From the desk of Paul Taylor 

Equity market volatility

November 2018

Sydney and Melbourne appear fundamentally over-valued,
the rest of the country’s residential house prices seem
within reasonable bounds.

I always think of periods of market volatility as manageable
brush fires: while still causing market nervousness, they’re
actually better for the long-term market structure as they
lower the risk of a serious bush fire.

The US/China trade war remains a concern as it has
the potential to reduce global GDP by as much as 1% if
things deteriorate further. While negative for markets, it’s
unlikely, however, that this would cause a major downturn
in its own right.

For the Australian market, the latest ‘brush fires’ were
the result of market nervousness around residential
housing prices, a possible trade war between China
and the US, and rising interest rates. If we dig a little
deeper, however, these factors are unlikely to cause a
major downturn and the Australian market remains well
positioned to weather a global slowdown.

The most significant threat to markets is a higher interest
rate environment. Interest rates bottomed in mid-2016
(measured by the 10-year US Government bond rate) and
have been heading up as rates normalise. While higher
rates are bad for fixed income, the impacts on equity
markets are more nuanced. In the early stages of rising
rates, equity markets typically continue to perform well as
the market focuses on the positive aspects of why they’re
going up such as higher growth and inflation. Higher
interest rates should have limited impact in the short term
but remain a longer-term concern.

Residential house prices, particularly in Sydney and
Melbourne, are fundamentally overvalued but there don’t
appear to be any short-term catalysts that would cause a
major market downturn. Catalysts could be higher interest
rates, major structural changes or higher unemployment –
all of which are possible but unlikely to be sufficient
enough to cause a major problem. In addition, while

Chart 1: Where are we in the cycle? The largest declines of the All Ordinaries Index since 1929
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Market valuation also seems reasonable. The Australian
equity market is currently valued around long-run average
valuation levels (15x –16x price/earnings ratio and 4.5% – 5%
dividend yield).1 While valuations are around average
levels, earnings quality is currently much better (strong
balance sheets and low gearing) and interest rates are
much lower. Low interest rates and high-quality earnings
should lead to much higher valuations. In addition, as
Chart 1 shows, in capital terms, the Australian equity
market is still not back to its previous peak in 2007,
indicating the underlying value in the market.
While the Australian equity market appears good absolute
value, it’s a stand-out in terms of relative value against
other asset classes such as cash and bonds, due to
earnings and dividend yield.
Periods of market volatility cause nervousness in the short
term, but I believe they’re actually a positive occurrence
for the market in the long term, as they lower the risk of a
larger flare-up.
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