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August was a negative month for the Australian share market, with the All Ordinaries Index (Australia’s largest 500 listed 
companies) falling 2.9% or 198 points to close at 6,698 points.  This resulted in the share market gains of July being 
unwound.  However, September has started positively, up 1.18% thus far.  In effect, this represents the gains for our 
share market for the finanical year to date.  With the inclusion of dividends, our share market has returned 2.2% thus far 
for the financial year. 
 
This is a commendable effort by our share market given the lackluster reporting season for the prior financial year we 
have just experienced.   More than half of Australia’s largest 100 companies provided materially negative earnings 
revisions during the year.  The extent of downwards revisions over the last 12 months by various sectors of the economy 
is summarised in the chart below from JP Morgan.  
 

 
 
With this year’s earnings guidance lackluster at best, it appears that corporate Australia’s goal for the current financial 
year will be to cling to existing profit levels. 
 
With the economy flat-lining and with interest rates ultra-low and predicted to slide even lower, this has resulted in 
many larger listed companies that have reported profit growth and are expected to generate even just modest capital 
growth going forward, being hansomely (read ‘excessively’) rewarded by investors.  The result being record high 
valuations for such companies. 
 
 



 

Three companies that spring to mind that feature in portfolios are Woolworths, Sonic Healthcare and Medibank Private.  
As per the table below, these companies are expected (according to our Morningstar research) to average an increase in 
profit on an earnings per share basis of just 2.58% per annum over the next two years.  Despite this, they are trading on 
forecast average Price to Earnings (PE) ratios of 23.7 times (X) and dividend yield of 3.26% for the 2020 financial year.   
 

 
 
We would argue that ‘normally’ a business with growth prospects not much better than inflation would be on a PE 
multiple in the low teens and dividend yield of at least 5%.  That these companies are trading at such elevated levels (we 
view all three at least 20% overpriced) shows the premium the market is willing to assign towards businesses ‘perceived’ 
as being defensive.  It also highlights the limited opportunites available for investors, largely due to interest rates being 
so low. 
 
However, also of note are the relatively lower valuations placed on companies that have not performed well over the 
prior 12 months; particularly those businesses perceived as ‘cyclical’, ‘boring’, ‘old world’ or ‘value’ orientated.  Three 
such examples that feature within our portfolios are Nufarm, Boral and Challenger.   
 

 
 



 

All three have had profit falls for the financial year just gone and this has resulted in share prices being punished.  
However, the result is that the average forecast PE for 2020 for these businesses is a more sensible 11.9X and forecast 
dividend yield of 3.76%.   We don’t find these valuations as excessive and each business will have the opportunity in time 
to again grow profits, particularly if overall economic activity picks up.  
 
It would appear the market is starting to share our view.  Fashionable ‘defensive’ shares such as Woolworths, Sonic and 
Medibank have seen their share prices fall in September while, conversely, more cyclical shares like Nufarm, Boral and 
Challenger have started to see a belated recovery from recent share price lows.  The Woolworths and Nufarm share price 
graphs below illustrate this.   
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Share market investors are faced with a real dilemma at the current time with options broadly as follows;  
 Invest in ‘safe’ companies that are more sheltered from economic weakness at arguably ‘unsafe’ levels. 
 Invest in companies that are reasonably priced but exposed to the possibility of further weakening within the 

economy. 
 Don’t invest in the share market and get a rate of return that is less than inflation in cash.  

 
To say it’s a challenging time to invest is an understatement!  If you would like to discuss in more detail, please do not 
hesitate to contact our office.   
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