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Outlook for Investment Markets 

Global equity markets have continued their recovery from 

the sell-off after the United Kingdom’s Brexit vote. Bonds 

have also made gains as interest rates have fallen to even 

lower levels, particularly in the U.K. Lower bond yields, 

and ongoing zero or negative returns on cash, have 

further increased demand for yield-bearing asset classes 

like property and infrastructure. Emerging market assets 

have also become highly popular. Looking ahead, many of 

these asset classes are now outright expensive, and 

although the global economy continues to grow at a 

modest rate, prices are now even more vulnerable to any 

adverse economic or political shocks. In Australia, the 

business cycle is still slower than usual and has been 

supporting only modest gains for equities and property. 

The Reserve Bank of Australia, or RBA, has cut interest 

rates, and may do so again, particularly as the Australian 

dollar has been stronger than it would like. 

 

Australian Cash & Fixed Interest — Review 

Short-term interest rates have fallen a little in recent 

weeks: the RBA cut the cash rate from 1.75% to 1.5% at 

its monetary policy decision on 2 August, and the 90-day 

bank bill yield has consequently dropped to 1.75%. 

Longer-term interest rates have continued to follow the 

trend in global bond markets, with the 10-year 

Commonwealth bond yield down a little, to 1.9%. Despite 

lower local interest rates, the Australian dollar has 

strengthened and is now trading at USD 0.769, and year 

to date is up by 5.3% against the U.S. dollar and by 2.7% 

in overall trade-weighted value.  

 

Australian Cash & Fixed Interest — Outlook 

Forecasters have been unsure about the outlook for 

monetary policy and short-term interest rates. Most, but 

not all, had expected the RBA’s cut on 2 August, and 

opinions are mixed on the outlook from here. The RBA 

itself has given no indication of its preferences, but most 

of the big commercial banks believe the RBA has finished 

easing. On the other hand, the financial futures market is 

leaning towards another 0.25% cut to 1.25% which is also 

the Commonwealth Bank’s view, and there are 

forecasters who think the cash rate could fall as low as 

1.0%. It is a close call, but short-term rates could well 

drop a little more in coming months, and investors can 

expect even lower returns from the likes of bank deposits. 

The average rate on the banks’ “specials” is down to 

2.5%, while their average “regular” rate is down to 

2.15%. 

 

Bond yields are expected to remain “lower for longer,” as 

the current catchphrase has it, meaning they have fallen 

more than many forecasters had expected, and are 

expected to stay at unusually low levels for longer than 

previously thought possible. There are likely to be two 

influences constraining local yields: One is overseas bond 

yields are likely to remain low and local markets tend to 

take their cue from overseas trends, and the other is that 

inflation, as in many other countries, is very modest. Bond 

yields tend to rise with inflation. Although the RBA 

believes inflation will be back into a 1.5% to 2.5% range 

by the middle of next year, inflation in recent years across 

the developed world has tended to fall short of official 

hopes. Forecasters are consequently picking only a 

modest rise in bond yields, with the average of the big 

banks’ forecasts around the 2.5% mark in a year’s time. 

 

The RBA will not be best pleased by the recent strength 

of the Australian dollar, as the bank repeated in their 

latest policy decision, “an appreciating exchange rate 

could complicate” the necessary readjustment of the 

economy after the unwinding of the resource project 

boom. In the current unusual world of near zero or 

negative interest rates overseas, however, even the low 

positive yield on domestic cash has the potential to 

attract investor inflows, boosting the Australian dollar. 

 

If the RBA continues to cut local interest rates, and the 

Fed finally starts to raise U.S. rates, then the Australian 

dollar may well, belatedly, start to depreciate. Three of 

the four big banks (Australia & New Zealand Bank, 
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National Australia Bank and Westpac) reckon the 

Australian dollar will have fallen to around USD 0.69–0.70 

in a year’s time. While the consensus view points to a 

lower Australian dollar, foreign exchange forecasting 

remains inherently uncertain, and the Australian dollar has 

defied previous predictions of imminent weakness. The 

Commonwealth Bank’s forecast of USD 0.75, much the 

same level as today, cannot be ruled out, either.  

 

Australian & International Property — Review 

Other than the miners, which have been rebounding from 

a multiyear sell-off, the A-REITs have been the strongest 

subsector on the ASX. The S&P/ASX 200 A-REIT Index is 

up 15.4% in capital value year to date, and has provided a 

total return including dividends of 18.9%. 

 

The sector has tended to shrink in recent years as a result 

of corporate mergers, but recently has had three new 

listings: the AUD 150 million float of Australian Unity 

Office on 20 June, which has traded at a premium to its 

AUD 2.00 listing price (currently AUD 2.17); the AUD 910 

million Viva Energy issue on 3 August and which was also 

in demand (now AUD 2.59 compared with the AUD 2.20 

listing price); and the AUD 500 million Propertylink issue 

on 5 August, which has been the only one to slip to a 

discount (now AUD 0.81 compared with the AUD 0.89 

listing). 

 

Global listed property has performed well, in line with 

other relatively high dividend sectors, as investors have 

continued to hunt down acceptable sources of yield. The 

FTSE EPRA/NAREIT Global Index in U.S. dollars has 

delivered a year-to-date net return (including the taxed 

value of dividend income) of 13.1%, well ahead of the 

5.9% U.S. dollar net return from the MSCI World Index. 

Among the major markets, and in common U.S. dollar 

terms, the eurozone has done best (up 16.8%), followed 

by the U.S. (up 14.1%) and Japan (up 11.6%), but the U.K 

continued to be wracked by post-Brexit issues, with listed 

property shares down by 19.9%. Italy was the exception 

to the generally good eurozone outturn, with an 11.6% 

decline as policymakers continue to struggle with the 

weakness of the Italian financial sector. Stars of the 

show, however, were the emerging markets, as they also 

have been across other asset classes in recent months 

with listed property prices rising by a remarkable 28.8% 

year to date. 

 

Australian & International Property — Outlook 

Property continues to reflect the overall moderate rate of 

growth of the wider economy and the long-awaited but 

still elusive pickup in the pace of commercial activity. As 

National Australia Bank’s latest (June) quarterly survey of 

commercial property showed, property professionals have 

become more downbeat about current conditions across 

all sectors other than retail, and both rentals and property 

values have been falling in the office and industrial 

sectors (there was a small rise in capital value in retail, 

but no rise in rents). Landlords and property managers 

continue to have strongly upbeat expectations about a 

turn for the better over the next 12 to 24 months, but 

even on this possibly overoptimistic view of the business 

cycle, expectations for rental growth, capital gains, and 

lower vacancy rates are modest. At best, in the strongest 

sector (retail), rents are expected to be 1.5% higher, and 

property worth 1.7% more, in two years’ time. 

 

In current market conditions, however, investors are likely 

to remain more focused on the yield pickup from the 

sector relative to fixed interest rather than on middling 

operating performance, particularly as bond yields have 

dropped to even more unrewarding levels—the current A-

REIT yield of 4.35% still offers a comfortable differential 

over the 1.9% available on 10-year Commonwealth bonds. 

A defensive sector like property cannot indefinitely 

continue to outperform the more growth-oriented sectors, 

but while a pickup in GDP growth is still to eventuate and 

investors remain highly focused on yield, the A-REITs 

could well continue to deliver competitive returns. 

 

The same conflict between moderate underlying 

performance and high investor demand for yield is also 

playing out in the global listed property market, but has 

http://www.morningstar.com.au/s/fsg.pdf


 
Page 3 

 

                                                                         Economic Update                        
                                                                                                                Sydney | 19-08-16 

 

 © 2016 Morningstar, Inc. All rights reserved. Neither Morningstar, its affiliates, nor the content providers guarantee the data or content contained herein to be accurate, complete or 
timely nor will they have any liability for its use or distribution. Any general advice or ‘class service’ have been prepared by Morningstar Australasia Pty Ltd (ABN: 95 090 665 544, AFSL: 
240892) and/or Morningstar Research Ltd, subsidiaries of Morningstar, Inc, without reference to your objectives, financial situation or needs. Refer to our Financial Services Guide (FSG) for 
more information at www.morningstar.com.au/s/fsg.pdf. You should consider the advice in light of these matters and if applicable, the relevant Product Disclosure Statement (Australian 
products) or Investment Statement (New Zealand products) before making any decision to invest. Our publications, ratings and products should be viewed as an additional investment 
resource, not as your sole source of information. Past performance does not necessarily indicate a financial product’s future performance. To obtain advice tailored to your situation, 
contact a professional financial adviser. Some material is copyright and published under licence from ASX Operations Pty Ltd ACN 004 523 782 ("ASXO").  

been taken further, with yields driven lower than in 

Australia. 

 

The modest growth rate of the world economy has been 

underpinning property results (though with very wide 

regional variations). As JLL’s latest (June quarter) Global 

Office Index Report put it, “The world’s dominant 

commercial real estate markets have, so far, weathered 

the political and economic storms of 2016 relatively well. 

While some markets are struggling to maintain forward 

momentum, many have remained remarkably robust and 

in some cases are still expanding.” On JLL’s estimates, 

office rents globally are currently up 3.6% on a year ago, 

the fastest increase in four years. JLL think the second 

half of the year will prove tougher due to “weaker 

business sentiment, economic uncertainty and continued 

political risks,” but still believe rentals will finish the year 

2%–3% ahead of last year, which is the sort of modest 

increase to be expected in a world growing more slowly 

than usual. 

 

For active property fund managers, modest overall global 

growth and remarkable differences in prospects from one 

country to the next—ranging from the highly depressed 

state of property confidence in the U.K. through to very 

promising prospects in a number of emerging economies 

—could well provide good opportunities for individual 

stock selection. But for most investors, interest in the 

sector is more likely to remain based on the comparison 

between the yield on global government bonds (now only 

0.59% on the Barclays Capital estimate) and the 3.45% 

available from the FTSE/NAREIT Global Index.  

 

Australian Equities — Review 

Australian equities shared in the initial global post-Brexit 

recovery, but have essentially gone sideways since, with 

the S&P/ASX 200 Index little changed from its end of July 

level. Year to date, the index is up by 4.4% in capital 

value and by 7.0% in terms of total return.  

 

The strongest sector has been the mining stocks, 

although their rise has to be seen in the context of their 

earlier slump. Resource stocks fell by around two-thirds 

between their peak levels in late 2007 and the first half of 

2008 to their low point at the start of this year. Year to 

date they have risen by 36.7%. The industrials are up 

13.5% and consumer discretionary stocks are up 12.2%, 

while there have been small to marginal gains for IT 

stocks (2.0%) and consumer staples (0.2%). The financial 

sector continues to be a drag on equity performance with 

a year-to-date capital loss of 3.7%. 

  

Australian Equities — Outlook 

The long period of slower-than-usual economic growth 

shows little immediate sign of accelerating into a stronger 

recovery that would make a sizeable difference to the 

outlook for corporate profitability. The RBA’s latest 

assessment (in its 5 August Monetary Policy Statement) 
is the long-awaited emergence from the post-mining-

boom slowdown is still over the horizon: a pickup to faster 

growth (in the 3% to 4% range) still looks some distance 

away (the RBA has it in 2018). 

 

That’s not to say current conditions are difficult. All three 

of the sectoral indices (manufacturing, services, 

construction) compiled by the Australian Industry Group 

are showing business expansion. And in the latest run of 

National Australia Bank business surveys, actual business 

“conditions” (as opposed to the more ephemeral 

“confidence”) have been holding up reasonably well, but 

businesses have not kicked on into a higher gear, or, as 

the National Australia Bank commented, “Signs of a 

broadening recovery in recent months have again become 

more obscure following sharp deteriorations in transport 

and wholesale—although a recovery in retail conditions 

was encouraging.” 

 

One key issue is non-mining investment has not grown 

fast enough to fill the hole left when the big mining 

projects were completed. Forecasters expect total 

business investment will still be falling over the next two 

years and will not turn positive until 2018. At the same 

time, however, one of the current up-lifters for business 

conditions, the strong housing construction sector, is 
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expected to start dropping away (there is looming 

oversupply in some areas). The net effect is the cross-

currents are keeping overall economic growth slower than 

normal. 

 

It makes for an uphill profit environment for non-mining 

companies. At face value, equity analysts’ latest 

consensus estimates for profit growth over the next year 

are reasonably good, with earnings per share expected to 

grow by a little under 10%. But the overall picture is 

distorted by a very sharp recovery in expected profits for 

the mining and energy companies, where profits had 

previously been at a cyclical low. For the bulk of the 

market, modest single-digit increases in profits look on 

the cards. 

 

Valuations are expensive when compared with these 

modest profitability expectations. For example, on 

Standard and Poor’s estimates, the trailing P/E ratio of the 

S&P/ASX 200 based on historical earnings is 26.6 times 

(cyclically low earnings in mining stocks have inflated the 

P/E), and the forward P/E ratio is 18.3 times earnings. 

Both are above the equity market’s longer-term averages, 

and sustained—as in many other equity markets—only 

by equally unattractive valuations on other asset classes. 

The valuations may not unravel anytime soon, as long as 

monetary policy remains on ultrasupportive settings 

across the developed world. Indeed, any further easing by 

the RBA could even see valuations climb higher still. But, 

again as in other countries, share prices at these 

expensive levels could look distinctly fragile if any 

unexpected economic squalls materialise. 

 

International Fixed Interest — Review 

Yields in most global government bond markets have 

shown little recent change and continue to trade at 

exceptionally low levels. The one major exception has 

been the U.K., where there has been a combination of 

heightened investor anxiety, after the shock referendum 

vote for Brexit, and a substantial easing of monetary 

policy by the Bank of England, which together have driven 

yields lower. The yield on the 10-year U.K. government 

bond, which was 1.375% just before the Brexit vote, has 

dropped sharply to 0.53%. Year to date the Barclays 

Capital index of “gilts” (U.K. government bonds) is up 

17.9%. 

 

With the recent drop in U.K. yields and in global corporate 

credit spreads, global bond yields have plumbed new 

depths. The yield on the Barclays Global Aggregate Index 

is now down to 1.1% (it was 1.3% three months ago), 

with global government bonds yielding only 0.6% (0.8% 

three months ago) and global corporate bonds 2.2% 

(down from 2.5%). Yields remain negative in a number of 

markets. According to one estimate just published in the 

Financial Times in the U.K., there are now over USD 13 

trillion worth of government and corporate bonds with 

negative yields. 

 

The fall in government bond yields to their current low 

levels, and the recent narrowing of corporate credit 

spreads, mean bonds have performed well. The Barclays 

Capital Global Aggregate Index is up 10.4% year to date in 

U.S. dollar terms: the strong “safe haven” demand for 

government bonds means they have outperformed 

corporate debt, with the Barclays Treasuries index up 

12.6%, ahead of the 8.8% from the Barclays Corporate 

index. Lower corporate credit spreads have had an 

especially marked effect on the low credit quality “high 

yield” end of the market. Three months ago, the yield on 

the Barclays Global High Yield Index was just over 7%, 

compared with its current 6.1%, and the index has 

delivered a year-to-date U.S. dollar return of 12.8%. The 

U.S. high yield market has been particularly strong as a 

higher oil price has helped the previously devastated 

“fracking” sector, and the Barclays index of U.S. high yield 

has returned 13.4% year to date. 

 

Investors’ hunt for any source of residual yield has also 

led to strong demand for emerging market debt. The yield 

on the Barclays Emerging Markets Aggregate Index has 

been driven down to 4.5% (from 5.15% three months 

ago), and the index has returned 12.2% in U.S. dollar 

terms year to date. 
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International Fixed Interest — Outlook 

There has been no material change to the outlook for 

global bonds. Other than in the U.S., there is no chance of 

any tightening of monetary policy in any of the major 

economies, and inflation continues to remain very low, for 

reasons that policymakers, analysts and academics still 

do not fully understand. The “lower for longer” scenario is 

still intact. 

 

In the U.S., economic activity is still growing at a 

reasonable though not robust rate, which makes it 

difficult for the Fed to be fully convinced any interest rate 

rise would not jeopardise the progress of the economy. 

There is some chance of a 0.25% increase in U.S. interest 

rates this year. The economists polled in the latest 

(August) survey of forecasters by the Wall Street Journal 
think there is a 70% chance of a Fed increase in 

December. The financial markets are less sure, with the 

futures market pricing (as summarised by the “FedWatch” 

indicator developed by the Chicago Mercantile Exchange) 

making it roughly a 50:50 call. Either way, any increases 

in U.S. interest rates are likely to be very modest and very 

gradual.  

 

Elsewhere in the developed world, particularly in the 

eurozone and Japan, inflation generally remains well 

below where central banks would like it to be, and 

economic activity is sluggish. Japan, the major economy 

with the greatest inflation challenge, is still struggling 

with it. The latest inflation data (for June) showed that 

the headline rate of annual inflation was still negative 

0.4% and the “core” rate, which excludes volatile food 

prices and which is the rate being targeted by the Bank of 

Japan, was a little lower again (negative 0.5%), markedly 

adrift of the Bank of Japan’s 2% target. Eurozone inflation 

has also been very low (only 0.2% in the year to August). 

The European and Japanese central banks will be sticking 

with very supportive monetary policy, including a 

programme of bond buying which depresses bond yields. 

 

In the U.K. inflation is expected to be higher—the Bank of 

England is forecasting close to 2.0% by the end of next 

year, boosted by the sharp fall in the British pound—but 

again the central bank will not be raising rates anytime 

soon. Forecasters expect the bank will have its hands full 

managing post-Brexit shocks to the U.K. economy, and 

the financial markets’ latest assessment is that the key 

“bank rate” will still be close to zero in two years’ time. 

 

Bond investors consequently will be in an awkward 

position. Bonds still provide insurance against the likes of 

Brexit shocks. But yields have effectively fallen as far as 

they can go, which means the large capital gains of 

recent years are nearing their end, and that portfolio 

income is likely to be below desired levels. Efforts to 

restore preferred income yields by venturing into riskier 

regions or sectors come with their own dangers: it is not 

obvious that accepting 2% to take Russian credit risk or 

2.75% to take Bulgarian risk is a bet that is sure to work 

out well. Bond valuations, in summary, are highly 

expensive, and while this may not matter as long as 

inflation remains unusually low and world economic 

activity is somewhat subpar, there is still a lurking longer-

term risk of a return to more normal market conditions, 

with attendant capital losses. 

 

International Equities — Review 

World shares have continued to recover after their sharp 

sell-off in late June in the wake of the unexpected pro-

Brexit vote in the U.K. In their own currencies, the 

markets which make up the MSCI World Index have 

gained 2.9% year to date, and in common U.S. dollar 

terms the MSCI World Index is up by 4.4% in capital 

value, and by 5.9% in terms of net return (that is, 

including the taxed value of dividends). Local investors, 

unfortunately, have seen very little of the U.S. dollar-

denominated return, as the Australian dollar has risen by 

5.3% against the U.S. dollar since the start of the year. 

 

The global performance relied substantially on the strong 

U.S. market. Without the year-to-date 6.9% rise 

registered by the S&P500, world shares as measured by 

the MSCI World ex U.S. Index would have gained only 

1.2% in U.S. dollar terms. European shares have been 
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weak, with the FTSEurofirst 300 Index down 5.2%. In the 

U.K. and Japan there have been dramatic combinations of 

share prices and exchange rates. In the U.K., the FTSE 

100 Index is up 10.8% in British pound terms, but on the 

other hand, the British pound is down by 12.3% against 

the U.S. dollar, for little overall change. Japan had the 

opposite pattern, with a sharp 11.1% decline in the Nikkei 

Index in yen terms more than offset by an 18.8% surge in 

the value of the yen against the U.S. dollar. 

 

Emerging market bonds have been in hot demand as 

investors have sought out remaining pockets of yield, and 

the same pattern has been evident in emerging market 

equities as investors have looked for less expensive 

valuations as well as for prospects for faster growth than 

is currently on offer in the developed world. The MSCI 

Emerging Markets Index is up 14.6% in U.S. dollars year 

to date. There were very mixed results from the four key 

“BRIC” economies. Overall, the MSCI BRIC Index gained 

12.6%. Brazil has been very strong, with a 34.5% rise in 

the benchmark Bovespa index compounded by a 24.2% 

rise in the value of the Brazilian real against the U.S. 

dollar. Russia has also done well, with the FTSE Russia 

Index up 28.6% in rouble terms, again boosted by a 

foreign exchange gain, of 11.0%. India’s Sensex has 

gained a relatively modest 7.8%, while Chinese shares 

have struggled with the Shanghai Composite Index down 

13.8% year to date. 

 

International Equities — Outlook 

The recent performance of world equities, with the U.S. 

the pick of the developed economies and strong price 

rises in some of the emerging markets, aligns strongly 

with the most recent assessments of the global economic 

outlook. 

 

The International Monetary Fund, or IMF, in the latest 

(July) update of its World Economic Outlook, expects the 

world economy will grow by 3.1% this year and pick up a 

little to 3.4% growth next year. However, the pattern is 

uneven with the developed economies expected to grow 

by only 1.8%, with the U.S. doing better (2.2% growth 

this year) than either the eurozone (1.6%) or Japan 

(0.3%), while the emerging economies are expected to 

grow quite strongly (4.1% this year, 4.6% next). 

 

A Reuters poll of 500 economists around the world, taken in 

late July, came to the same conclusions. The economists 

expect ongoing global growth at a rate very similar to the 

IMF’s take, with next year a tad better than this year’s 

performance, and again with a pronounced split between 

slower-growing developed economies and faster growing 

emerging markets, particularly India, China and Indonesia. 

Brazil and Russia are predicted to turn from recessions this 

year to a return to economic growth next year, which helps 

explain the recent surges in their stock markets. Argentina is 

also expected to emerge strongly from recession next year. 

 

Given that world sharemarkets are on generally expensive 

valuations, equity markets will need ongoing regular 

evidence that this reasonably sanguine outlook for global 

economic activity is indeed coming to hand. So far, the 

omens are mostly good. In the U.S., for example, 

forecasters had been cautious after a strong (287,000) 

rise in jobs in June, and had expected July’s jobs growth 

to ease off to a still respectable 185,000. In the event, 

July also saw a big rise of 255,000, well above even the 

most optimistic forecaster’s advance pick (215,000). The 

participation rate also increased, which was a welcome 

sign jobseekers are feeling good enough about the 

availability of jobs to re-enter the labour force.   

 

It is unlikely, however, that the flow of economic and 

political news is going to be systematically positive, and 

the likelihood is that expensive sharemarkets will, from 

time to time, have further episodes along the lines of 

January/February of this year. While equities will continue 

to benefit from their relative valuation advantage over 

zero short-term interest rates and very low bond yields, 

they are currently on valuations that leave little room for 

things to go wrong. On Standard and Poor’s calculations, 

for example, the S&P500 is trading at 17.3 times next 

year’s corporate earnings. 
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Another way to see the currently high level of 

expectations is in the pricing of the VIX index, which 

measures the volatility investors expect to encounter 

from holding the S&P500 index and which is now at very 

low levels. It had spiked in January and February (on fears 

of a slowdown in global business activity), dropped back 

in subsequent months, jumped again in June (Brexit), and 

once more dropped back in recent weeks, to its lowest 

levels of the year. Investors are currently over-relaxed 

about the risks to the global economy. They are not 

completely complacent—shares which fail to meet 

expectations are getting hammered—but an additional 

element feeding into unusually high valuations is an 

underappreciation of the potential for adverse surprises. 

 

The liquidity from ultra-easy monetary policy, the resulting 

unattractive pricing of cash and fixed interest, and 

ongoing global growth still provide some solid underlying 

support for equity performance. But current prices are not 

an adequate reflection of true levels of economic and 

political risk. 

 

Performance periods unless otherwise stated generally 
refer to periods ended August 12 2016.  
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