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imtloy Fdels The recent combination of weak economic data and a dismal reporting season has
focused attention back on the Australian market, and valuations in particular.
Pressures on the economy may not improve, as further weakness in housing
construction appears on the horizon.

The challenge for the stock market is that this is occurring at a time where investors
are being compelled into equities due to low expected returns in other asset
classes. This has pushed overall market valuations to the high end of recent
historical ranges. This is most extreme amongst growth stocks, where valuations are
now around the same level as the height of the tech bubble. Stretched valuations
are now also apparent in small caps and bank stocks.
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Some pockets of value

This raises the question of whether there are any pockets of value. Our first
observation is that Australia is more overvalued than other markets and more value
can be found offshore, for example, in Europe.

Within the Australian market, as we trawl through various stocks and sectors, a
couple of areas have started to appear cheap. The first is the stocks with offshore
earnings, particularly those in the industrials sector (Ansell, Brambles, Aristocrat
Leisure, Amcor, Reliance Worldwide ) and financials (Macquarie Group and
Computershare). These companies have performed very well over the past five
years as the global economy performed better than the local economy, however the
global weakness over the past year has caused a derating.

A second area where the rerating has not been as extreme is in the real estate
investment trusts (REITs). While REIT valuations have increased, this has not been as
large as expected, given the general rush into yield stocks. The retail REITs in
particular have been left behind, based on concerns over the general retail
environment.
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Pockets of value

The recent combination of weak economic data and a
dismal reporting season has focused attention back on the
Australian market, and valuations in particular.

Recent gross domestic product (GDP) data show that the
Australian economy is running at close to stall speed.
Overall GDP growth is now the weakest since the global
financial crisis (GFC) and, were it not for a big jump in
exports due to the high iron ore price and strong
government spending, the results would have been worse.
It would not take much to tip the economy into recession
from here, and this is clearly entertaining the mind of
Reserve Bank of Australia (RBA) Governor Philip Lowe with
his recent unprecedented media campaign to encourage
the government to raise spending.
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This weakness translated directly into the reporting
season which, measured by the extent of downgrades to
profit forecasts, was also the worst since the GFC.

ASX 200 EPS Forecast Changes During Reporting Season
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Governor Lowe’s concerns may be based on some
ominous signs from the housing industry. Even though
home sales are starting to pick up, housing construction is
likely to deteriorate further. Housing construction matters
more for the economy than housing sales because of the
impact on employment, and the problem is that
construction indicators are pointing to more weakness.
Construction scandals in Sydney and Melbourne will play a
major role here — at a minimum these will delay the next
round of approvals and add to the cost of building. The
challenge for Dr Lowe is that if interest rate cuts will not
boost construction, they will add to housing demand and
not supply and may therefore just push up prices.

Added to this is the problem that the public infrastructure
boom is now well advanced. Although total spending on
infrastructure is expected to remain strong over the
coming decade, a lack of shovel-ready projects means
there are now as many projects finishing as starting. This
means that this sector may not soak up jobs lost in the
housing sector in the near term.
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The best hope for the economy is that tax rebates will
boost the consumer side, but with half of the refunds
already distributed in July and August, there is little
evidence of a significant effect.
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Where has all the money gone?

The challenge for the stock market is that this is occurring
at a time where investors are being compelled into
equities due to low expected returns in other asset
classes. This has pushed overall market valuations to the
high end of recent historical ranges.

ASX 200 Valuations
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While this chart may look uncomfortable, a deeper dive
shows that valuations are even more extreme in some
sectors. The most stretched is ‘growth’ stocks, which in
the Australian case is mostly healthcare and IT companies.
Australian investors have been squeezed into fewer and
fewer ‘good’ stocks as more companies have been
affected by weak macroeconomic conditions. This means
that valuations in these stocks have been pushed higher
and higher. It is remarkable that the current collection of
growth stocks are almost as expensive as their equivalents
were at the height of the tech bubble in 1999 — a period
we now look back on as almost the definition of a bubble.
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Another way to see this is to look at the Australian market
excluding financials and resources, which we call the ‘core’
market in the chart below. Financials have been affected
by the Royal Commission and resources are trading at low
multiples because they are close to peak earnings. The
core market is now trading at a price to earnings ratio (PE)
of above 24x, which is well in excess of historical norms.

Australia Core Market Forward PE
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The search for good ideas has also pushed into the smaller
end of the market. Small caps have traditionally traded at
discounts to large caps, reflecting the greater risk normally
associated with smaller firms. However, small caps are
now trading at a significant valuation premium to large
caps in the industrial sector.

Small vs Large Cap Industrials Valuation
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More recently the search for relative value has even taken
investors back to the banking sector. Since the federal
election, the forward PE of the banks has jumped up to
around 14x earnings, with CBA closer to 16x. This is very
different to the performance of banks around the rest of
the world, where the collapse in interest rates has seen
banks largely abandoned by investors. This is apparent
from the wide valuation gap between US and Australian
banks in the chart below.

US and Australian Financials
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Is there any good news?

This raises the question of whether there are any pockets
of value. Our first observation is that Australia is more
overvalued than other markets and more value can be
found offshore, for example in Europe.

Within the Australian market — as we trawl through
various stocks and sectors — a couple of areas have
started to appear cheap. The first is the stocks with
offshore earnings; companies that have successfully
developed offshore growth strategies in the industrials
sector (ANN, BXB, ALL, AMC, RWC) and financials (MQG,
CPU).
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These companies have performed very well over the past
five years as the global economy performed better than
the local economy. However, with the exception of the
healthcare companies, the global weakness over the past

VIEW FROM THE OUTER September 2019

il
m

44

+
%;
L
)
—

EVANS &
PARTNERS

year has seen a derating of these stocks and the industrial
companies in particular.

This is one interesting area because, assuming we are
correct that the global economy does not enter recession
next year, better conditions should see these companies
recover over the next year.

A second area where the rerating has not been as extreme
as in other sectors is for REITs. While REIT valuations have
increased, as shown by the fall in the dividend yield in the
chart below, this has not been as large as expected given
the general rush into yield stocks. The retail REITs in
particular have been left behind, based on concerns over
the broader retail environment.

Australian REIT
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DISCLAIMER, WARNING AND DISCLOSURES

This document is provided by Evans and Partners Pty Limited (ABN 85 125 338 785), holder of AFSL 318075 (Evans and
Partners). The Financial Services Guide of Evans and Partners Pty Ltd contains important information about the services
we offer, how we and our associates are paid, and any potential conflicts of interest that we may have. A copy of the
Financial Services Guide is available on our website at www.evansandpartners.com.au or by using the following link (EAP
FSG).

Please refer to the document entitled ‘Research Conflicts of Interest Disclosure’ available for download from the
Important Disclosures section of our website (eandp.com.au).

The information is general advice only and does not take into consideration an investor’s objectives, financial situation or
needs. Before acting on the advice, investors should consider the appropriateness of the advice, having regard to the
investor’s objectives, financial situation and needs. If the advice relates to a financial product that is the subject of a
Product Disclosure Statement (e.g. unlisted managed funds) or offer document investors should obtain the relevant offer
document and consider it before making any decision about whether to acquire the product.

The material contained in this document is for information purposes only and does not constitute an offer,
solicitation or recommendation with respect to the purchase or sale of securities. It should not be regarded by
recipients as a substitute for the exercise of their own judgment. Investors should be aware that past performance
is not an infallible indicator of future performance and future returns are not guaranteed. Any forward-looking
statements are based on current expectations at the time of writing. No assurance can be given that such
expectations will prove to be correct.

Any opinions and/or recommendations expressed in this material are subject to change without notice and Evans
and Partners is not under any obligation to update or keep current the information contained herein. References
made to third parties are based on information believed to be reliable but are not guaranteed as being accurate.

This document is provided to the recipient only and is not to be distributed to third parties without the prior
consent of Evans and Partners.

EVANS AND PARTNERS DISCLOSURE OF INTERESTS

Evans and Partners and its respective officers and associates may have an interest in the securities or derivatives of
any entities referred to in this material. Evans and Partners does, and seeks to do, business with companies that are
the subject of its research reports.

Evans Dixon Corporate Advisory Pty Limited (ABN 21 137 980 520), holder of AFSL 338885, a related party of Evans
and Partners, has arranged, managed or co-managed an offering of securities of the Commonwealth Bank of
Australia (CBA) and Macquarie Group Ltd. (MQG) or its affiliates in the past 12 months, for which it received a fee.

AUTHOR CERTIFICATION

I, Tim Rocks, hereby certify that: all views expressed in this publication reflect my personal views about the subject
theme and/or relevant company securities, and no attempt has been made by any other person to influence the
views or themes contained within; and | am not in receipt of inside information and this publication does not
contain any inside information. | also certify that no part of my compensation was, is, or will be, directly or
indirectly, related to the specific recommendations or views expressed in this report.

AUTHOR DISCLOSURE OF INTEREST

I, Tim Rocks, and/or entities in which | have a pecuniary interest, have an exposure to the following securities
and/or managed products: Aberdeen Emerging Opportunities Fund, AMP Cap Core Property Fund, AMP Capital
Corporate Bond Fund, BlackRock Multi Opportunity Absolute Return, Fidelity Australian Equities Fund, Grant Samuel
Epoch Global Equity Share Yield Fund, IFP Global Franchise Fund, Macquarie High Conviction Fund, Plato Australian
Shares Income Fund, RARE Infrastructure Value Fund, Schroder Fixed Income Fund WS Class, T. Rowe Price Global
Equity Fund, Winton Global Alpha Fund, Betashares Commodity ETF and Westpac BlueChip 20 (a Separately
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Managed Account applying a model portfolio which seeks to match the return of the S&P ASX 20 Accumulation
Index).

DISCLAIMER

Except for any liability which cannot be excluded, Evans and Partners, its directors, employees and agents accept no
liability or responsibility whatsoever for any loss or damage of any kind, direct or indirect, arising out of the use of
all or any part of this material. All information is correct at the time of publication; additional information may be
available upon request.
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