FOR SOPHISTICATED
INVESTORS ONLY

8 September 2020

By Bradley Potter

AUSTRALIAN EQUITＹ MONTHLY
August 2020

Market commentary
The S&P/ASX 200 Accumulation Index returned 2.8% during the month. Australian equities lagged most developed markets in
August. In major global developed markets the US S&P 500 was up 7.2%, Japan’s Nikkei 225 was up 6.6%, the DJ Euro Stoxx 50
was up 4.5%, while the UK’s FTSE 100 was up 1.8%.
The Reserve Bank of Australia (RBA) reaffirmed its commitment to support the financial system through a historically low cash
rate of 0.25% and yield curve control to keep 3 year bonds at 0.25%. The RBA also announced it is extending the Term Funding
Facility in both size and duration. These measures are intended to keep funding costs low and sustain credit availability.
Domestic economic data releases were brighter in August. Employment rose by 114,700 positions in July, exceeding market
expectations. The unemployment rate rose to 7.5%, which was also better than feared, however this was the highest jobless rate
since November 1998. The NAB Survey of Business Conditions continued to rebound in July, turning positive at +3 points, with
business confidence remains weak at -14. Retail sales were up 2.7%. National CoreLogic dwelling prices continued to fall in
August, ending the month down 0.4%.
Overall the August reporting season was better than feared, with a number of stocks showing surprising resilience during the
COVID-19 crisis. There were generally more beats than misses and cash flow was strong. Stocks that showed resilience were
largely in the consumer staples, building materials, discretionary retail, gaming, general industrials and insurance sectors.
Overall FY21 EPS was revised downwards, with downward revisions primarily in the industrials and financials, while resources saw
positive EPS revisions thanks to rising iron ore and copper prices. Some of the negatives to come out of reporting season were
that approximately one third of stocks have withdrawn guidance and 60% of stocks have cut or suspended their dividend.
Sector returns were mostly positive in August. The best performing sectors were information technology (15.5%), consumer
discretionary (8.7%) and real estate (7.5%). These were followed by industrials (4.6%), healthcare (4.0%) and energy (3.4%) which
also outperformed the broader market. Sectors that lagged included materials (1.2%), financials (1.0%), consumer staples (-0.4%)
and communication services (-3.8%). Utilities (-4.8%) was the worst performing sector.
The information technology sector continued its recent outperformance, following the lead of global IT stocks. Afterpay (33.4%)
continued its ascent, while Xero (12.3%) and Wisetech Global (36.5%) also significantly outperformed.
The consumer discretionary sector also outperformed during August. Aristocrat Leisure (8.4%), Wesfarmers (4.1%) and IDP
Education (50.9%) were the key drivers of sector performance.
The real estate sector also outperformed the broader market, despite the challenges of COVID-19. Key contributors included
Goodman Group (8.2%), Stockland (24.1%) and Scentre Group (10.8%). Stockland was the best performing real estate stock
during the month, having reported strong residential sales in June and July.
The consumer staples sector lagged the broader market. It was dragged into negative territory by A2 Milk Company (-11.8%),
Treasury Wine Estates (-14.4%) and Coles (-0.9%). Treasury Wine Estates was negatively impacted by an announcement from
China that they are launching an anti-dumping investigation of imported wine from Australia.
The communication services sector underperformed. Sector heavyweight Telstra (-11.3%) was the key driver of
underperformance. Despite meeting expectations on sales and profit, Telstra underperformed due to a lowering of expected
rates of return which puts greater pressure on management to reduce costs to maintain future dividends.
The utilities sector was the worst performer in August. Sector heavyweights AGL (-7.9%) and APA Group (-5.2%) were the main
detractors. APA disappointed the market after marginally missing its initial guidance, due to issues around the Orbost Gas
Processing plant, which was meant to be up and running mid-FY20 but is now expected to be fully up and running by the end of
FY21.
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Market outlook
During the August reporting season, most companies were impacted by COVID-19 in some way; however, a range of companies
have performed well ahead of pre-COVID expectations whereas others have experienced disastrous impacts. E-commerce and
some retailers for example, have had extraordinary results given the various stages of lockdowns, reduced avenues to spend and
government wage stimulus. Caution is warranted in capitalising this increase as the economy moves back to a more normal level.
However, there is no doubt that some companies will be lasting beneficiaries of this economic shock with potential changes in
consumer and business habits.
Preservation of cashflow was evident in tighter control of working capital, with many companies reducing inventories and
extending payables. There were also many instances of discretionary capital expenditure being put on hold. Many companies
have deferred, reduced, or cancelled their dividend.
The FY21 earnings outlook deteriorated with only 23% of companies upgrading, whereas 40% downgraded. Materials provided
the highest number of upgrades due to resource based names which benefitted from a weaker US dollar and the prospects of a
recovery in the global economy.
Weak results were not necessarily met with the typical sell-off as the market seemed to look through the near-term COVID-19
weakness. There were a large number and quantum of “one-offs” during the month, typically an asset write-down, and as such,
they were non-cash in nature. This rebasing has the impact of enhancing future reported earnings and apparent forward earnings
growth—with little influence on cash generation. We last saw such a large increase in one-offs in the GFC.
While the ongoing global COVID-19 situation and ensuing uncertainty makes forecasting difficult, we continue to reassess our
earnings estimates. This includes reviewing short-term earnings and implications for dividends and balance sheet risk, as well as
long-term earnings, which has implications for valuations. As well as assessing the risks associated with stocks in the portfolio
currently, we are also actively assessing opportunities thrown up by any aggressive and, in some instances, indiscriminate selloffs.
Economic shocks like we are currently experiencing typically result in social and economic adjustments. Ultimately the impact on
long-term earnings estimates and valuations will be a function of the depth, duration and damage inflicted during this period of
enforced subdued activity. Some of the more obvious potential transformations include: 1. employees working from home for all
or part of the week; 2. office space required may be less, given the work from home theme; 3. reduction in the use of public
transport and more car travel; 4. business travel may reduce given the improving technology and thus more use of virtual
meetings; 5. e-commerce and omni-channel retail has had an accelerated shift in market share; and 6. low interest rates and
government stimulus have been surprisingly positive for housing with early signs of increased interest in moving away from the
inner CBD suburbs. It is still too early to be confident that these adjustments will be longstanding or perhaps just a one-off. As
such, the Nikko AM team will invest significant time post the reporting season looking to identify and thus appropriately value
any of the structural winners and losers.
The combination of extreme positioning and valuation differentials that are still evident always provides strong forces when the
market reverses. Recessions are typically the catalyst for style leadership to change and our expectation is for history to repeat
with value outperforming—particularly when the world becomes less sensitive to the COVID-19 situation via a vaccination or
therapeutic solution. Like other large market corrections, it is always difficult to pick the bottom and thus rotating slowly into
some of the beaten down value names funded by reducing and exiting the outperformers is an approach that we have found has
worked well in these type of markets.
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Important Information
This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution only under such circumstances as may be
permitted by applicable laws. This document does not constitute personal investment advice or a personal recommendation and it does not consider in any way
the objectives, financial situation or needs of any recipients. All recipients are recommended to consult with their independent tax, financial and legal advisers
prior to any investment. This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any
investments or participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not been
independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or liability for the accuracy or
completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or prospects contained within this document.
This document should not be regarded by recipients as a substitute for the exercise of their own judgment. Opinions stated in this document may change without
notice. In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of future
performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal investment. The mention of
individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or sell.
Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided that nothing herein
excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements. All information contained in this document is solely for the
attention and use of the intended recipients. Any use beyond that intended by Nikko AM is strictly prohibited.
Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it intended for
distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers Association.
United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the purposes of the Financial Services
and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at professional clients as defined in the FCA
Handbook of Rules and Guidance.
United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution of a Fund in the
United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset Management Americas, Inc. is a United
States Registered Investment Adviser.
Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and intermediaries only. Nikko
Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.
Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries only. The contents
of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong Kong. Nikko Asset Management Hong
Kong Limited is a licensed corporation in Hong Kong.
Australia: This document is issued in Australia by Nikko AM Limited (ABN 99 003 376 252, AFSL 237563). It is for the use of wholesale clients, researchers, licensed
financial advisers and their authorised representatives only.
New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It is for the use of
wholesale clients, researchers, licensed financial advisers and their authorised representatives only.
Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer to the public to
purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee only and must not be passed to, issued
to, or shown to the public generally.
Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the Kuwaiti Capital
Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private placement or public offering is,
therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No private or public offering of the Strategy is being
made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in Kuwait. No marketing or solicitation or inducement activities are being
used to offer or market the Strategy in Kuwait.
Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and regulated by the
Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).
This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever
without a prior written permission from Nikko AME.
This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or appropriateness of the
subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial promotion and that person will not therefore benefit from any protections that would be available
to such clients.
Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any time make
purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or have provided significant
advice or investment services in any investments referred to in this document or in related investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available to Nikko AME because of regulations or internal procedure is not
reflected in this document. The investments mentioned in this document may not be eligible for sale in some states or countries, and they may not be suitable for
all types of investors.
Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by the Commercial
companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an offer to sell, or the solicitation of
any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive Regulations to the Capital Market law (issued by
Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of whatsoever nature within the territory of the Sultanate of Oman.
Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an independent investigation
of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and should not be reproduced, redistributed, or
sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever without a prior written permission from Nikko Asset
Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction and any inquiries regarding the Strategies should be made to Nikko
AME.
United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to constitute, a public
offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being offered to a limited number of
investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in an investment in such Strategy, and (b) upon
their specific request. The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should not be given
or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration thereof).
No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.
Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be construed as, an
offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of any person to acquire any
financial investment product or service. The offering and sale of any financial investment product is subject to the applicable regulations of the Republic of Korea.
Any interests in a fund or collective investment scheme shall be sold after such fund is registered under the private placement registration regime in accordance
with the applicable regulations of the Republic of Korea, and the offering of such registered fund shall be conducted only through a locally licensed distributor.

en.nikkoam.com

3

