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Growth outlook faces headwinds  

While the global economy grew at the reasonable 

pace of . % in , there is considerable 

uncertainty about whether that growth can be 

maintained - centred around the effect of interest rate 

rises on the US economy, the impact of the trade war 

on the Chinese economy and a slowing in Europe 

complicated by Brexit. While noting the risks, our 

assumption is for orderly moderation of growth in the 

US and China as the Federal Reserve reviews the 

pace of monetary tightening and progress is made 

on trade talks.  

Recent data releases point to a moderating growth 

story for the Australian economy: 

Á Consumer confidence levels dipped and are now 

back in the pessimistic zone in January  

Á House prices declined further in the December 

quarter and building approvals have started 

falling. The correction in housing is expected to 

lead to a fall in investment and consumption, 

dragging on GDP by up to . % p.a. over 

FY /  

Á Business conditions fell sharply in December with 

declines across most industries and states. Weôre 

hopeful the fall is more based on sentiment than 

reality, and expect business investment will 

remain supportive (albeit slowing)    

The Australian economy is well positioned to handle 

the housing slowdown:  

Á The labour market still appears solid, with 

employment growing at . % y/y and the 

unemployment rate is low at . %  

Á Population growth is running at . % p.a. and 

public spending on infrastructure is adding to 

growth  

On balance, we expect Australian real GDP growth 

to moderate from . % in FY  to a below trend level 

of . % y/y in FY  and FY . Our base case 

assumes two more rate cuts by the RBA, bringing 

the cash rate down to . % by FY . Interest rates 

are forecast to remain low for a considerable time. 

 

 

 

 

 

 
Figure . Business and consumer confidence  

 

Source: Westpac-Melbourne Institute, NAB  

Figure . Employment growth  

 
 
Source: ABS 

Table . Australian economic forecasts: Q   

 Jun-  Jun-  Jun-  

Real GDP %pa . % .% .% 

Final demand %pa .% .% .% 

Employment %pa .% .% .% 

Goods imports %pa .% .% .% 

Retail sales %pa (real) .% .% .% 

CPI %pa .% .% .% 

 Day bill % .% .% .% 

yr Bond % .% .% .% 

AUD/USD  .   .   .   

Source: Deloitte Access Economics base, Dexus adjusted forecasts 
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1. Risk aversion vs growth appetite  

While our base case is for a moderation of growth 

rather than a sharp slowdown, investors clearly 

remain cautious about the risks. The prospect of 

heightened market volatility bodes well for capital 

flows into A-REITs, direct property and unlisted 

property funds as investors turn to defensives. Core 

CBD assets also stand to benefit. Australian property 

is well positioned in the event of a sudden demand 

shock. In Australiaôs largest office markets, Sydney 

and Melbourne, vacancy is at historic lows, making 

these markets well-placed to handle any moderation 

in occupier demand. Similarly, the pipeline of 

industrial supply is limited and demand will remain 

supported by ongoing e-commerce and supply chain 

management trends which are less dependent on the 

economic cycle.  

2. Householders holding back 

Our base case view assumes house prices will fall 

nationally by %- % (peak-to-trough) and building 

activity by %, bottoming in FY . Itôs important to 

remember that housing markets are cyclical and 

subject to regular slowdowns. In addition, in the long 

run a correction will help to rebalance the economy 

in relation to affordability and household debt. The 

key is to manage the transition. Residential exposed     

A-REITs are likely to underperform, while a weaker 

consumption outlook will keep the pressure on the 

retail sector. Sectors such as office, industrial and 

healthcare will tend to outperform under these 

conditions. However, there is a risk that over time, 

consumption growth and a negative news cycle 

takes its toll on business investment.  

3. Lower for longer interest rate outlook 

A slower growth scenario without inflation pressure 

will keep downward pressure on Australian interest 

rates and bond yields. With US rates appearing close 

to peaking, the risk of importing higher lending rates 

is moderating. Weôre factoring in the possibility of two 

more rate cuts by the RBA, bringing the cash rate 

down to . % by FY , and for Australian -year 

bond yields to drift down towards . % (a big 

turnaround from last yearôs outlook). A steady cost of 

capital and low interest rate outlook will keep 

property yields looking relatively attractive and 

continue to support investment demand for direct 

and listed property in . 

 
Figure . Australian house prices vs consumption 

 

Source: ABS, CoreLogic, Dexus Research 
 
 

Figure . Sydney office demand vs business 
conditions and confidence 

 

Source: JLL Research, NAB, Dexus Research 
 
 

Figure . Sydney CBD office cap rates vs interest 
yields  

 

Source: RBA, Bloomberg, JLL Research, Dexus Research 
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A record year for investment activity   

Transaction volumes in  were the highest on 

record, reaching a total of $ . bn. Activity was 

driven by an increasing amount of Merger & 

Acquisition activity, confidence in Australiaôs main 

office markets and portfolio restructuring within the 

retail sector.  

Oxford Property Group, a subsidiary of OMERS (one 

of Canadaôs largest pension plans), acquired Investa 

Office Fundôs $ . bn portfolio in December.  

The IOF acquisition reflects the weight of foreign 

capital seeking exposure to Australian commercial 

real estate. Foreign investment volumes accounted 

for nearly % of volumes in Q , being one of the 

largest on record. These transactions indicate that 

foreign investors continue to value Australian real 

estate even at lower yields due to its relative value 

compared to global markets, sound supply/demand 

fundamentals and the underlying growth drivers of 

population growth and infrastructure investment.  

It is likely investment demand will remain strong in 

. As we move forward into a period of global 

uncertainty, Australiaôs political and economic 

stability and the defensive nature of property 

investments will remain key strengths. 

Yields (Figure ) have remained flat over the past six 

months at . % for office, whilst industrial saw  

basis points of compression to . %. The spread of 

industrial yields over office is now at the narrowest 

level on record, reflective of both a long running 

structural decline in industrial risk premiums and the 

current positive sentiment towards the sector and its 

growth prospects. 

Pricing is a trend to watch for retail. Valuation 

evidence from some of the major players indicates 

that there has been expansion of cap rates on lower 

quality retail centres. Shopping Centre Australiaôs 

(SCAôs) acquisition of Vicinityôs portfolio for $m 

reflected a .% discount to book values - implying a 

 basis point cap rate expansion. Vicinity 

announced a small $ m revaluation loss on its 

portfolio, comprising a  to  basis point cap rate 

expansion on its regional, sub-regional and 

neighbourhood centres offset by valuation gains on 

its city retail and outlet centres. The transaction 

market for poorer centres is likely to remain weak in 

the year ahead as investors reposition portfolios. 

 

  

 
Figure . Transaction volumes by sector  

 

Source: JLL Research, Dexus Research Transaction Database  
 

Figure . Average prime yield by sector 

 

Source: JLL Research, Dexus Research 
 

Table . Q  top transactions 

Price 
($m) 

Asset/portfolio Buyer 

 Investa Office Fund Oxford Properties 

  &  Shelley Street Charter Hall 

 Hine Global REIT Centuria Metropolitan 
REIT ( %) / Lederer 
Group ( %)  

 Vicinity to SCA Portfolio SCA  

 Metcentre Blackstone 

  Mary Street Charter Hall Core 
Plus Office Fund 
(CPOF)  

  Skyring  Growthpoint 
Properties 

 Burwood One Undisclosed  

 -  Clarence Street TH Real Estate  

Source: Dexus Research Transaction Database, JLL Research 

  

Transactions 
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Rise of the defensives 

In a surprising turn of events, A-REITs made a last-

minute comeback in the December quarter to 

outperform the broader Australian equity market in 

 by + . % (Figure ). Over the quarter, A-REIT 

pricing benefitted from declining bond yields and 

investors moving back into defensives on the back of 

heightened market volatility and a more cautious 

macro backdrop.     

Performance in the direct property market remains 

robust with strong investor demand, especially for 

Sydney, Melbourne office and industrial assets. This 

saw direct property + . % (PCA/MSCI Index, Sep-

) and unlisted property funds + . % 

(MSCI/Mercer Index, Dec- ) lead listed property 

returns + . % over the year. 

Sector returns continued to diverge across both 

listed and direct property markets. The residential 

and retail sectors lagged as fundamentals have 

deteriorated, while Sydney/Melbourne office (robust 

rental growth) and industrial (e-commerce trade) 

have outperformed. This is most evident in the latest 

MSCI/Mercer Wholesale Funds Index results, which 

clearly shows an increasing divergence between 

sectors (Figure ).  While industrial and office returns 

have been helped by rental growth, retail returns are 

being affected by weaker income growth, rising 

incentives/capex and write downs in values of poorer 

assets.  

Our key predictions for  include: 

Á Defensive investments will be on trend due to 

continued uncertainty  

Á A-REITs to outperform equities as Australian     

-year bond yields drift down towards c . % and 

volatility continues to plague equity markets 

Á Direct property and unlisted property funds will 

continue to outperform, but returns will move into 

single digits as capital growth starts to wane  

Á Industrial sector to outperform (boosted by cap 

rate compression and rising rents), followed by 

office.  

Á Retail is likely to underperform the other sectors 

at an index level, however, aggregate numbers 

will hide a growing divergence between better 

and poorer quality centres 

 

 
Figure . Total returns: A-REITs vs ASX 

 

Source: IRESS, Dexus Research 

Figure . IPD Wholesale funds index returns 

 

Source: Mercer/IPD (NAV Pre-Fee), Dexus Research 

Table . Index returns to  December  

  Qtr.%  yr       
%p.a. 

 yr    
%p.a. 

 
 

Unlisted 
property* 

. . .  MSCI Mercer 
Aust. Unlisted 
Wholesale PFI* 

Australian 
fixed 
interest 

. . .  BACM  Index 

Australian 
cash 

. . .  BAUBIL Index 

A-REITs - . . .  S&P/ASX  
A-REIT 
Accumulation 
Index 

Australian 
shares 

- . - . .  S&P/ASX  
Accumulation 
Index 

The indices are copyrighted by and proprietary to the relevant Source issuers: 
MSCI Mercer Aust. Core Wholesale Monthly PFI; Standard and Poorôs 
Australian Securities Exchange Accumulation Index; Bloomberg/UBS 
Composite and Bank Bill Indices. *NAV Pre-Fee 
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