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Sigma Insight – In an expensive market the best form of defence is to not overpay  
 

 

Summary 

 The S&P/ASX 300, ex-BHP & Rio Tinto and Major Banks, now trading on 21x 1-yr forward earnings 

 PE’s of 20 or greater suggest a period of low index returns 

 Defensive-quality-yield thematic has driven investors to overpay for near-term certainty 

 So the best defence to protect your capital is to not overpay 

 

Figure 1: PE of S&P/ASX 300 vs Select Equities Fund 
Source: FactSet, S&P/ASX,Sigma 

The Australian market is more expensive than you realise 

While most are aware the S&P/ASX 300 Index is currently 

trading on a lofty 19x one-year forward earnings (figure 1), this 

understates the true extent of overvaluation due to the PE 

disparities of major index heavyweights: BHP Billiton & Rio 

Tinto and the four Major Banks. Excluding these big six names 

representing approximately 32% of the index by market 

capitalisation, the index is trading on greater than 21x one 

year forward earnings (figure 2). With 68% of the market by 

index weight trading in excess of 20x, history suggests we are 

in for a period of low index returns. 

The author, Heath Behncke, is a co-founder and Portfolio 

Manager for Sigma Funds Management. Heath is primarily 

responsible for the direct coverage of Financials, Infrastructure 

and Utiltities stocks for the Sigma Select Equities Fund 

(‘Select’). 

 

 

Figure 2: PE ex-BHP,RIO & Major Banks: S&P/ASX 300 vs Select  
Source: FactSet, S&P/ASX,Sigma 

 

How has this occurred? 

Bacially, the issues facing the heavyweight Banks and Major 

Miners—BHP Billiton and Rio Tinto—have helped disguise the 

substantial re-rating of the Australian equity market.  

You are no doubt aware that the banks represent a huge 

chunk of the 300 Index, some 26.5% by market capitalisation. 

But banks are currently trading on PE’s slightly above those 

experienced in the 2012 European financial crisis (figure 3). 

That has placed downwards pressure on the PE of the index.  

Over the last 25 years major banks traded at a discount of 

around 20% to the red line in figure 3, which is substantially 

less than the current 60% discount (blue line figure 3) leading 

some bank analysts to believe the sector represents good 

value. 
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Figure 3: Major Bank PEs 

Source: FactSet,S&P/ASX,Sigma 

 

In early 2015 we predicted in Sigma Insights—Capital Hungry 

Banks, the implementation of Financial Services Inquiry (FSI) 

recommendations driven by David Murray, would see banks 

needing to raise substantial capital (10-15% of market 

capitalisation or $40-$60bn) over the coming years. We 

warned that would stall EPS growth and apply downward 

pressure on dividend payout ratios. As you would have seen in 

the last 18 months major banks have raised approximately 

$30bn above retained earnings, and we expect at least 

another $20bn as FSI reforms are implemented by calender 

year 2019. ANZ has already reduced the dividend payout ratio 

and we expect the other major banks to follow in due course. 

The rise and rise of defensive stocks 

In contrast the ‘PE’ influence of BHP and Rio Tinto has  

remained significant as the high PEs (figure 4) have offset the 

much lower weighting of the two large diversified miners in the 

index (figure 5). 

The one-year forward PE of the Top 50 excluding BHP, Rio 

Tinto and the major banks is currently 19x (figure 6). As the 

Top 50 represents approximately 78% of the 300 Index, this 

implies that the remaining 22% of the index represented by the 

mid and smaller cap stocks is trading on an higher than 21x 

one-year forward PE.  

The increase in weighting (+10%) of the Top 50 ex the major 

miners and banks has largely been driven by defensive stocks 

(figure 7). Defensive stocks have effectively replaced the 

weighting of the two large diversified miners in the index 

(figure 5). 

 

 

Figure 4: PE of BHP and RIO 

Source: FactSet,S&P/ASX,Sigma 

 

Figure 5: BHP and RIO’s weighting in S&P/ASX 300 Index 

Source: S&P/ASX 

 
Figure 6: PE of Top 50 ex-BHP, RIO & Major Banks 

Source: FactSet,S&P/ASX,Sigma 
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Figure 7: Weighting of Top 50 ex-big 6 in the S&P/ASX 300 Index 

Source:S&P/ASX 

 

The Top 50 defensive stocks captured in the 300 Index 

include:  

 Infrastructure and Utilities—Transurban, Sydney Aiport, APA 

 Healthcare—CSL, Ramsay & Sonic Healthcare 

 Property—Stockland, Mirvac, Goodman and Westfield  

 Telcommunications—Telstra 

 

All these sectors in recent times, driven by the defensive-

quality-yield thematic pervading markets, have outperformed 

(figure 8). 

 

Figure 8: Defensive sector performance in last 2 years 

Source: IRESS, S&P/ASX Accumulation Indicies 

 

Defensive sectors increased 41% on average compared to the 

S&P/ASX 300 Accumulation index which rose only 8% over 

same two year period to 31July 2016. High levels of investor 

risk aversion and the ‘lower for longer’ interest rate thematic is 

clearly driving the outcome. How else can the 50% rise in 

listed property stocks during the last two years on fundamental 

grounds be justified? The property sector has now delivered 

returns of 15% per annum over the last 6 years (since 31July 

2011) compared to the index return of 8% pa. 

Sydney Airport (SYD) is a prime example of a stock strongly 

benefiting from the defensive-quality-yield thematic. 

Historically, airports were valued on 13-14x EV/EBITDA (figure 

9). At the current level of 22x the multiple is a 62% premium to 

historically accepted fundamental valuation principles. 

 

Figure 9: Sydney Airport - EV/EBITDA Multiple 

Source: Annual Reports, Factset 

 

Table 1 highlights that while SYD has achieved 5% CAGR in 

the EBITDA, equity cashflow to shareholders has been 

compounding at 11% pa due to lower net interest costs 

notwithstanding materially higher debt levels.  

 

Table 1: Key financials for Sydney Airport  

 
Financial Year (A$m) FY12 FY16F Change 

EBITDA 848 1043  23% 

Net interest expense  460 454 -1% 

Equity cashflow 388 589 52% 

Net debt 6000 8200 37% 
Source: Annual Reports, FactSet estimates 

 

The equity market has been capitalising this benefit at 

increasingly higher multiples, as the equity cashflow underpins 

SYD distribution policy (figure 10). The property sector is 

benefiting from the same dynamic.  
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Figure 10: Sydney Airport – Distribution Yield 

Source: Annual Reports, IRESS 

 

But the game hasn’t changed – PE’s do matter 

Of course, valuations incorporating lower ‘interest rates’ are 

easily justified when rates are at the lowest point seen in 

human history, and the current environment is driven by high 

levels of investor risk aversion. 

However, we caution employing such an approach, as history 

suggests it can be dangerous. We think investors need to 

keep their decisions firmly rooted in fundamentals. And that 

means remembering the clear link between valuations and 

future returns. 

Robert Shiller’s famous book, Irrational Exerburance (2000), 

clearly laid out the statistical relationship between PE’s and 

future returns. Figure 11 and Table 2 summarise these 

findings and have been updated to incorporate the latest data. 

In Figure 11 the vertical axis shows the geometric average real 

annual return on investing in the S&P Composite Stock Price 

Index, reinvesting dividends, and selling ten years later.  

Shiller states that this plot "confirms that long-term investors—

investors who commit their money to an investment for ten full 

years—did do well when prices were low relative to earnings 

at the beginning of the ten years. Long-term investors would 

be well advised, individually, to lower their exposure to the 

stock market when it is high, as it has been recently, and get 

into the market when it is low."  

Basically, the likelihood of achieving positive capital growth 

when the PE is 20 or greater is much reduced (table 2). Thus 

with 68% of the Australian market trading on a one-year 

forward PE of 21, the odds of achieving decent returns are 

stacked against investors. 

 

Figure 11: Historical Relationship between PE and Return 

Source: Robert Shiller 

 
Table 2: PE

2
 and Returns 

PE (Using 10 year average earnings) <10 
10 to 

15 
15 to 

20 
>20 

Average Capital growth in next 10 yrs  5.9 2.1 1.6 (0.6) 
- First Quartile 8.5 6.9 4.5 2.6 
- Median 6.2 2.1 1.7 (0.2) 
- Third Quartile 3.2 (2.0) (1.4) (4.7) 
Data Points 229 458 498 321 
% of Data Points 15% 30% 33% 21% 

 Source: Robert Shiller 

 
2. Price-Earnings ratios are calculated as inflation adjusted price 
divided by the prior ten-year mean of inflation-adjusted earnings. 
 

Figure 12 similarly plots the relationship between long term 

interest rates and return but unlike Figure 11, the 

relationship is not clear.  

Figure 12: Historical Relationship between Interest Rates and 
Return 

Source: Robert Shiller 

 

While lowering the discount rate in valuation models is 

tempting, cross checking with simple and proven common 

sense business tools is Sigma’s preferred approach.  
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The golden rule of investing 

So in light of this, how have we positioned the Sigma Select 

Equities Fund (“Select”)? 

Select  is on a PE of 14 ex-BHP & Rio Tinto and the major 

banks, a significant discount to the Index PE of 21 when 

calculated on a similar basis (figure 1), thus consistent with the 

thesis: the lower PE, higher the return. 

Our key portfolio metric is the Relative Valuation upside of the 

portfolio (figure 13). This metric incorporates our sum of the 

parts valuation approach (BHP, Rio Tinto and Major Banks 

included) and clearly shows the portfolio is very attractive from 

a return viewpoint (+40% upside). 

Figure 13: Select Relative Valuation Upside 

Source: S&P/ASX,Sigma,IRESS 

 

On the flipside,  Select’s business risk metrics tell us to expect 

increased volatility as capital gets allocated to businesses with 

higher risk and uncertainty. Select has a much lower business 

risk score relative to the index implying higher risk (figure 14). 

Note that the index itself has become less risky over time 

(rising redline figure 14) as the defensive names highlighted 

earlier become more dominant in the overall index and the 

significance of the more volatile names lessen. 

 

Figure 14: Busineess Risk Score: Select vs 300 Index 

Source: S&P/ASX,Sigma,IRESS 
 

 

 
For Select, the margin of safety implied by the relative 

valuation upside provides a substantial degree of protection. In 

an environment where returns from current market levels are 

likely to be very modest we argue this is the best form of 

defence. This fits perfectly with our investment philosophy: 

The golden rule in investing, is to protect capital, and we do 

this by not overpaying in the first place. 
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