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THE OBJECTIVE 

The focus of this report is to 

provide real-time updates on 

some of the most reliable asset 

allocation metrics both in 

isolation and as a combination.  

These have each been 

rigorously analysed and tested 

to have historically provided an 

opportunity for enhanced risk-

adjusted returns.  

Many of them are famous, 

including market analysis of 

the Shiller P/E ratio and the 

Coppock Indicator, but some of 

them are far less well-known. 

We sincerely hope that you get 

value from seeing these real-

time updates and wish to re-

iterate the independent and 

unbiased nature of this 

research.  

Our ambition is to help our 

readers make sensible and 

wise investment choices (in 

both good times and bad), and 

this starts with a centralised 

place to monitor signals for 

growth and defensive assets 

with statistical analysis that is 

rigorous and long enough to 

take seriously. 
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SHARES, PROPERTY, GOLD, BONDS, CASH OR OTHER 

Lets assume a close hypothetical friend receives 

an inheritance of $500,000 today. What would you 

recommend they do with this inheritance? 

Would it be a mix of investments in shares, 

property, gold, cash or alternatives? You probably 

already have a bias in mind, and this is the 

dilemma we at the Investing Times attempt to 

answer. 

In simple terms, the optimal outcome will likely 

involve the choice that provides the greatest risk-

conscious return.  

However, in practice, we all know how hard this 

can be to achieve, especially in the short-term. 

Yesterday’s “safe haven” can easily become 

tomorrow’s nightmare and vice versa. 

There are literally hundreds of ways to assess 

this, with some better than others, which is why 

we showcase the top nine (in our opinion) for the 

two most important asset classes: shares and 

property.  

The rationale is that an investor who is well 

informed about the valuations of shares and 

property will be far better placed to construct a 

portfolio designed for strong risk-adjusted returns. 

CURRENT POSITION 

The Australian share-market is becoming a victim 

of its own recent success, although six of the nine 

indicators remain positive despite an 8.5% rally 

since the fallout of Brexit.  

The property-market has 

also performed better than 

many were expecting, with 

a 0.77% rally in July 

mostly by Sydney, 

Melbourne and Adelaide. 

Going forward, our nine 

metrics show property 

continues to have 

subdued valuation appeal, 

however doesn’t appear 

dire as four of the nine 

indicators are positive. 

 

 

 

So what would be your answer and why? Would 

you talk to the benefits of buying shares relative 

to buying a property? Or would you follow 

traditional portfolio construction theory and 

obtain exposure to uncorrelated assets. 

Technically, all of these are potentially correct 

outcomes. One train of thought and one shared 

by Warren Buffett, is to invest in growth assets 

when it appears cheap and build cash when it 

appears expensive. Buffett says: “Diversification 

only makes sense if you don’t know what you’re 

doing”. Another school of thought is to diversify 

among different assets that have a negative 

relationship (such as stocks and bonds or stocks 

and gold) and accept it is too hard to outperform. 

John Bogle says: “Diversification is the only free 

lunch in finance”. Both approaches have their 

advantages, however our ambition is to give you 

the tools to attempt the former.  

At the present time, shares appear reasonably 

valued and property is moderately over-valued. 

On this basis, history tells us that shares will 

outperform property 74% of the time from this 

point over the next 5 years.  

It is worth noting this is not a silver-bullet. 74% 

has plenty of room for error, and while we do 

believe these valuation tools are very powerful 

(as shown by strong performance data), it will 

require further work before a portfolio is soundly 

constructed. 
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SECTION 1: LONG-TERM PERFORMANCE REVIEW 

 

 

PERFORMANCE BACKDROP 

All things considered, the markets have been pretty kind to investors over the past 3 to 5 years. Double-digit returns have been 
experienced amongst the majority of investment options despite the chatter about Greek rescue packages, Chinese worries, US 
debt-ceiling theatrics and most recently Brexit. It has re-affirmed a classic lesson to ignore the noise and focus on the fundamentals. 

Looking more closely, the investment backdrop is a strange mix of safety and opportunity, value and risk. For instance, Australian small 
companies are having a time to remember, up 8.60% for the month and extended its 12 month return to 19.34%. This should be good news 
for regular readers and was in the face of a global ‘flight to safety’, where international small companies have fallen -1.63% for the year. 
Obviously, some of this can be attributed to the commodity crash and rebound, however deeper analysis shows only 20.4% of Australian 
small companies are mining-related and has been driven by a re-valuation story. “Buy low, sell high” remains the name of the game.  

Interestingly, the ‘correlation corruption’ continues - where bonds, shares, property and even gold are all moving in the same direction. This 
raises some eyebrows from a portfolio construction perspective, as risk is becoming increasingly harder to diversify away. So where should 
you invest going forward? On most metrics defensive assets appear expensive along with a nearing of the peak cycle for property securities 
and developed world international shares. As you will see herein, Australian shares are slowly re-valuing upwards but continue to offer 
potential upside along with other selected global markets including India and Malaysia.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 
Note: We use Vanguard as a benchmarking comparison because they offer an investable alternative.  
Beware of using these returns as a guide to future returns because although it helps a contrarian viewpoint the relationship is weak.  

GROWTH ASSETS (to 31th July 2016) 1 Mth 3 Mths YTD 1 Year 3 Years 5 Years 10 Years

Vanguard® Australian Property Securities Index Fund 5.37% 12.08% 22.50% 24.33% 20.96% 20.96% 3.55%

Vanguard® International Property Securities Index Fund 2.51% 10.43% 10.88% 13.45% 18.69% 18.97% 5.64%

Vanguard® International Property Securities Index Fund (Hedged) 4.64% 11.12% 14.79% 17.89% 15.86% 14.28% 6.89%

Vanguard® Australian Shares Index Fund 6.36% 6.99% 7.61% 2.80% 8.06% 9.40% 5.66%

Vanguard® Australian Shares High Yield Fund 6.22% 3.72% 5.60% -2.32% 4.99% 11.13% 6.48%

Vanguard® Australian Small Companies Fund 8.60% 11.10% 17.30% 19.34% 9.25% 4.58% —

Vanguard® International Small Companies Fund 3.25% 5.15% 3.15% -1.63% 13.77% 17.46% —

Vanguard® International Shares Index Fund 2.00% 4.07% 0.44% -3.60% 13.17% 16.75% 5.20%

Vanguard® International Shares Index Fund (Hedged) 4.10% 4.96% 4.10% 0.21% 10.85% 12.98% 7.06%

Vanguard® Emerging Markets Shares Index Fund 2.87% 5.64% 6.86% -3.98% 5.65% 4.95% 4.41%

AVERAGE 4.59% 7.53% 9.32% 6.65% 12.13% 13.15% 5.61%

DEFENSIVE ASSETS (to 31th July 2016) 1 Mth 3 Mths YTD 1 Year 3 Years 5 Years 10 Years

Vanguard® Cash Plus Fund 0.25% 0.79% 1.78% 2.65% 2.80% 3.41% 4.69%

Vanguard® Australian Government Bond Index Fund 0.80% 3.73% 6.31% 6.99% 6.50% 6.68% —

Vanguard® Australian Fixed Interest Index Fund 0.76% 3.38% 5.80% 6.47% 6.25% 6.59% 6.78%

Vanguard® Australian Inflation-Linked Bond Index Fund 2.22% 4.63% 5.05% 5.00% 6.69% — —

Vanguard® Australian Corporate Fixed Interest Index Fund 0.58% 2.37% 4.38% 5.07% — — —

Vanguard® International Fixed Interest Index Fund (Hedged) 0.37% 3.44% 7.89% 9.63% 7.98% 7.87% 7.89%

AVERAGE 0.83% 3.06% 5.20% 5.97% 6.04% 6.14% 6.45%

INVESTOR PROFILES (to 31th July 2016) 1 Mth 3 Mths YTD 1 Year 3 Years 5 Years 10 Years

Vanguard® Conservative Index Fund 1.82% 4.14% 6.49% 6.10% 8.17% 8.48% 6.65%

Vanguard® Balanced Index Fund 2.57% 4.96% 6.74% 5.33% 9.39% 10.13% 6.77%

Vanguard® Growth Index Fund 3.28% 5.52% 6.51% 4.02% 10.20% 11.49% 6.82%

Vanguard® High Growth Index Fund 4.01% 6.07% 6.21% 2.69% 10.97% 12.56% 6.40%

AVERAGE 2.92% 5.17% 6.49% 4.54% 9.68% 10.67% 6.66%

Best performer 

Worst performer 

COMMODITY PRICES (to 28th July 2016) 1 Mth 3 Mths YTD 1 Year 3 Years 5 Years 10 Years

Gold 2.25% 4.49% 27.14% 23.06% 0.62% -4.17% 7.00%

Silver 9.28% 13.93% 46.64% 36.46% 0.00% -13.65% 4.83%

WTI -15.10% -12.79% -10.81% -37.00% -34.81% -22.62% -17.26%

Copper 1.21% -2.86% 3.45% -7.20% -11.19% -14.03% -5.17%

Aluminum -0.64% -2.85% 7.29% -2.32% -8.45% -14.36% -9.18%

Zinc 6.49% 15.45% 38.31% 14.50% 4.00% -5.35% -6.53%

Nickel 12.44% 12.08% 19.46% -5.11% -9.94% -17.00% -7.94%

AVERAGE 2.28% 3.92% 18.78% 3.20% -8.54% -13.03% -4.89%
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PART 1: SHARE-MARKET VALUATION GUIDE 

 

 

Arguably our greatest tool and a solution to the asset allocation process is the scoring system outlined. It is intended to identify the asset offering 
the greatest risk-adjusted returns that is validated by  
both logic and evidence of performance.  

The underpinnings of the metrics featured herein 
have both of these as a prerequisite and we 
believe may be one of the most practical ways to 
assess the investment choices for portfolio 
management.   

The metrics are best viewed as a gauge between 
a bias for the share-market versus defensive 
assets such as bonds. In simple terms, we abide 
by the principle there are times 
to favour growth assets (such as 2002-2006) and 
times to avoid growth assets (such as 2007-2009).  

We are using a research process to substantiate 
when those occasions might present themselves 
in real-time and with enough notice to act.  

In order to do so, we monitor nine valuation 
metrics and have assessed more than 300 rolling 
monthly periods from 1991 to today. We also 
assess the 1, 3, 5 and 10 year returns that follow.  

If any indicator hints to a ‘buy signal’ for growth 

assets, these are recorded and scored. If all nine 

indicators are suggesting buying growth assets, 

the score of 9 out of 9 is then assessed over 1, 3, 

5 and 10 years. The same applies to all other 

scores. We use the All Ordinaries capital returns 

(excluding dividends) in our assessment and the 

results are detailed below. 

 

 

 

 

 

 

 

 

 
This is the risk measure. It shows the 

expected volatility of outcomes, which 

could be seen as a margin for error. A 

higher score means cheaper valuations 

which tends to also mean lower risk. 

This is the future 1-year average capital 

return once a signal is known. 

Dividends are not included, so would 

increase this further. 

This is the likelihood of a positive 1 year 

forward return as a percentage. Higher 

scores equal a higher probability of gain. 

Weak buy signals 

Strong buy signals 

Across the 300+ periods, we 

have a distribution set which 

looks like a bell curve. 

Pleasingly, the bell curve 

nature showed that the 

performance figures will be less 

subjected to statistical outliers.  

 

The Nine Metrics Buy Signal

Shiller P/E Ratio <15x

Long-term Dividend Yield 5%+ higher than long-term average

The Buffett Metric <90% Market Cap to GDP

The Zone System Zones 3, 4 or 5

The Yield Gap Avg gross dividend yield 20%+ higher than avg bond yield

The Mature Age Working Population >2% growth

The Recession Indicator Bond yield spread >0%

The Coppock Indicator <0

Individual Allocations to Shares <8.5% of Total Wealth in Shares

AUSTRALIAN SHARES 
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CURRENT POSITION 

The normal trading range for the All Ords is currently between 4,695 and 

6,757. With the current index at approximately 5,644 (at the time of writing) 

this places the market in Zone 3 which is fairly valued. This is also a buy 

indicator under the methodology utilised. 

1: LONG-TERM FAIR VALUE (ZONE SYSTEM)  

 31 YEAR VIEW (1985 – 2016) 

Originally created by the late Austin Donnelly and then 

advanced thereafter, the Zone System is a long-term 

gauge of fair prices. The logic behind this system is that 

the market should average a very similar performance 

number over the very long-term, but this tends to 

fluctuate due to the economic cycle and sentiment. 

Therefore, the Zone System allows an objective view 

by factoring in approximately two business cycles of 

historical analysis. Our application of the Zone System 

for the purpose of this piece is to be willing investors if 

the market is equal to or below its long-term average 

(i.e. Zones 3, 4 or 5).  

In reality, the further below the long-term moving 

average (i.e. Zone 5), the better the prospects for 

forward returns. A strict application of investing only 

when the market is below the Zone 5 line results in 

more than twice the expected forward 5-year return 

than when above Zone 1. It also has a tendency to 

reduce overall volatility, despite the fear that causes 

the valuations to fall in the first place.  

 

WHAT IS IT AND WHY? 

2: THE SHILLER P/E RATIO (CAPE) 

 WHAT IS IT AND WHY? 30 YEAR VIEW (1986 – 2016) 

The Shiller P/E is a famous metric created by Robert 

Shiller who is a Professor at Yale University and a 

Nobel Prize winner.  

His logic is that the traditional Price/Earnings gauge 

had two major flaws; firstly, that corporate earnings 

are too volatile, and secondly, that inflation needs to 

be considered to gauge long-term earnings. 

Hence he created a long-term gauge that assesses 

the past 10 years of real earnings (adjusted for 

inflation) and used this as a proxy for price. This 

creates a much more stable expectation of earnings 

upon which investors can make more reliable 

valuation estimates on price.  

The idea is to be a buyer when the Shiller metric is 

under 15x and more cautious when it reverts above 

15x. While unlikely to allow for perfect timing, it has 

generally worked very well in Australia (as well as 

abroad) and helped those who follow it to achieve 

outperformance. It has also achieved marginally lower 

volatility. 

CURRENT POSITION 

The Shiller P/E has increased slightly to 14.25x according to our methodology. 

This is within long-term norms and is a reflection of the market rise in recent 

months. This remains a buy indication and demonstrates that the long-term real 

earnings of corporate Australia are still being slightly under-rated by the market.  

.   

AUSTRALIAN SHARES 

Below we outline the nine metrics we use to identify whether the share-market is undervalued or overvalued. You will notice there is 

a great deal of variety in the various assessments and market drivers (indirectly supporting supply and demand).  
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CURRENT POSITION 

The aggregated dividend yield of the Australian share-market generally 

increased through early 2016 but has retracted to 4.27%. It is currently sitting 

below its long-term average, and with the margin of safety it is not a buying 

indicator according to our methodology. 

3: THE LONG-TERM DIVIDEND YIELD  

 24 YEAR VIEW (1992 – 2016) 

The dividend yield is one of the most under-rated 

components of an investment return and was one of 

Austin Donnelly’s favourite metrics. The dividend 

yield is calculated as the average dividend per share 

divided by the price. Therefore, a rising dividend yield 

implies that either a) companies are increasing 

dividends or b) that the price has fallen. The same 

applies in reverse.  

Given the negative correlation between dividend 

yields and the price of the market, an opportunity 

exists to use dividends as a proxy for the long-term 

price of the market.  

While methods differ, our methodology takes the 

average dividend yield over the past 15 years and 

compares this to the current dividend yield. Including 

a margin of safety, a buy indicator is apparent if the 

current dividend yield is 5% or more above the long-

term average.  The average return of 10.4% is in 

excess of the market average.  

.   

WHAT IS IT AND WHY? 

CURRENT POSITION 

The current position shows that the market capitalisation is equal to 98.9% of 

GDP. This is in line with the long-term average (i.e. fair-value) however is not 

low enough to warrant a buying indicator according to our methodology.  

.   

4: THE BUFFETT METRIC  

 14 YEAR VIEW (2002 – 2016) 

Warren Buffett may be the world’s most famous 

investor and in recent decades he has unveiled his 

favourite metric to gauge the overall share-market.  

Buffett’s logic is that the size of all the listed 

companies in a given country should roughly track the 

overall size of the economy itself. The rationale is that 

business revenues are a subset of the economy and 

hence should match over the long-term. 

Therefore, the metric takes the market capitalisation 

of all companies and compares this to the GDP. Over 

the long-term, it has proven high-risk when the market 

cap to GDP ratio exceeds 100%. We apply a margin 

of safety, so our methodology looks for times when 

the market cap is less than 90% of GDP for a buying 

signal. 

The average return is well in excess of the market 

average and this comes with lower volatility.  

.   

WHAT IS IT AND WHY? 

AUSTRALIAN SHARES 
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WHAT IS IT AND WHY? 

CURRENT POSITION 

The yield gap is currently -34.2% which weighs heavily in favour of dividend yields 

over bond yields. The dividend yield of 4.27% is well above 

the 10-year bond yield which has hit another record low of 1.93%. 

5: THE YIELD GAP  

 22 YEAR VIEW (1994 – 2016) 

CURRENT POSITION 

The Australian mature-age working population is growing at 1.2%. This is below the 

2%+ buying indicator, however is unlikely to pose a threat to asset markets. 

.   

6: THE MATURE AGE POPULATION GROWTH 

 30 YEAR VIEW (1986 – 2016) 

The Yield Gap applies logic that investors are always 

making a decision between stocks and bonds (or 

growth assets and defensive assets). Therefore, it is 

common-sense to analyse these together. There are 

various versions on the most appropriate application 

of this logic, but our methodology uses the dividend 

yield compared to the bond yield over the long-term. 

By comparing the grossed up dividend yield to the 10-

year bond yield, we can clearly see which way 

investors might move their funds. For example, if 

bond yields are very high relative to stocks, a rational 

investor will move his/her money from stocks to 

bonds and vice versa. 

Our methodology uses the long-term moving average 

of these numbers and the grossed up dividend yield 

needs to be at least 20% higher than its bond 

equivalent for a buying signal. The average return 

when a buy signal is apparent is well in excess of the 

market average and comes with lower volatility.  

.   

The mature age working population is defined as the 

civilian population between the ages of 45 to 64. This 

is deemed to be the most important segment of the 

population for share-holders as these individuals are 

the most likely to be net buyers of shares. The logic 

behind this is that 45-64yo individuals are generally 

gearing up towards retirement and a combination of 

greater incomes with lower family commitments in 

general. 

The importance of tracking demographic trends is 

imperative, even in a country such as Australia where 

we have not experienced a decline in this segment 

since the Australian Bureau of Statistics commenced 

records. We have still experienced marginally higher 

asset returns during periods in which the mature age 

population is growing at rates of more than 2%.     

The average return when a buy signal is apparent is 

marginally in excess of the market average. However, 

we would expect this result to be even stronger if we 

see a significant shift in the demographics of the 

working population. 

.   

WHAT IS IT AND WHY? 

AUSTRALIAN SHARES 
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CURRENT POSITION 
The yield curve is currently in a healthy position with the 10-year bond 

yield 0.398% higher than the 5-year bond yield. This is a buying signal 

according to our methodology. 

.   

7: THE RECESSION FACTOR 

 31 YEAR VIEW (1984 – 2016) 

8: THE COPPOCK INDICATOR  

 31 YEAR VIEW (1985 – 2016) 

The recession factor draws on a body of evidence, 

both in Australia and globally, demonstrating the 

power of the yield curve in predetermining 

recessionary conditions. More specifically, an inverse 

yield curve is said to be one of the most reliable 

predictor of recessions among all financial data.  

Our application of tracking the yield curve is a simple 

calculation taking the 10-year government bond yield 

minus the 5-year government bond yield. The idea is 

to simply avoid the share-market during times when it 

is negative. It should be noted that a positive yield 

curve is considered normal as it factors in inflationary 

expectations and liquidity risks.  

In Australia, the yield curve has been positive in 

approximately 89.5% of instances since 1991. The 

key to this indicator is the avoidance of a negative 

number, where the market tends to significantly 

underperform.   

WHAT IS IT AND WHY? 

CURRENT POSITION 

The current value of the Coppock indicator is -78.6 which appears to have stabilised 

in the buying territory. This remains a buying signal according to our methodology.  

.   

The Coppock Indicator is famous among technical 

traders but is very under-utilised by long-term value 

investors. E.S.C Coppock was a well-known 

economist in the 1960’s that utilised knowledge of 

behavioural patterns, especially around 

bereavement. Specifically, he found that the average 

human mourns for a period of approximately 11 to 14 

months on average before finding stability. Coppock’s 

logic was that investors experience a similar sense of 

bereavement when markets fall which requires a 

period of mourning.  He therefore rationalised that an 

investor would not re-enter the market until this period 

of mourning has finished.  

From this behavioural pattern, Coppock created a 

technical system that identifies recovery patterns in 

share-markets. While the story is unique, the 

evidence is compelling and the reason why it is 

contained in this report. Our application of this 

methodology seeks a negative number.  

WHAT IS IT AND WHY? 

AUSTRALIAN SHARES 
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As can be seen, six of the nine factors are still positive, which would seem to indicate a moderate under-valuation. The correlations over 5-years 
and 10-years are 0.62 and 0.45 respectively, which are unquestionably strong and would lead us to expect reasonable returns from Australian 
shares going forward despite the recent rally.  

History also shows us that the share-market should carry less volatility going forward as the standard deviation of asset values tends to reduce 
with a higher score. For example, it shows in both cases that it would have been wise to invest in 2003, and then reduce in 2006-07 before re-
investing in 2009 and so on. Therefore, as a fair-value test, the system gives a green light for growth assets, especially in Australian shares, and 
the potential for outperformance against other assets such as bonds. 

If you believe that markets can sometimes be inefficient, the nine indicators contained in this report should hopefully be helpful to you. To give 
readers an idea on what this might mean to future prices, the running score of the buying indicators have been overlayed with the forward 5-
year and 10-year returns of the share-market (using the All Ordinaries index) to show it has a strong record of spotting investment risks and 
opportunities with sufficient lead times to act.  

 

 

 

 

 

 

 

 

 

   

  

CURRENT POSITION 
The average Australian household is only directing 7.50% of its wealth into 

personal equities at the current time. This is considerably below the long-term 

average and shows that Australian households continue to be pessimistic towards 

the share-market according to our methodology. It is therefore a buying indicator. 

. 

9: THE OPTIMISM/PESSIMISM ALLOCATION  

 WHAT IS IT AND WHY? 27 YEAR VIEW (1988 – 2016) 

The optimism/pessimism allocation metric is a gauge 

of household behaviour towards the share-market. It 

specifically tracks the percentage of household 

wealth being directed towards personal equities, 

which has had a history of averaging approximately 

8.5%. 

If the average household is investing less than 

average in the share-market, this is considered a sign 

of excessive pessimism and can be expected 

increase over time. The same applies in reverse, as a 

high percentage shows over optimism and can be 

expected to fall. 

The inflows/outflows this creates over the long-term 

has had a significant impact on performance and has 

worked very well in Australia. The average return is in 

excess of the market average and with less volatility.    

.   
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AUSTRALIAN SHARES 
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PART 2: PROPERTY-MARKET VALUATION GUIDE 

 

 We adopt the same philosophy to the residential 
property market as we did for the share-market 
guide on the prior pages. The introduction of this 
section follows a misguided view by many 
people in the public and the unwavering faith in 
the upward direction of property.  

The reality is that property can rise and fall on 
the basis of supply and demand. We have seen 
this across history and globally, including a 
long-term slump in Melbourne property from the 
early 1890’s to the early 1940’s.  

The ‘buy low, sell high’ philosophy should be at 
the core for all investors and all asset classes. 
This has evaded many devoted property 
investors primarily because there are very few 
tools that can be trusted as an effective way of 
assessing the risk and reward expected from 
property markets. 

Therefore, the metrics can be best viewed as a 
gauge between a bias for property or not. In 
simple terms, we abide by the principle there 
are times to expect strong returns from property 
(such as 1996-2001 primarily) and times when 
it is unlikely to deliver much growth.  

We use the weighted-average property prices of 

Australia (i.e. capital returns) in our assessment 

and the historical results detailed below. 

As can be seen in the chart to the bottom right,  
Australia has faced very few periods in recent  
memory when property markets did not look attractive. In fact, the supply and demand drivers have been overwhelmingly positive since 1992, 
which has been reflected in strong price growth outstripping the share-market by a considerable margin. 

Using logic, it is possible for the property-market to deliver returns in excess of the share-market going forward if the drivers remain in place. 
In many respects, this is similar to comparing the tailwinds of healthcare against the headwinds to a slower-growing sector such as energy. 
However, as the following pages illustrate, the allure of property is not what it once was. Using calculations and probability analysis, the share-
market is a 74% chance of outperforming property over the following 5 years. This includes a considerable margin for error, however if you 
believe in mean-reversion and market supply/demand dynamics, the following analysis may be very useful to you.  

 

 

 

 

 

 

 

 

This is the future 5-year average capital return once a signal is 

known. Rents are not included. It indicates much stronger returns 

when the drivers (outlined overleaf) are positive. 

Strong buy signals 

RESIDENTIAL PROPERTY 

 

The newest addition to our ranking methodology is to understand the drivers of residential property. With varied opinions on the 

durability of the property market, the nine indicators will hopefully help provide clarity.  

Nine Metrics - Property-Market Buy Signal

Housing and the Economy Linked Total Housing Stock to GDP <300% 

Affordability Rental Yield within 1.5% of Std Lending Rates 

Offshore Demand Overseas Arrivals Growing

Employment Growth Above the long-term average

Credit Growth Above the long-term average

5-year Price Growth Sustainable Growth rate equal to or less than nominal GDP growth

The Recession Indicator Bond yield spread >0%

New Building Sustainable Population to Building Approval Ratio 1-2x

Rental Income Growth Rental income growth exceeding inflation YoY

FUTURE PROPERTY EXPECTATIONS 
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CURRENT POSITION 

The value of housing in Australia looks excessive relative to the size of the 

economy at the current time. The value of housing is more than 3.5x bigger 

than the economy itself, which is a sell signal according to our methodology.   

1: HOUSING AND ECONOMY LINK  

 27 YEAR VIEW (1989 – 2016) 

It makes theoretical sense that the size of the 

economy and the size of all housing should grow at a 

similar rate. It would be difficult to rationalise a 

situation where housing can sustainably grow faster 

than the sum of the country it belongs to. 

For this metric, we use a calculation of the entire 

housing stock as opposed to prices. This therefore 

accounts for the growth in both prices and supply, 

which is more relevant than price alone which fails to 

account for the impact of population growth. In many 

respects, this is very similar to the Market Cap to GDP 

ratio used in the share-market indicator.   

If we look through Australian history, the large 

increase in property prices in the 1990’s increased 

this ratio over the 3.0x fair value trigger. Since 

2003/04, this ratio has stabilised somewhat, however 

will remain important to watch going forward.  

WHAT IS IT AND WHY? 

2: AFFORDABILITY – RENT VS INTEREST 

 WHAT IS IT AND WHY? 25 YEAR VIEW (1991 – 2016) 

Affordability is at the heart of every property purchase. 

There are a few methods to assess affordability, 

however one of the simplest and most effective is to 

assess the relationship between rent and interest 

repayments.  

More specifically, we use the standard variable rate 

as indicated by the Reserve Bank and compare this to 

the estimated gross rental yield.  

The reality is that most family homes will have 

negotiated a rate lower than the official figure, 

however it has a long and reliable history and allows 

for consistency. It is also more reliable than using the 

official interest rate which often doesn’t get fully 

realised by the banks. 

Over time, we have seen both the rental yield and 

interest rates reduce sharply. At any given time, if the 

gap between rental yields and interest rates are less 

than 1.5%, we consider this a strong buy signal.  

  

 

CURRENT POSITION 

While interest rates continue to come down, the rental yields on residential 

property have also dropped. The current gap between the average rental yield and 

the standard variable rate is 2.10%, which is cheap in nominal terms but not in 

relative terms.  

.   

RESIDENTIAL PROPERTY 
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CURRENT POSITION 

The number of overseas arrivals have fallen considerably from a high in 

2013/14. However, based on our methodology, the year-on-year arrivals have 

increased by the tiniest margin (0.001%) which is a positive towards property.  

3: OFFSHORE DEMAND  

 28 YEAR VIEW (1988 – 2016) 

If you ask any Australian why property has increased 

so much in the past 20 years, the rationale would be 

very likely to include migration. 

Australia has seen an enormous influx of arrivals, 

many of which have made purchases and increased 

the natural rate of demand beyond what is normal if 

migration was not a factor. 

According to our methodology and way of thinking, 

the growth of the number of migrants is important 

and we calculate the year-on-year growth in this 

number.  

We have also used official ‘overseas arrivals’ data 

rather than ‘net migration’ data because many 

Australians that move offshore will either retain their 

properties or had never owned property. 

The link between migration and property has been 

historically strong and can be expected to remain an 

important consideration.  

.  

.   

WHAT IS IT AND WHY? 

CURRENT POSITION 

Employment growth in Australia remains positive, although this is expected. 

More importantly, the growth rate of employment is well below trend, which 

is a negative signal as a source of demand.  

4: EMPLOYMENT GROWTH  

 14 YEAR VIEW (2002 – 2016) 

Many commentators consider the unemployment 

rate an important consideration when assessing 

property. The rationale is typically that the catalyst 

for a property crash would involve an unemployment 

spike.  

The reality is that unemployment is a reactive rather 

than pro-active factor, as property prices tend to fall 

before unemployment rises and vice versa. 

The better assessment is to use the total 

employment growth rate. This includes new workers 

as well as returning workers, which is important 

because they are also an area of property demand. 

Rather than seeking year-on-year growth, which is 

practically certain in an economy such as Australia, 

we compare the rate of growth relative to the long-

term trend in the growth rate.  

What we get is a picture of the health in the 

employment market, which helps tell us whether 

demand for property will be sustained. 

 

.   

WHAT IS IT AND WHY? 
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WHAT IS IT AND WHY? 

CURRENT POSITION 

The credit growth rate is at an interesting point in the cycle, because it is positive but 

slowing and is now just 1.0%. This will be very important to watch going forward.   

5: CREDIT GROWTH – LENDING SUPPLY  

 31 YEAR VIEW (1985 – 2016) 

CURRENT POSITION 

The current growth rate of property is not overly excessive at 5.8%pa over the 

past 5 years, excluding rent. This is slightly above the economic growth rate, 

although within sustainable boundaries and remains a buy signal.     

6: 5-YEAR PRICE GROWTH SUSTAINABILITY 

 17 YEAR VIEW (1999 – 2016) 

These days, it is rarely possible for a person to 

purchase a new home without obtaining debt to fund 

the transaction. In fact, the data shows the number of 

transactions with no debt are under 5% of all 

purchases. 

Therefore, if employment growth is a key demand 

driver, then credit growth is a key supply driver. 

This lending supply can be constrained by the banks 

or act as an open picture of the lack of demand from 

consumers. 

For our calculations, we use the total credit growth 

number, as opposed to isolating owner-occupied or 

investment housing growth. The rationale is that 

people will obtain debt using structural considerations 

(eg. Hold large amounts of investment-related debt 

whilst paying down owner-occupied debt for tax 

purposes). 

We assess credit growth relative to the long-term 

trend, very similar to the way we assess employment 

growth.   

As an investor, it is a healthy position to become 

sceptical whenever an investment has experienced 

an extended period of stellar growth. 

The reality is that lengthy periods of out-performance 

can easily revert into an extended period of under-

performance if the fundamentals underlying that 

investment deteriorate. 

This is no different in property.  

One of the best methods to assess a sustainable 

growth rate is to track the rolling 5-year return against 

the rolling 5-year economic growth rate.  

It will be normal for the two figures to divert in the 

shorter-term, however periods when they divert by a 

sizeable margin can point to an over-valuation. We 

define sizeable as a 5% deviance between housing 

growth and economic growth. 

Over history, this has been a reasonably reliable 

gauge on overvaluations. 

 

 

  

. 

WHAT IS IT AND WHY? 
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CURRENT POSITION 
The yield curve is currently in a healthy position with the 10-year bond 

yield 0.398% higher than the 5-year bond yield. This is a buying signal 

according to our methodology. 

.   

7: THE RECESSION FACTOR 

 31 YEAR VIEW (1984 – 2016) 

8: NEW BUILDING GROWTH SUSTAINABILITY  

 21 YEAR VIEW (1995 – 2016) 

The recession factor draws on a body of evidence, 

both in Australia and globally, demonstrating the 

power of the yield curve in predetermining 

recessionary conditions. More specifically, an inverse 

yield curve is said to be one of the most reliable 

predictor of recessions among all financial data.  

Our application of tracking the yield curve is a simple 

calculation taking the 10-year government bond yield 

minus the 5-year government bond yield. The idea is 

to simply avoid the property-market during times 

when it is negative. It should be noted that a positive 

yield curve is considered normal as it factors in 

inflationary expectations and liquidity risks. In 

Australia, the yield curve has been positive in 

approximately 89.5% of instances since 1991.  

This will remain important to track as a recession 

could be a potential catalyst for a property crash.   

WHAT IS IT AND WHY? 

CURRENT POSITION 

The recent spike in building relative to the population growth is within the boundaries 

of what could be considered sustainable. The ratio of 1.55 people per house is in line 

with the 20-year average and a buying signal.  

.   

Most investors realise that building too many homes 

can be a bad sign for the property market.  

This is an over-supply argument and is entirely valid. 

However, we would argue it should be a sustainability 

conversation as opposed to an over/under-supply 

conversation.  

The rationale is that builders are a sign of confidence 

in the market. If builders believe property prices are 

growing, they will continue to build. Therefore, if no 

one is building, no one has confidence. 

This means too many houses is bad news and too 

few houses is bad news. The way we assess this is 

to provide boundaries on what a sustainability rate 

looks like.  

We compare the 5-year population change to the 5-

year building supply change and seek any outliers. 

We define an outlier as anything outside the 1-2x 

range for the population-to-building ratio. 

Historical analysis has shown this to be a useful tool 

and a warranted factor.  

WHAT IS IT AND WHY? 

RESIDENTIAL PROPERTY 
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At a high level, if you believe property may suffer periods of underperformance, these nine indicators could be valuable to add to your watch-list. 

At the current time, four of the nine indicators are positive, which is below the average over the past 24 years of history although not nearly the 
lowest it has been. In fact, you can see in the chart below that a score of three has been recorded on multiple occasions over the past 24 years, 
and at no time has the property market crashed. 

In fact, the property market indicators have shown fundamental weakness in 1992/93, 2010/11, 2014 and again in 2016. The average return 
over the following 5-years (excluding the 2014 and 2016 indicators as they are not yet known) is well below average during these periods at 
3.6%.  

Therefore, a score of four out of nine is by 
no means disastrous although may result in 
a similar period of slow growth. 

At the current time, we have low borrowing 
costs, a reasonably healthy economy, 
sustainable building rates (in aggregate, if 
not in all areas) and offshore demand 
appears to be finding stability. 

Offsetting, we see weak rental growth, slow 
employment growth, soft lending growth 
and high overall prices relative to the 
economy.  

These will all be areas to watch closely, 
especially because there are flow-on 
effects to many other assets; including 
bank stocks, builders and A-REIT’s. 

 

 

  

CURRENT POSITION 
Rental growth rates continue to slow dramatically and are the lowest since 1995 

according to ABS data. The rate of growth is now slower than official CPI data 

which is not a buying signal.  

 

9: RENTAL INCOME GROWTH  

 WHAT IS IT AND WHY? 21 YEAR VIEW (1995 – 2016) 

The key valuation driver of property is the rental 

yield. If the rental yield is growing, there is an 

ongoing basis for increasing demand. 

However, while rental growth is generally stable, it is 

not constant. 

Therefore, a worthwhile tracking tool is to compare 

the rental growth rate and the inflation rate. Both of 

these are provided by the Australian Bureau of 

Statistics and give a clear insight into the health of 

the property-market. It is very similar to the desire for 

dividend growth in a company. 

Put simply, if rents are growing quickly, it is a sign of 

confidence in property as well as a future driver of 

demand. Conversely, if rental yields are slowing, this 

could be a sign of problems ahead and will reduce 

the future demand for property as people look 

elsewhere for yield.  

Historical evidence also backs up this as a useful 

measure for property. 

    

.   
SUMMARY OF THE PROPERTY-MARKET INDICATORS  
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INTERNATIONAL SHARES  

In similar style to the Australian share indicators, we calculate an abbreviated 

version based on selected global share-markets. This uses the Zone System price 

guide, which has strong historical evidence that a Zone 5 share-market (such as 

India today) has a strong probability of outperforming a Zone 1 or Zone 2 share-

market on a global basis. Therefore, this tool can be very effective at identifying 

opportunities and risks in global share-markets. If we witness the performance table 

below, it is possible to identify the power of this tool in action. We can see the 

expensive markets from 12 months ago (primarily Germany, Japan, mainland 

China and to a lesser extent the USA) have generally underperformed with an 

average 12-month performance to 31 July of -7.4%. This can be compared to those 

markets identified as ‘cheap’ which have averaged 0.7% and would be much more 

if we excluded Greece. Going forward, one could expect this ‘mean-reversion’ to 

continue on average and over the long-term. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

AUSTRALIAN SMALL COMPANIES                 1=expensive, 2=mildly overvalued 3=fair value, 4=mildly undervalued 5=cheap. 

Australian small caps have been an outstanding performer over the past 12 months, as had been expected according to the zone system. 

Going forward, both large and small cap indices still appear fair-value in Australia and the divergence has now narrowed. 
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All Ords – 5 Year Zone System Small Ords – 5 Year Zone System 

A global market 

in Zone 5 has 

significantly 

outperformed a 

market in Zone 1 

Best performer Worst performer 

PART 3: OTHER ASSETS AND OPPORTUNITIES 

 

 

GLOBAL ZONE SYSTEM Current Zone  12 Months Ago Index Type 1 Month 3 Months 6 Months 12 Months

Australia

Broad market 3 3 All Ords Index 6.3% 6.2% 11.6% -0.7%

Small caps 4 5 ASX Small Ordinaries Index 8.5% 11.1% 20.3% 18.0%

USA

Top 500 1 1 S&P500 Index 3.6% 5.2% 12.0% 3.3%

Small caps 2 2 Russell 2000 Index 6.0% 8.0% 17.9% -1.4%

Europe

Germany 4 1 DAX 6.8% 3.0% 5.5% -8.6%

England 3 2 FTSE100 3.4% 7.7% 10.5% 0.4%

Greece 5 5 Athex Composite Share Price Index 5.4% -2.1% 3.3% -28.4%

Americas

Brazil 5 5 Bovespa 11.2% 6.3% 41.8% 12.7%

Developed Asia

Japan 2 1 Nikkei 225 6.4% -0.6% -5.4% -19.5%

Hong Kong 5 4 Hang Seng 5.3% 3.9% 11.2% -11.1%

Taiwan 4 3 Taiwan Weighted 3.7% 7.2% 11.2% 3.7%

Emerging Asia

China 4 1 Shanghai Composite 1.7% 1.4% 8.8% -18.7%

India 5 4 BSE 30 3.9% 9.5% 12.8% -0.2%

Malaysia 5 4 KLSE Composite 0.0% -1.2% -0.9% -4.1%
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All rates are provided by ubank.com.au.  

 

TERM DEPOSIT – SMSF CURRENT RATES (15/08/16) 

 

ONLINE SAVING ACCOUNTS – SMSF’S (15/08/16) 

 

OTHER ASSETS AND OPPORTUNITIES (Continued) 

 CASH AND TERM DEPOSITS  

The interest rate cut to 1.50% by the Reserve Bank 

means cash and term deposit rates have fallen further. 

Interestingly, the rates haven’t changed materially on 12-

month term deposits, at least at this stage. 

Going forward, cash rates are almost certain to remain 

low unless there is an inflation outbreak. With real returns 

of less than 1%, cash and term deposits are useful for 

protection only. 

FIXED INCOME 

Bonds, hybrids and corporate debt have all seen yields 

plummet. The risk-free rate (10-year bond yield) is now 

only 1.75% which makes the long-term back-drop for 

fixed interest subdued.  

International funds fare even worse, with yields negative 

in many parts of the world. Some investors are pushing 

up the yield curve, however even emerging market high 

yield funds are becoming compressed after a strong run.  

Anyone expecting returns in the 7%+ range (i.e. long-

term averages) will need to stem expectations.  

GOLD AND COMMODITIES 

Gold, silver and inflation-linked bonds have gained in 

interest as expectations for rising inflation begin to be 

understood.  

Other major commodities of interest to Australians are 

generally oil, iron ore and copper. Any investment in 

these assets are likely to be achieved via mining stocks, 

and given the ongoing volatility (see page 2), it will be an 

investment best dealt with scepticism.   

 

 

      

 

 

   

    

Disclaimer: The advice provided in this newsletter is general advice only and therefore your particular objectives, needs and financial 
position have not been considered. Before making a decision on the basis of the advice, you need to consider, with or without the assistance 
of a financial advisor, whether the advice is appropriate in light of your particular needs, objectives and financial circumstances, and when 
applicable obtain a relevant Product Disclosure Statement and read it.  
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SOURCES AND DEFINITIONS 

 

Throughout the research, we accessed data from numerous sources. Below is a list of major sources that were considered and are duly 

referenced in no particular order: 

Reserve Bank of Australia, ABS, ASX, Factset, Forbes, Vanguard,  

Bloomberg, Yale University, Yahoo Finance, uBank, AFR, BWTS, World Bank  

Our research is proprietary, however if you wish to request more information please send your request to info@investingtimes.com.au. 
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Institution Product
Maximum 

interest rate p.a.

Standard 

Variable rate p.a.

ANZ Business Online Saver 1.35% 0.70%

Bankwest Business Telenet Saver Account 1.35% 1.35%

BOQ Business WebSavings Account 2.40% 1.35%

Citi Ultimate Business Saver 1.90% 1.90%

Commonwealth Bank Business Online Saver 0.95% 0.95%

ING DIRECT Business Optimiser 2.50% 1.75%

NAB Business Cash Maximiser 0.95% 0.95%

RaboDirect High Interest Savings - SMSF 2.95% 2.25%

Suncorp Bank Business Saver Account 1.65% 1.65%

UBank USaver SMSF 2.06% 1.66%

Institution 1 month 3 months 4 months 6 months 9 months 12 months

ANZ 1.75% 2.25% 2.25% 2.30% 1.75% 3.00%

Bankwest 1.75% 3.00% 3.00% 2.70% 1.75% 3.00%

Commonwealth Bank 1.90% 2.35% 2.35% 1.90% 1.90% 2.35%

CUA 1.50% 2.15% 2.15% 2.70% 2.85% 2.70%

HSBC 1.65% 2.00% 2.00% 2.05% 1.75% 2.05%

ING DIRECT n/a 2.10% 2.10% 2.60% 2.40% 3.05%

Macquarie Bank 1.85% 2.70% 2.70% 2.65% 2.60% 2.60%

ME Bank 2.30% 2.40% 2.40% 2.90% 2.90% 2.90%

NAB 1.75% 2.25% 2.25% 2.35% 2.05% 2.40%

St.George Bank 2.00% 2.40% 2.40% 2.45% 2.00% 3.00%

Suncorp Bank 1.35% 1.90% 1.90% 2.55% 2.10% 2.85%

UBank - Standard rate 2.20% 3.01% 2.90% 2.91% 2.90% 2.86%

Westpac 2.00% 2.35% 2.35% 2.40% 2.00% 3.00%
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