioned than global bonds to deliver.  

Cash (Overweight) 

Cash returned 1.1% for the quarter. The ôOverweightõ allocation 

to cash has been retained, and reflects Lonsec‘s defensive 

overall bias over the next 6 to 12 months. 
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 Recommended Asset Allocation Weightings  

Last Quarter Current View

Slight Overweight Neutral

Neutral Neutral

Neutral Slight Overweight

Neutral Neutral

Slight Underweight Neutral

Underweight Very Underweight

Overweight Overweight

Neutral NeutralAlternatives

Global Property

Aust Bonds

Global Bonds

Cash

Lonsec Tactical Asset Class Positions - September 2010

Aust Equity

Global Equity

Australian Property

 

Secure Balanced

Benchmark Ranges TAA position  +/- Benchmark Ranges TAA position  +/- 

Aust Equity Aust Equity 24 16-32 24.0 0.0

Global Equity Global Equity 21  14-28 21.0 0.0

Aust Property Aust Property 6  4-8 7.0 1.0

Global Property Global Property 4  3-5 4.0 0.0

Aust Bonds Aust Bonds 14  9-19 14.0 0.0

Global Bonds Global Bonds 16  11-21 11.0 -5.0

Cash 100 100.0 100.0 0.0 Cash 5  0-12 9.0 4.0

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 position  +/- 

Aust Equity 8  5-11 8.0 0.0 Aust Equity 31  21-41 31.0 0.0

Global Equity 6  4-8 6.0 0.0 Global Equity 29  19-39 29.0 0.0

Aust Property 6  4-8 6.5 0.5 Aust Property 6  4-8 7.0 1.0

Global Property Global Property 4  3-5 4.0 0.0

Aust Bonds 20  13-27 20.0 0.0 Aust Bonds 8  5-11 8.0 0.0

Global Bonds 22  15-29 15.0 -7.0 Global Bonds 9  6-12 6.0 -3.0

Cash 25  15-35 31.5 6.5 Cash 3  0-10 5.0 2.0

Alternatives 13  8-18 13.0 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 position  +/- 

Aust Equity 17  11-23 17.0 0.0 Aust Equity 39  26-52 39.0 0.0

Global Equity 13  9-17 13.0 0.0 Global Equity 36  24-48 36.0 0.0

Aust Property 6  4-8 6.5 0.5 Aust Property 4  3-5 4.5 0.5

Global Property 4  3-5 4.0 0.0 Global Property 6  4-8 6.0 0.0

Aust Bonds 19  13-25 19.0 0.0 Aust Bonds

Global Bonds 21  14-28 14.0 -7.0 Global Bonds

Cash 10  0-20 16.5 6.5 Cash

Alternatives 10  5-15 10.0 0.0 Alternatives 15  5-25 14.5 -0.5

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

The Australian economy is expected to grow by 3.0% over 

2010 – its 19th consecutive year of growth. This performance 

ranks Australia as the best performing economy in the OECD 

and the third best performing globally, after China and India.   

 

Australia‘s strong fundamentals include: 

Á a major exporter of natural resources to Asia; 

Á a robust domestic economy;  

Á steady population growth; 

Á a financial system in good health; 

Á a superannuation pool worth over $1.2 trillion; 

Á low debt levels in the public and corporate sector; 

Á a stable housing market; 

Á a low unemployment rate of 5.1%; 

Á moderate inflation of 3.2%;  

Á a reasonably strong currency; and  

Á strong terms of trade. 

Australia‘s relative economic strength has led to one of the 

highest cash rates in the developed world at 4.5% which, 

combined with a rising terms of trade, has kept the currency 

reasonably strong. While a strong currency can hurt our 

export competitiveness, it isn‘t all bad news as imports 

become cheaper and the interest on our foreign debt 

becomes easier to service, in AUD terms. It is probably a net 

positive in the short term but will tend to lead to long-term 

problems if the current account deficit continues to expand.  

The main risks to the Australian economy are: 

Á Inflation – the underling rate is still relatively high at 
3.2% and the labour market is nearing full 
employment; 

Á Cost of foreign capital – Australia has $650bn in 
foreign debt (mainly borrowed by our banks). If the 
cost of this debt rises in international debt markets it 
will lead to higher loan rates in Australia; 

Á Asian economic growth – over 70% of Australia‘s 
commodity-based exports go to Asia. Any hiccup in 
Asian growth will directly affect our export income; 

Á Government policy – Labour policy has been 
creating great uncertainty for business and investors. 
This has led to a perception that Australia‘s sovereign 
risk has increased with a Government that has been 
moving policy to the left. 

 

 

While Australia‘s economic fundamentals are quite robust, the 

economy does have a few weaknesses. One is that our banks 

fund about 25% of their loan assets from international debt 

markets. If the cost of this debt rises because of financial 

problems in Europe, Japan or the US then domestic loan 

rates will need to rise. The European debt crisis has led to a 

moderate increase in the cost of bank debt and hence the 

major banks are under margin pressure and would like to 

increase their loan rates. Obviously, any increase in loan 

rates will have a dampening effect on economic growth. 

The other major risk to keep an eye on is a China economic 

slowdown. The Chinese government is trying to slow growth 

due to concerns about inflation and a property bubble in the 

major cities. 
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If Europe and the US also slow in the second half, Chinese 

exports could fall significantly and demand for Australia‘s key 

commodities – iron ore and coal – could also weaken. 

Overall, the economy should remain robust over 2010 and 

into 2011. The RBA is likely to remain on hold in the short 

term to see how the global recovery unfolds. The IMF expects 

the Australian economy to grow by 3.0% in 2010 and 3.5% in 

2011. 
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 Global Economy

The IMF forecasts the global economy to grow by 4.5% over 

2010 but acknowledges the downside risks have risen sharply 

in recent months.  The IMF expects a weak recovery in 

developed economies and a moderate recovery in developing 

economies. Developed economies (which represent about 

60% of global GDP) are expected to grow by 2.6% over 2010, 

while developing economies (40% of global GDP) are 

expected to grow by 6.8%.  

The US economy grew at an annualised rate of 3.0% in the 

first half of 2010 but seems to be slowing in the second half as 

fiscal stimulus wanes and inventory rebuild concludes. Retail 

sales, consumer credit, housing starts and manufacturing 

surveys were all weaker mid-2010, while consumer 

confidence fell significantly from 62.7 to 52.9. Payrolls also fell 

125,000 in June but the unemployment rate improved to 9.5% 

from 9.7%, mainly because 652,000 people gave up looking 

for work.  

Fiscal and monetary policy is still quite expansionary, with the 

2010 Federal budget deficit forecast to hit US$1.6 trillion or 

11% of GDP.  The US Federal Reserve (the Fed) maintains 

the cash rate will remain at zero ―for an extended period‖ and 

has expanded its balance sheet by over US$2 trillion, 

supporting financial markets. Despite all this stimulus, the 

economy has only experienced modest growth, without any 

real increase in jobs, and core inflation remains benign at 

1.0%. Indeed, there is now concern the US is headed for a 

double-dip recession and the threat of deflation, if 

Government spending is reigned in and consumers continue 

to deleverage. 

 

The big picture remains that the US economy is heavily 

indebted, with US$42 trillion in debt across the private sector 

and US$10 trillion in debt across the public sector, against an 

economy worth US$14 trillion. The US has many years of low 

growth ahead as consumers reduce spending to pay down 

debt, and the government will eventually have to reduce 

spending and/or increase taxes to do the same. The IMF 

expects the US economy to grow by 3.3% over 2010. 

Europe looks decidedly weaker than the US, with growth 

expected to be minimal over 2010. The ECB seems reluctant 

to offer the same scale of monetary stimulus as the Fed, while 

Germany is reducing Government spending rather than 

increasing it. There has been considerable market focus on 

the high sovereign debt levels of Greece, with Greek 10 year 

bond yields rising to over 10% despite measures to reduce the 

budget deficit and a €110bn bailout package from the EU and 

the IMF. During the June quarter, sovereign debt concerns 

started to spread to other fiscally stretched states, including 

Portugal, Spain and Italy, forcing the EU to implement a 

€750bn stabilisation fund, guaranteed by the EU and the IMF. 

European states, including the UK, are now engaging in fiscal 

austerity measures to cut their budget deficits in half by 2013, 

which is expected to keep economic growth low. The IMF 

expects the European economy to grow by 1.0% and the UK 

economy to grow 1.2%, over 2010.  

After a dreadful 2009, the Japanese economy has bounced 

back strongly in the first half of 2010, mainly on the back of a 

recovery in net exports. However, the domestic economy 

remains soft and there are fears the economy will slip back 

into recession once global stimulus fades. The Nikkei has 

retreated 15% since the April high. 

The Bank of Japan has held the cash rate at 0.1% since 2008 

and has engaged in some quantitative easing to try and boost 

the local economy.  The new DPJ government has suffered a 

setback with the resignation of its unpopular PM Hatoyama. 

The Japanese economy desperately needs a strong leader to 

get it out of 20 years of low growth and deflation. Although 

with a public debt to GDP ratio of 220%, its options are 

limited. Deflation will probably remain as a problem for the 

Japanese economy during 2011.  The IMF expects the 

Japanese economy to grow 2.4% over 2010 but slow in 2011. 

Chinaõs strong recovery from the GFC continued in the first 

half of 2010, with the economy growing at an annualised rate 

of 12%, prompting the government to tighten credit and 

property conditions in April. There are concerns that a 2009 

lending spree has led to a property bubble in China‘s major 

cities. This could be true but Chinese authorities have greater 

direct control over the banks and the economy and may be 

able to manage the situation. China is taking steps to 

reposition the economy towards consumption, with workers‘ 

wages starting to rise and the currency recently allowed to 

appreciate. A slowdown is expected in the second half but the 

economy will still be growing strongly relative to the G7 

economies. The IMF forecasts the Chinese economy to grow 

by 10.5% over 2010.   
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 Australian Shares  
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SSoouurrccee::  LLoonnsseecc,,  DDaattaa  SSoouurrccee::  LLoonnsseecc//MMoorrnniinnggssttaarr 

Review

The Australian share market (as measured by the S&P/ ASX 

300 Accumulation Index) declined by 11.2% for the June 

quarter. Over the 12 month period ending 30 June 2010, the 

Australian share market posted a positive return of 13.1%. 

The Australian share market retreated sharply over the June 

quarter with broad based declines experienced across the 

majority of sectors. The pull back served as a reminder of the 

volatile nature of the share market and its forward looking 

nature with respect to the outlook for economic growth and for 

underlying company earnings.  

After reaching a high of close to the 5000 point mark in early 

April, the S&P/ ASX 300 was sold down heavily as investor 

sentiment turned sour. Catalysts for the market sell off 

included a number of global factors such as the ongoing 

sovereign debt issues in Europe, weaker then expected 

economic indicators out of the US and economic tightening 

measures in China.  

On the domestic front, the announcement of the proposed 

Resources Super Profits Tax (RSPT) dominated headlines 

and weighed on the market during the quarter. Company 

valuations in the resources sector were revised downwards 

as a result of the proposed tax, dragging the market lower. In 

addition, global investors viewed the uncertainty around the 

government‘s proposed tax changes as a form of ‗sovereign 

risk‘, causing the Australian market overall to be de-rated by 

offshore investors. 

The RBA raised interest rates in May to 4.5% and then 

subsequently kept rates on hold following its June meeting. 

Interest rates to borrowers are now considered to be at their 

‗average‘ levels of the past decade, which is a significant 

adjustment from the expansionary monetary policy stance 

from a year ago. Any further interest rate rises by the RBA will 

be aimed at curbing inflation, which remains at the upper 

levels of the targeted range.  

A number of companies flagged earnings downgrades ahead 

of the upcoming August 2010 reporting season, highlighting 

the risks to corporate earnings in the current environment. 

Stocks that fell into this category include Insurance Australia 

Group (IAG) and Sonic Healthcare (SHL).  There were 

however some upgrades to profit guidance, including that 

made by AGL Energy (AGK) which operates in the less 

economically sensitive utilities sector.  
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During the quarter, the major banks all provided interim 

earnings and trading updates for the period ending 31 March 

2010. The updates could be summarised as being generally 

positive about the economic outlook for Australia, however 

their outlook statements were tempered with caution. Within 

the banking sector, operating conditions are expected to 

remain challenging in the near term, due to subdued credit 

growth, higher funding costs and margin pressure. The banks 

have signalled that a full recovery from the GFC is still likely 

to take some time (highlighted by recent issues in Europe). 

Bank stocks are currently trading at levels significantly below 

previous highs. 

In other stock specific news, merger and acquisition activity 

featured in the form of Newcrest Mining‘s (NCM) takeover bid 

and merger proposal with fellow gold company Lihir Gold 

(LHG). In the Healthcare sector, Healthscope (HSP) 

shareholders were the beneficiary of a takeover bid from a 

private equity consortium, which included a revised second 

proposal to acquire the shares in the company. The HSP 

board has thus far recommended that share holders take no 

action in regard to the offer. 

In a financial update during the quarter, Fosters (FGL) 

announced that it would pursue a demerger of its beer and 

wine business into separate listed entities, subject to a further 

detailed evaluation. The market generally viewed this 

announcement as a positive in potentially unlocking value for 

shareholders given the different nature of the two businesses. 

Similarly, Orica (ORI) announced plans to demerge its 

consumer products division, namely DuluxGroup, allowing 

ORI to concentrate on its core mining services operations. 

Top Stock Performers 

Stock Quarter 2010 Return 

Eldorado Gold Corp 55.9% 

Intrepid Mines 48.5% 

OceanaGold Corp 45.0% 

Silver Lake 
Resources 43.9% 

Lihir Gold  39.0% 

Bottom Stock Performers 

Stock Quarter 2010 Return 

Rivercity Motorway -87.1% 

Isoft Group Limited -70.2% 

Elders Limited -69.9% 

Virgin Blue Holdings -59.0% 

Ausenco Limited -58.9% 

 

Sector Performance 

Given the uncertain economic environment and risks to 

company earnings, it was the more defensive sectors that 

performed best during the quarter. Conversely, those sectors 

that are more cyclical in nature and sensitive to the economic 

cycle were the worst performing during the quarter.  
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As can be seen from the chart above, the leading sector, and 

only sector to deliver a positive return over the quarter, was 

the Telecommunications sector (+6.7%). The next best 

performing sectors included Consumer Staples (-4.7%) and 

Utilities (-7.6%).  Within the Telecommunications sector, 

Telstra (TLS) contributed to most of the sector gains after it 

signed an agreement to participate in the rollout of the 

National Broadband Network (NBN).The market viewed the 

news positively, with the company share price rising by 

quarter‘s end and recovering some of the losses experienced 

over previous quarters.  

At the other end of the scale, Industrials (-19.7%), Financials 

(-14.7%), IT (-12.9%), Materials (-12.5%) and Consumer 

Discretionary (-12.4%) all posted negative returns for the 

June quarter.  

Over the course of the full financial year, the IT and Materials 

sectors performed the best, posting returns of 19.6% and 

12.8% respectively. The Telecommunications sector (-6.4%) 

and Energy Sector (-4.3%) were the two worst performing 

sectors over this period. 
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Outlook 

Lonsec has moved from a ‗Slightly Overweight‘ position to 

Australian equities to a ôNeutralõ weight. Despite valuations 

looking attractive on FY11 estimates and Australian economic 

fundamental looking sound relative to other developed 

economies, Lonsec's decreased conviction in the sector 

reflects uncertainly in several key areas. From a macro 

perspective the economic situation in Europe looks uncertain. 

Developments in Europe, and specifically the debt crisis, may 

have an impact on the cost of capital in Australia. An increase 

in the cost of capital would have a direct impact on the 

financial sector. On the domestic front, ongoing government 

intervention in sectors such as mining, healthcare and 

telecommunications has created an added layer of ambiguity 

concerning future company earnings.  

 
S&P/ASX 200 Index (AS51 Index)
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Source: Bloomberg, 25-Jun-10  

The balance of these risks suggests that a ‗Neutral‘ allocation 
to Australian shares is the most prudent approach at this point 
in time. 
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Global Shares 

MSCI World ex Aust. Accum. Index Gross Div A$ - Rolling Three Year Return to 30 June 2010 
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SSoouurrccee::  LLoonnsseecc,,  DDaattaa  SSoouurrccee::  LLoonnsseecc//MMoorrnniinnggssttaarr 

Review

The following table provides a comparison of the quarter-on-

quarter performance and highlights other periods to the end of 

June 2010: 

MSCI Indices* June 

Quarter 

2009 

June 

Quarter 

2010 

6 months 12 

months 

World ex Aust. 2.1 -4.6 -3.4 5.8 

USA 16.1 -11.2 -6.7 13.1 

Japan 20.2 -14.8 -7.5 -7.6 

Europe 15.5 -9.9 -6.7 16.6 

Asia ex Japan 24.6 -5.4 -5.0 17.6 

*All indices, except the World ex Australia, are expressed in local currency 

terms. The World ex Australia index is expressed in A$ terms. 

Global markets weakened throughout Q2-2010. Doubts surfed 

over the durability of the economic recovery which has 

sustained the global rally since March 2009, particularly in the 

US, as the ‗stimulus‘ effect recedes. 

United States 

The S&P 500 continued the positive momentum from Q1-10 to 

peak at 1,217.28 on April 23, however then tumbled to close-

off the quarter at 1,030.71 on June 30 (or down 15.3% from 

the peak). The decline was noticeably choppy. Concerns 

regarding the sustainability of the economic recovery, given 

fading Government stimulus and persistently high 

unemployment, weighed on sentiment. 

Notably, Goldman Sachs was charged on April 16 by the 

SEC, with defrauding investors. The alleged offense relates to 

Goldman Sachs‘ involvement with a structured credit 

investment. The Goldman‘s share price sank 12.8% on the 

day of the announcement and has continued to fall since.  

The 6th of May was a dramatic day for the US market, when 

the Dow plunged nearly 1,000 points in the space of 20 

minutes or so, in what‘s since been dubbed the ‗Flash Crash‘. 

While the SEC and the CTFC continue to analyse the data 

and investigate the causes, initial market reaction is that the 

culprit may have been an erroneous (‗fat finger‘) trade, hedge 

funds, automated-trading more generally, or a mix of these. 

Exchanges responded by cancelling a large number of the 

trades enacted during this period. ETFs were particularly 

affected. 
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On a more positive note, the US Treasury progressed with its 

drawdown in Citigroup during the quarter. Confirmation was 

provided after the quarter closed; however, the US 

Government‘s stake was reduced to nearly 17.6%, from 

approximately 27%. Despite much consternation when the 

Government intervened in February 2009, the US Treasury 

confirmed a gross profit of nearly US$2 billion on this 

drawdown. The US Government still maintains equity stakes 

in Citigroup, AIG, GM and Chrysler. 

Europe 

The key European markets of Germany (DAX: -3.1%), France 

(CAC40: -13.4%) and the UK (FTSE100: -13.4%) all fell 

during the quarter; however Germany was the standout 

performer. Germany, being a large manufacturing economy 

(for example, in contrast to the UK), has benefited from Euro 

weakness. German exports are now cheaper in relative terms 

compared to other manufacturers, most noticeably Japan, 

where the Yen has remained stubbornly high to the detriment 

of its export industry. 

Arguably the major news for the UK stock market in the 

quarter was the collapse of BP PLC‘s stock price on the back 

of the Gulf of Mexico oil spill, following an explosion at the 

‗Deepwater Horizon‘ Well. Notably, this is the worst oil spill in 

US history and surpasses the Exxon Valdez spill of 1989. 

Whilst the 1989 incident involved only a single tanker, the 

most recent spill remains far from resolved. The underwater 

well is uncapped, apparently unreachable, with current 

technology and continues to gush oil into the ocean. BP‘s 

price fell 50.7% since April 21, when reports first emerged of 

the incident, to the end of the quarter. The company has come 

under intense political pressure in the US and recently mooted 

potential asset sales to assist it to meet its associated 

commitments. 

Citizens in the UK went to the polls in May and although there 

was no clear winner (UK does not operate a preferential 

system like Australia), an unlikely coalition Government was 

formed between the Conservative Party (the UK‘s Liberal 

Party) and the Liberal Democrats (generally speaking, UK‘s 

Greens). The new Government wasted little time in dealing 

with the UK economy—announcing new austerity measures 

late in June, amounting to near 5.7% of GDP. 

A Greek sovereign default was avoided in May when the 

European Union announced the formation of a EUR750billion 

support package, as well as expanded availability of the 

European Central Bank balance sheet. The irony being that 

countries whose market standing had been battered following 

the Greece problems and which had their own issues to deal 

with (e.g. Portugal, Spain and Ireland), contributed funds to 

this package.  

To add insult to injury, the Greek market (AEX) ‗only‘ fell 8% 

for the quarter, whereas Spain (IBEX) was down 14.8%.  

Japan 

Japan welcomed a new Prime Minister in June, Naoto Kan, 

representing the second change to the country‘s leadership in 

less than 12 months. The last general election was held in 

August 2009. T-shirt makers have already coined a catchy 

new slogan, which borrows from Barrack Obama‘s successful 

2008 Presidential campaign: ―Yes we Kan.‖  

New leadership brings new policies—among these are higher 

taxes. In an economy that is still battling with deflation, the 

outcome undoubtedly will be watched with great interest by 

other developed economies. Not unexpectedly, the 

benchmark Nikkei 225 Index fell by 15.4% for the quarter. 

Asia 

Asian markets were mixed but largely depressed during the 

quarter. Given the potential collapse of the long standing 

armistice, and the resumption of war with North Korea; the 

KOSPI surprisingly finished the quarter flat (0.3%). India 

(SENSEX) delivered a ‗v‘ shaped ‗ride‘ for investors, up 

marginally by 0.9% for the quarter. Taiwan (TAIEX) was down 

7.5%. 

The major regional news (beyond the spectre of nuclear war), 

however, was China‘s decision in June to remove the 

Renminbi‘s peg to the USD. This has been something that the 

US has long sought in an effort to improve the price 

competitiveness of its own products and industries. Both the 

inward/mainland (CSI300) and outward (Hang Seng) markets 

were down for the quarter, albeit by markedly different 

amounts, -22.5% and -5.2% respectively. The fall in the 

mainland market was likely driven by government action to 

cool the property market and gently deflate what could be a 

potential bubble. Plans were also announced to float the 

Agricultural Bank of China (the last of China‘s big four state 

owned banks to partially list). 

Currency 

During the quarter the Australian dollar (AUD) dropped 

sharply against the USD, JPY, and GBP, depreciating by -

6.9%, -11.8%, and -6.7% respectively. Against the EUR, the 

AUD appreciated by 2.2%, although that is more an indicator 

of the depth of the continuing economic malaise facing 

European markets. Negative currency movements typically 

dampen returns for hedged AUD investors; however increase 

returns for unhedged AUD investors.  
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Over the past year the AUD‘s appreciation against the major 

currencies has been mixed, rising 21.4% and 16.3% against 

the EUR and GBP respectively, but declining 3.0% against the 

JPY. Against the USD, the AUD has appreciated by 5.0%.  

The AUD closed the quarter at US 85.32c, a sharp decline 

from US 91.58c at the end of March. After holding steady 

above the US 90c level for much of the first half of the quarter, 

resistance was finally broken in mid May. The falling AUD 

reached an 11 month low of US 80.67c on 25 May, before 

bouncing back to close the month at US 84.48c. The recovery 

continued through June, although the overriding theme for the 

quarter was of heightened volatility in currency markets with 

the AUD trading in a 12c range in May alone.   

Early support for the AUD was underpinned by the April rate 

rise by the RBA, which was accompanied by commentary 

from the RBA suggesting further rises. This was however, 

quickly overwhelmed by events in Europe. German hesitancy 

over the EC and IMF bailout of Greece, and the increasing 

likelihood of a ―double dip‖ recession in Europe saw volatility 

quickly increase and risk aversion weigh heavily on the AUD. 

A further rate rise in May and solid employment data were 

insufficient to ward off the negative impact of Europe, which 

was compounded by declines in commodity prices, oil prices, 

and global equity markets. In addition, the perceived increase 

in sovereign risk due to the proposed Resources Super Profit 

Tax (RSPT) weighed on the currency. 

The AUD was one of the more volatile of the developed 

market currencies during the quarter. Global factors continue 

to hang over the AUD, with fears of high government debt in 

Europe, weak home sales, employment data and consumer 

confidence indicators in the US, all weighing heavily on 

prospects for a global recovery. 

Exchange Rate 
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Source: IRESS/Lonsec 

Outlook 

Despite global equities looking attractive on valuations, with 

the US yield curve at low levels, Lonsec still has concerns 

about the high debt levels across the private and public 

sectors of the US, Europe and Japan. The US is expecting 

20% earnings growth over the next year, which might be a 

stretch given the slow pace of recovery in the US. Lonsec 

prefers Asian markets to that of the US and Europe, reflecting 

stronger expected growth in Asia. 

Given the continued uncertainty around global growth, Lonsec 

has maintained a ôNeutralõ allocation to global shares. 

 
MSCI World ex Australia Index (MXWOO Index)
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 Property 

 
S&P/ASX 300 Property Trust Accum. Index & UBS Global Real Estate Investors Index  

$A ð Rolling Three Year Returns to 30 June 2010 
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SSoouurrccee::  LLoonnsseecc,,  DDaattaa  SSoouurrccee::  LLoonnsseecc//MMoorrnniinnggssttaarr 

Review: A-REITs 

The S&P/ASX 300 A-REIT Accumulation Index posted a total 

return of -1.5% for the quarter to 30 June 2010, outperforming 

the broader equities market (S&P/ASX 300 Accumulation 

Index) by 9.7% 

Stock / 

Index 2009

Q1 

2010

Q2 

2010

Westfield 

Group -3.2% -3.8% -0.5%

A-REITs

9.6% -1.6% -1.5%

Australian 

Equities 37.6% 1.3% -11.2%

(Note: A-REITs: S &P/ASX 300 A-REIT Accum. 

Index ; Australian Equities: S&P/ASX 300 Accum. 

Index )
 

The A-REIT sector has polarised, with over a 100% 

performance difference between the top and bottom 

performing stocks in the 12 months to 30 June 2010.   

 

Top/Bottom 12 month (to 30 June) Total Return 
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(Source:  IRESS, Lonsec) 

It is definitely a stock pickers market, with divergence of 

performance expected to be a resounding theme.  A-REITs 

with robust capital structures will be able to fund earnings 

accretive acquisitions. After a spate of capital raisings, 

reduced payout ratios, and a bottoming out of valuations in 

the sector, the emphasis on the downside of balance sheet 

pressure and liquidity metrics has begun to fade for most 

REITs.   
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The following table provides a summary of the estimated 

valuation of the A-REIT sector as at 31 May 2010: 

A-REIT Sector Metrics 

Discount to NPV -5.4% 

Discount to NAV -7.3% 

Sector FY10 PER   14.1x 

Sector weighted average gearing  31.5% 

(Source: JP Morgan)  

 

Outlook: Australian REITs 

Capital values for a composite of Australian property sectors 

fell 9% over calendar 2009. Capitalisation rates of commercial 

property markets now appear to have stabilised.  

After a spate of capital raisings, reduced payout ratios, and a 

bottoming out of valuations in the sector, the emphasis on the 

downside of balance sheet pressure and liquidity metrics has 

begun to fade for most A-REITs.  The sector has cleaned 

itself up, with gearing at all time lows.  In a market which has 

seen a number of earnings downgrades in the broader 

equities market, A-REITs have tended to shine.   

A key concern, however, is that the sector will contract, before 

it ‗expands‘ into a truly diversified exposure to Australian 

listed property.  

A number of Initial Public Offerings (IPOs) scheduled have 

since been scrapped (e.g. Investa), simply because they 

cannot list at a discount to Net Tangible Assets (NTA) given 

the costs involved in listing.  The sector is still trading at a 

significant discount to NTA, compared to a 10 year average of 

a 22% premium. This shows both the extent of the current 

recovery, but also the fact that there is a long way to go 

before it gets back to normalised levels. 

The dilutive capital raisings that plagued the sector last year 

mean that earnings growth will be minimal at best, with no 

growth forecast for FY11.  Nonetheless, A-REITs are finally 

reverting to what they used to be – predictably ‗boring‘ listed 

Australian property vehicles, with steady yields and a low 

correlation to the broader market 

An allocation to property is likely to provide a good hedge 

against inflation.  

A-REITs look attractive relative to global REITs on valuations. 

The domestic REIT sector has largely repaired its balance 

sheets, with fundamentals looking sound.  

Lonsec has moved to a ôSlightly Overweightõ allocation to 

domestic REITs. Given that yield growth is not expected until 

2011, due to dilution of holdings due to capital raisings, the  

move to ‗Slightly Overweight‘ is considered a longer term 

play. Domestic REITs are expected to provide a relatively 

more ‗defensive‘ growth allocation than equities at this point in 

time. 

Review: Global REITs 

While European sovereign debt issues have seen global 

property securities markets come off slightly in recent months, 

the sector has still delivered absolute returns of in excess of 

80% (in local currency terms) since early March 2009. 

After the market bottoms of early March 2009, recent rallies 

have been strongest in markets which carried the most 

leverage (i.e. USA, Australia, UK and Europe).  These regions 

were the hardest hit during the credit crunch, so their 

rebounds came from a very low base.  It is also worth noting 

that these regions have actually significantly underperformed 

markets in developing Asian regions over a longer time-

frame.  This was largely because balance sheets were a 

strong focus for Asian property companies in the wake of the 

1997 Asian Financial Crisis. 

So far in 2010, the US property market has led all major 

global property markets.  In the other major global property 

markets, Europe and the UK have declined the most so far in 

2010, with these markets having been heavily impacted by 

sovereign debt issues.  Markets in Australia and Asia have 

remained relatively steady to date in 2010. 

Based on information received from various fund managers 

and brokers, Lonsec believes that the global listed property 

sector now sits at slightly below fair value relative to its Net 

Asset Value (NAV).  The chart below shows estimates by 

UBS of the Premium/Discount to NAV of the UBS Global 

Index since 1990. 

UBS Global Index Premium/Discount to NAV 

 

At current price levels, global property securities are expected 

to deliver a sector yield of around 4%.  Major property 

markets across Asia and Europe are now trading at significant 

discounts to NAV.  By contrast, the US REIT market is now 

trading at a 10.5% premium to NAV.  While this may indicate 

that Asian and European regions offer better relative value, it 

could also reflect different growth expectations across global 

markets.   
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Outlook: Global REITs 

While direct real estate markets now look reasonably cheap 

by historical standards (particularly when compared to debt 

markets), global listed property markets have already priced 

in significant upside to valuations.  Given the strong recent 

rally in all global property securities markets, stocks appear to 

be reasonably fairly valued and Lonsec recommends a 

ôNeutralõ weight be maintained. 

Recent recapitalisations have de-leveraged the sector and 

physical real estate markets appear to have now steadied.  

As such, the risk profile of the global property securities 

sector has decreased materially over the last three years and 

investment returns are likely to be less volatile going forward. 

 

 

While transactional activity of physical assets has increased 

in recent months, activity is still well down from the peak in 

2007.  Given this, there still remains some apprehension 

regarding the ‗true‘ value of direct real estate assets. 

It is worth noting that, in previous economic cycles, the 

recovery of direct real estate markets has been somewhat 

slower than is currently being expected by prices in listed 

markets. 

With banks seeming to be growing in confidence and the 

availability of credit easing somewhat, it is becoming less 

likely that lenders will end up having to force highly impaired 

property owners to sell assets at large discounts to valuation. 

.
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Fixed Interest & Cash 

 
Fixed Interest and Cash ð Rolling Three Year Returns to 30 June 2010 
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SSoouurrccee::  LLoonnsseecc,,  DDaattaa  SSoouurrccee::  LLoonnsseecc//MMoorrnniinnggssttaarr 

 

Review: Cash 

The RBA remains one of the only central banks in the world to 

have removed the ‗emergency‘ rate cuts put in place during 

the depths of the GFC. Having finished 2009 at 3.75%, the 

RBA paused in February, but raised rates by 25bps in March, 

April and May, to be 4.5% at the time of writing.  

 
Chart Source: RBA Chart Pack July 2010 

 

 

 

Review: Australian and International Fixed Interest 

 
Source: RBA Chart Pack July 2010 

 

US Government bonds rallied strongly during the quarter, with 

10 year bond yields rallying over 100bps from a peak of 

almost 4% to a touch under 3%.  This was driven by a flight to 

‗quality‘ as the crisis in Europe deepened.  Australian 

Government 10 year bonds did not rally to the same extent as 

the US and closed the quarter 70bps lower, at 5.09%.   
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The following chart shows the movement in benchmark yield 
for US and Australian 10 year bonds during the June quarter. 

 
 

 Australia 
(% p.a.) 

United 
States (% 

p.a.) 

Differential 
(% p.a.) 

30 June 2010 5.09 2.93 2.16 

31 March 2010 5.78 3.86 1.92 

31 December 
2009 5.64 3.80 1.84 

30 September 
2009 

5.44 3.31 2.13 

30 June 2009 5.52 3.54 1.98 

Sentiment has shifted dramatically from the beginning of 

2010, from talk of how central banks may withdraw the 

quantitative easing measures implemented during the depths 

the 2008 crisis, to talk of QEII (a second round of quantitative 

easing measures).  

The bond markets are undergoing a period of great volatility 

and great change.  The debt problem of 2008 has not been 

solved, it has merely shifted from the private sector to the 

public sector.  Similarly, sovereign (or government) risk is front 

of mind.  Historically, sovereign risk of developed economies 

was considered a ‗floor‘ in ratings methodology – 

governments could tax their residents (including Corporates) 

and Corporates operated mostly within their economies.  

Nowadays however, the credit risk of sovereigns has been 

called into question (most notably with Greece) and 

Corporates, with broad global reach and well diversified 

revenue streams, are actually considered better credit risk.  

An example of this is Berkshire Hathaway, which can borrow 

more cheaply than the US Treasury or the ―short Obama, long 

Omaha‖ trade.  

Some highlights: 

Apri l  

Á Euro member states agreed to provide €45bn in 
financial assistance to Greece 

Á Volatility returned to July 2007 levels (VIX 15) 

Á SEC levies a civil fraud charge against Goldman 
Sachs relating to marketing a CDO tied to subprime 

mortgages.  (Basis Capital subsequently lodges a 
claim against Goldman Sachs regarding a similar 
CDO). 

Á S&P lowered ratings on Greece to sub investment 
grade 

Á S&P lowered ratings on the Republic of Portugal to A- 
from A+ 

May 

Á Ongoing concerns about Sovereign stability prompted 
three separate IMF/EU bailout packages. Massive 
ECB intervention in increasingly fragile markets  

Á Germany announces ‗naked short selling ban‘ on 
Eurozone government bonds and a ban on 
transactions of credit default swaps CDS linked to 
euro government debt. 

Á Increased regulation of the US Financial system with 
the passing of Dodd‘s bill in the Senate. 

Á Both Moody‘s and S&P report falls in speculative 
grade default levels. 

Á Fitch downgrade Spain from AAA to AA+ 

Á Volatility reaches highest level since April 2009 (VIX > 
40) 

June 

Á US employment and retail sales data weaker than 
expected 

Á Moody‘s downgrades Greece to sub-investment grade 
– this second agency downgrade means Greek bonds 
are dropped from the Barclays Capital Aggregate 
Indices at the end of June. 

Á EU commits to publishing stress test results 
conducted on Europe‘s 25 largest banks 

Á Basel III reforms delayed further 

Á Moody‘s places Spain‘s credit rating on review for 
possible downgrade. 

Á At the G20 summit in Toronto on June 26/27 leaders 
agreed to cut Government deficits by at least half by 
2013 and to stabilise debt/GDP ratios by 2016. 

The Australian Bond market piggybacked on a ‗flight to quality‘ 

rally in US bonds during the June quarter.  The Australian 

bond market as measured by the UBS Composite Bond Index, 

returned 3.6% for the quarter and 7.9% for the year ending 30 

June 2010.  Longer dated government bonds outpaced 

corporate bonds as credit markets sold off on the European 

volatility and concerns around European banks exposure and 

potential knock on effects.   
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Global Fixed Interest performed better still, returning 3.3 % for 

the quarter and 11.5% for the financial year ending June 

2010, as measured by the Barclays Capital Global Aggregate 

Bond Index (Hedged). 

 

Yield curves in Australia and the US have flattened as long 

bonds rallied. ‗Normal‘ or steep yield curves are an indication 

that markets expect rises in interest rates, though the 

information on the timing of such actions is less clear. The US 

is yet to raise interest rates from the current 0-0.25% range. In 

contrast, the Australian markets are grappling with the 

possibility that the ‗new neutral‘ cash rate is lower, because 

the banks are passing on their higher funding costs to the 

broader economy. 

Credit Markets 

The credit markets gave up some of their recent gains during 

the June quarter as can be seen from the chart below. The 

pull back in credit market was largely attributed to systemic 

concerns (i.e. European volatility and concerns about 

European bank exposures to peripheral Europe).  

Fundamentally, corporate default rates appear to have peaked 

and have started to fall.  Credit spreads had a significant rally 

in 2009 so it‘s perhaps not unreasonable to expect something 

of a pull back, but in the second quarter the market‘s focus 

shifted from improving fundamentals to renewed concerns 

over systemic risk and the possibility of a developed economy 

‗double dip‘.  The pull back in credit spreads has had greater 

impact on floating rate securities. Fixed rate bonds‘ absolute 

levels of yields have actually fallen. While credit spreads have 

widened, fixed rate bond yields have rallied. 

 
 

Fixed Interest Outlook 

Within ‗defensive‘ assets, Lonsec continues to favour Cash 

over Fixed Interest assets, particularly given the current 

attractive term deposit rates currently on offer. In terms of 

Fixed Interest, the bias to Australia was increased, with 

Australian Fixed Interest moved to ôNeutralõ from ôSlightly 

Underweightõ and International Fixed Interest shifted to ôVery 

Underweightõ from ôUnderweightõ. Lonsec continues to 

believe there remains better value in Australia when 

compared to International Fixed Interest, given the interest 

rate differentials and the fact that Australia is potentially 

nearing the end of its tightening cycle. Many other developed 

economies do not seem close to commencing tightening yet. 

Yields for global bonds range from 3.5% to 4.0% on most 

major global 10-year bond issues. The return seems 

inadequate given the supply of bond issues is expected to 

increase significantly as G20 governments begin to issue debt 

to finance growing budget deficits.    
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