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Outlook for Investment Markets 

Many asset classes, both at home and overseas, ran into 

heavy weather over the past month, principally because 

markets started to confront the reality rather than the 

distant prospect of more-normal monetary policy in the 

United States. Many asset valuations had made sense 

only when interest rates looked likely to remain very low 

and thus were vulnerable when the tide started to turn. 

There are likely to be further episodes of valuation 

reassessment in coming months as investors continue to 

rethink asset prices against a background of only modest 

global economic growth. Australian assets have also been 

under pressure, as there is still no clear sign of business 

activity in the post-mining-boom economy picking up 

pace. 

 

Australian Cash and Fixed Interest—Review 

There has been little change in short-term interest rates 

since the Reserve Bank of Australia (RBA) last cut the 

cash rate, from 1.75% to 1.50% on Aug. 2, 2016. The 

yield on 90-day bank bills has been around 1.75%. Longer-

term rates continue to move largely in sync with trends in 

overseas markets, and they track U.S. moves particularly 

closely. The 10-year government bond yield reached a low 

point of 1.82% on Aug. 2 but has since risen to 2.10%, 

with much of the move occurring in recent days and 

matching a similarly timed rise in the U.S. The Australian 

dollar has been somewhat erratic. Most recently it has 

been impacted by increased nervousness in global 

markets and has been sold down (it tends to trade more 

strongly when investors are more comfortable). The net 

effect of its cycles during the year is that at its current 

USD 0.748 it is up by 2.4% year to date against the U.S. 

dollar and is virtually unchanged (0.3% gain) in overall 

trade-weighted value. 

 

Australian Cash and Fixed Interest—Outlook 

The RBA gave no clear signal at its September meeting 

about what it might do next. It did not seem especially 

worried about the domestic economic outlook: “Recent 

data suggest that overall growth is continuing, despite a 

very large decline in business investment, helped by 

growth in other areas of domestic demand and exports.” 

Arguably, the RBA showed some greater concern about 

inflation, which “remains quite low. Given very subdued 

growth in labour costs and very low cost pressures 

elsewhere in the world, this is expected to remain the 

case for some time.” On balance, this might suggest 

some slight bias toward future easing. 

 

That is currently how the futures market and the 

economic forecasters see it. The futures market is pricing 

some modest chance of one more 0.25% cut to the cash 

rate. Forecasters see one 0.25% cut over the next year as 

the minimum move—that is the current view of both ANZ 

and Westpac—but Commonwealth Bank expects two, 

and National Australia Bank (NAB) expects three. Either 

way, returns on the likes of bank deposits are likely to 

drop to even lower levels. Local investors are better off 

than many investors elsewhere in the developed world, 

where short-term rates have been zero (or even 

negative). But even so, the year-to-date return from 

holding the S&P/ASX Bank Bill Index has been only 1.5%. 

 

Bond yields are likely to rise modestly, reflecting two 

factors: 1) U.S. interest rates are expected to rise slowly 

and gradually, taking local yields up with them, but, on 

the other hand, 2) domestic inflation looks like it’s taking 

some time to rise back toward the RBA’s preferred 2%-

3% band, which will damp the extent of any increase in 

yields. Before this latest rise in both U.S. and local bond 

yields, forecasters had typically been picking a rise in the 

10-year Commonwealth bond yield over the next year to 

somewhere in the low 2.0% area, with NAB (for example) 

picking 2.00% and Westpac picking 2.45%. Those 

forecasts have been left behind by recent events, and 

somewhere around the 2.50% mark now looks a likelier 

prospect, which would entail some modest capital losses 

for bondholders. That, at least, is the majority view, 

though one forecaster (Commonwealth Bank) has taken 

the view that the era of unusually low inflation, and 
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unusually low bond yields, has not yet run its course, and 

it sees the 10-year yield at 1.60% in a year’s time, some 

0.50% lower than today. 

 

The Australian dollar has been somewhat higher than the 

RBA wants to see: A high Australian dollar makes its job 

of boosting the already-too-low inflation rate that much 

harder and also damps the strength of the economy. 

Normally, if a central bank wants to see its currency 

lower, it is sensible to assume it will be able to. If the 

U.S. Fed raises interest rates, and the RBA goes on 

cutting them, the Australian dollar could well start to 

depreciate. Most forecasters consequently have the 

Australian dollar lower against the U.S. dollar in a year’s 

time, with three of the big four banks expecting the 

Australian dollar to be somewhere between USD 0.690 

and USD 0.727.  

 

On the other hand, there may be good reasons for the 

stubbornly high Australian dollar to stay where it is. 

Ongoing growth in the economy, for example, may well 

appeal to more equity- or property-focussed investors, 

even as investors with a greater focus on interest-rate 

differentials become less interested. The “higher for 

longer” argument also has takers. Commonwealth Bank, 

for example, has the Australian dollar at USD 0.75 next 

September, much the same as today. 

 

Australian and International Property—Review 

A-REITs have continued to shine compared with the rest 

of the Australian market. The S&P/ASX 200 A-REIT Index 

has recorded a capital gain year to date of 6.8%, 

compared with a small capital loss for the S&P/ASX 200 

Index. The 10.1% total return (including dividends) from 

REITs was a full 8.0% more than the corresponding return 

from the wider market. As CommSec’s roundup of the 

June reporting season put it: “Arguably the best-

performing sector in 2015-16 was Real Estate Investment 

Trusts—REITs, or property trusts. The fundamental assets 

such as shops, industrial premises, and offices have 

remained in firm demand with investors increasingly on 

the lookout for higher yields.” 

 

Global listed property has been one of the most favoured 

equity sectors in the last few years as investors have 

chased down all outstanding sources of nonbond income, 

and it has tended to outperform global equities by 

significant margins. Over the past month, however, while 

global property has continued to deliver gains, the sector 

is no longer in a different league of return. 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 7.9%, still ahead of the 3.5% 

equivalent return from the MSCI World Index, but the gap 

has narrowed compared with its strong outperformance in 

2015 and earlier this year. By region, emerging markets 

have been strongest (up 15.5%), as they have been 

across other asset classes. Among developed markets, 

Europe ex-U.K. has done well (12.3%), with Germany 

especially strong (21.3%), as has Asia (12.3%). The U.S. 

market returned 7.4%. At the other end of the scale, post-

Brexit woes have continued to weigh on the United 

Kingdom, which has lost 20.5%. Italy has also been very 

weak (a loss of 20.2%), reflecting ongoing concerns about 

its financial sector. 

 

Australian and International Property — Outlook 

At first glance, the latest (June) quarterly data from The 

Property Council/IPD All Property Index of direct property 

show surprisingly strong operating performance, given 

what has been a period of generally subpar growth for the 

Australian economy. The total return from holding 

property in 2016 to June was 13.3% (offices 14.6%, 

industrial 13.5%, retail 11.2%), which was higher than 

both the previous year’s return of 11.8% and the long-

term (past 15 years) return of 10.5%. 

 

A closer look, however, shows that the strong returns 

have more to do with lower interest rates than with 

strong operating performance. The income component of 

the total return fell across all subsectors over the past 

year, reflecting the state of the economy, but the capital 

component rose as properties values were boosted by the 

lower interest rates (cap rates) that were used to value 
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them. Lower interest rates also boosted demand for 

REITs’ yield. The sector’s performance has rested heavily 

on bond yields moving lower and staying low. 

 

The prospect of even modestly higher bond yields will be 

a challenge for the sector. As Credit Suisse noted in its 

wrap-up of the REITs’ reporting season, REITs are 

expensive on almost all valuation metrics, including their 

own P/E ratio by historical standards; the sector’s P/E 

ratio relative to the P/E ratio of the overall market; the 

level of dividend yields; and the sector’s premium to net 

tangible asset value (the price of the shares relative to 

the value of the properties owned). The only metric on 

which REITs still show an advantage is the gap between 

their dividend yield and bond yields. If that gap continues 

to close, and absent any strong pickup in local business 

activity that would support the rental component of 

return, the sector will struggle to replicate its recent 

strong performance. 

 

Exactly the same is true of global listed property, where 

valuations are expensive relative to the mixed global 

economic outlook and have been sustained principally by 

the relative attractiveness of property income versus 

bonds and cash. The Bank of America Merrill Lynch survey 

of global fund managers in September found that (apart 

from a defensively high allocation to cash) the most 

overweight sector, relative to usual allocations, was 

global REITs. 

 

The survey also argued, however, that global property, 

along with emerging-markets assets of all kinds, high-

quality equities, and U.S. and European corporate bonds 

were the prime beneficiaries of the era of ultralow or even 

negative interest rates and are now vulnerable to the tide 

turning in the bond markets. At this point, the gap 

between the global property yield (3.60% on the 

EPRA/NAREIT Global Index) and the global bond yield 

(1.24%) has only barely begun to narrow, but the tide is 

turning, and property will face increasingly stronger 

headwinds as U.S. monetary policy moves back to more-

normal settings. 

Australian Equities—Review 

Without support from a strong domestic economic cycle, 

Australian equities were not well placed to cope with the 

global equity sell-off this month. Australian shares had 

gone sideways for most of August and were slipping in 

late August and early September even before global 

concerns kicked in. The sharper falls from Sept. 7 onward 

mean that the S&P/ASX 200 is now showing a small year-

to-date capital loss of 1.3% and a small gain of 2.1%, 

including the taxed value of dividends. 

 

The biggest contributor to performance has been the 

resources sector, as it continued to climb back up from its 

previous 2008-15 slump. Year to date, resources are up 

29.2% in capital value. Consumer discretionary stocks 

(8.1%) and the industrials (3.4%) are also ahead, but 

declines in consumer staples (0.3%), IT stocks (1.4%), 

and heavyweight financials (8.6%) all subtracted from 

performance. 

  

Australian Equities—Outlook 

The latest official figures on the overall economy have 

been good, with GDP growing by 0.5% in the June quarter 

and by 3.3% year on year. But the June quarter looks to 

have been an unrepresentatively strong one, and the 

strong likelihood is that the underlying picture is not as 

supportive of corporate performance. 

 

The latest evidence points in various directions but 

generally agrees on some recent slowdown. At the more 

bearish end, the latest sector indexes produced by the 

Australian Industry Group all took an unexpected and 

marked turn for the worse in August, with each of them 

dropping to levels that were consistent with contractions 

in activity. Respondents’ comments suggested that there 

was no single factor behind the simultaneous setbacks, 

but nonetheless, there seems to have been a surprise and 

simultaneous weakening of activity across manufacturing, 

services, and construction, which is a troubling 

development.  
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The employment numbers are somewhere in the middle, 

suggesting somewhat mediocre cyclical conditions. There 

had been a decent increase of some 26,000 jobs in July, 

and forecasters had expected another 15,000 gain in 

August, but there was a small loss of nearly 4,000 jobs in 

the month. The unemployment rate dropped a little, from 

5.7% to 5.6%, but for the wrong reasons—the 

participation rate (the proportion of people who say they 

are actively in the labour force) also declined, which can 

be a sign that potential job seekers have become 

discouraged about likely job availability and have dropped 

out. 

 

At the more optimistic end, the NAB monthly business 

survey in August showed a somewhat better picture than 

that picked up by the Australian Industry Group surveys. It 

was not outright strong, having found “a patchy, but 

sustained, improvement in the nonmining economy, with 

the major services sectors and construction leading the 

way.” But the NAB team, too, felt that the ground might 

be weakening underfoot: “Recent negative movements in 

retail and wholesale conditions will be a cause for 

concern should they continue, and we are watching to 

see if they represent the start of a new trend”. 

 

Overall, the macroeconomic outlook does not look like one 

that will generate strong growth in corporate profits. 

Profits have been growing at a modest rate. In 

CommSec’s wrap-up of the latest reporting season, and 

excluding the distorting effect of BHP Billiton’s large loss, 

earnings per share for the companies that reported full-

year earnings in June were up 3.9% over a year earlier, 

and more of the same, at best, looks the most likely 

outcome. This is likely to make for some investor 

disappointment, as shares are priced on valuations more 

consistent with expectations of high profit growth. The 

forward-looking P/E ratio on the S&P/ASX 200 Index is 

16.7 times earnings, which is somewhat expensive.  

 

Another influence will be whether the dividend yield from 

equities will continue to appeal in a world where bond 

yields may, belatedly, be moving back up from their 

abnormally low levels. This is likely to be less of an issue 

for the market—companies have been aware that income 

is unusually important in current circumstances to many 

investors. CommSec noticed that “companies are as 

enthusiastic as they have ever been in paying out 

dividends,” and that “a record 92% of full-year reporting 

companies elected to pay a dividend.” The market’s 

dividend yield of around 4.4% should be enough to hold on 

to income-oriented investors even if bond yields rise 

modestly. 

 

The weak spot for Australian shares is likely to be the 

collateral damage from further episodes of external 

volatility. There have already been three instances this 

year where global equities were roiled by one concern or 

another (global growth/China, Brexit, and U.S. Fed policy). 

There are likely to be further squalls along similar lines, 

and the domestic business cycle is not robust enough to 

enable Australian shares to ride out any future global sell-

offs. Australian equities may well continue to struggle to 

make positive headway until there is evidence that local 

economic activity has finally broken free of the post-

mining-project slowdown. 

 

International Fixed Interest—Review 

The key development over the past month has been a rise 

in the 10-year U.S. Treasury yield. It had been slowly 

increasing, from its low point of 1.36% on July 8 to 1.54% 

on Sept. 7. At that point, the increase accelerated, with 

the yield reaching 1.73% on Sept. 13. The yield has 

drifted back a little recently, to just below 1.70% at the 

time of writing. 

 

The rise in U.S. yields has had modest knock-on effects in 

other markets. Just before this latest U.S. move, for 

example, the yield on 10-year German government bonds 

had been negative (0.115%) but has now moved into 

marginally positive territory (0.02%). The Japanese 

equivalent remained negative, but a little less so 

(currently negative 0.03%). 
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The recent moves have not hugely changed the 

international fixed-interest landscape. There are still large 

swathes of negative-yielding securities, for example, 

most notably in Switzerland, where the 10-year 

government bond yield is still negative 0.40%. But there is 

no longer the one-way-buying traffic that characterised 

the earlier months of the year. The yield on the Barclays 

Global Aggregate Index has risen over the past month 

from 1.10% to 1.24% (government bond yields were up 

from 0.60% to 0.70%, and corporate bonds were up from 

2.20% to 2.35%). 

 

Modestly higher yields have led to modest capital losses 

in recent weeks, but they were still small relative to the 

large gains recorded earlier in the year. For the year to 

date in U.S.-dollar terms, the Barclays Global Aggregate 

Index has returned 8.9% (governments 10.8%, corporates 

7.9%). Two of the options most favoured by income-

chasing investors are also still showing substantial year-

to-date gains, with the Barclays Global High Yield Index 

(low credit quality) returning 13.4% and the Barclays 

Emerging Markets Aggregate returning 11.9%. 

 

International Fixed Interest—Outlook 

Although it has been a realistic possibility for some 

considerable time, and bond markets might have built it 

into their expectations, the reality has been somewhat 

different: Bond markets have instead been somewhat 

rattled by increased speculation that a tightening of 

American monetary policy will happen sooner than later. 

Global equity markets have also been reacting badly to 

the prospect. 

 

The possibility of an earlier-rather-than-later Fed move 

toward unwinding previously very low interest rates was 

triggered by comments from some Fed governors who 

appeared to be concerned that low interest rates risked 

overheating the U.S. economy (for example, by 

contributing to unsustainably high asset prices). It does 

not appear at the moment that the overall U.S. economy 

is indeed overheating. Recent jobs numbers and industry 

surveys have suggested that, if anything, the rate of 

growth of the American economy is slowing.  

 

As a result, both the futures markets and the forecasting 

community think that a Fed move is not imminent (the 

Fed next meets on Sept. 20). The FedWatch indicator 

based on the Chicago Mercantile Exchange’s futures 

prices currently puts an 85% probability on no change at 

the September meeting and a 78% probability of no 

change at the November meeting, but the odds are 

roughly 50/50 for an increase in December. Similarly, 

nearly three quarters of the economists in The Wall Street 
Journal’s monthly poll from September believe the first 

increase will be in December. 

 

The reaction of the bond markets may have been 

somewhat premature, but it serves as an important 

reminder of the underlying risks to fixed interest. U.S. 

inflation is likely to rise at some point, with The Wall 
Street Journal‘s forecasting panel expecting inflation to 

run at a little over 2% in both 2017 and 2018; U.S. 

monetary policy will eventually be normalised, however 

slow and gradual that process may turn out to be. 

Eventually, U.S. bond yields will need to rise from their 

current levels, which do not compensate for the likely rate 

of inflation and have only made sense while inflation has 

been unusually low. The Wall Street Journal panel 

reckons that the U.S. Treasury bond yield will need to rise 

to 2.3% by the end of next year and to 2.7% by the end of 

2018. 

 

These expected rises are not dramatic, and the bulk of 

rises in global bond yields are likely to be quarantined to 

the United States. Central banks in the eurozone and 

Japan will still be struggling with inflation that is too low 

and economies that are too sluggish, while the Bank of 

England may also need to keep monetary policy very 

supportive as the actual movement of Brexit draws 

closer. Inflation everywhere has turned out lower than 

forecasters had anticipated. And rises in bond yields 

could also be delayed by new episodes of nervousness in 

the equity markets, which could trigger further safe-haven 
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bouts of bond-buying. All these factors suggest that 

overall global bond yields will rise only modestly over the 

next year, but even so, fixed-interest-rate investors are 

facing more difficult times ahead. 

 

International Equities—Review 

World share prices rose in July, August, and into early 

September as the impact of the Brexit vote in June wore 

off. More recently, however, prices have dropped as 

investors have worried about the possibility of higher 

interest rates and about the potential vulnerability of the 

U.S. economy. The recent declines have not completely 

undone the rises earlier in the year, but year-to-date gains 

are now marginal. The MSCI World Index is up by only 

0.5% in capital value in the currencies of its component 

markets, and by 1.9% in U.S.-dollar terms (3.5% including 

the taxed value of dividends). For Australian investors, 

however, the gain has been reduced by the 2.4% 

appreciation of the Australian dollar against the U.S. 

dollar year to date. 

 

The regional breakdowns show that, among developed 

economies, overall performance continues to be 

dependent on the U.S. stock market, where the S&P 500 

is up 4.1% in capital value year to date. There has been a 

surprising post-Brexit rebound in the U.K. market, where 

the FTSE 100 Index is now up 6.8% year to date, but this 

has been more than offset by the pound sterling’s 

weakness—the Australian dollar is up 14.5% against the 

pound. Other developed markets have generally been 

weak. In Europe, the FTSEurofirst 300 Index is down 

7.3%, and in Japan, the Nikkei Index is down 12.1% 

(although this has been largely counteracted for local 

investors by the rise of the yen). 

 

Emerging markets have continued to outperform the 

advanced economies, with the MSCI Emerging Markets 

Index up 11.6% in U.S.-dollar terms. Investors needed, 

however, to be prepared to take on exposure to Brazil and 

Russia to benefit, as they were far and away the biggest 

contributors to the gains. Year to date, Brazil’s benchmark 

Bovespa Index is up 31.1%, further boosted by a 19.5% 

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

dollar, and it is a similar story in Russia, where the FTSE 

Russia Index is up 32.1% and the Russian rouble is up 

9.9% against the U.S. dollar. The other big emerging 

markets have had less to show: India’s Sensex Index has 

had a relatively modest 8.6% rise, while China’s Shanghai 

Composite Index is still well down for the year with a 

14.6% decline.   

 

International Equities—Outlook 

As noted earlier in the International Fixed Interest section, 

investors in recent weeks have become more concerned 

about the prospect of higher interest rates (principally in 

the U.S.), and their concerns have spilled over into global 

equity markets. Investors have been questioning the 

ability of the U.S. economy (which has been one of the 

ongoing engines of global growth) to cope with less 

supportive monetary policy, and they have also had to 

confront the potential for tighter monetary policy to upset 

the relative valuations of bonds and equities. Ultralow 

interest rates have been one element in driving equity 

valuations up to expensive levels by historical standards.  

 

For the time being, immediate Fed policy tightening looks 

less likely. One factor has been the latest set of U.S. jobs 

statistics. The numbers were not terrible (151,000 new 

jobs in August, which was inside the forecast range of 

125,000 to 215,000, although a bit lower than the 

consensus pick of 175,000), but they were a slowdown 

from the pace of net hiring in previous months. While the 

ordinary, rather than strong, jobs numbers were helpful in 

that they may have held back the Fed’s tightening hand, 

from another perspective, they signalled that the 

underlying performance of the U.S. economy—and the 

ability of corporates to generate the profits that would 

support expensive share valuations—may be ebbing. 

 

The same picture of a still-growing (albeit more slowly) 

American economy came through in August’s Institute of 

Supply Management indexes, which were on the weak 

side. The manufacturing index actually fell below 50, 

suggesting that manufacturing output may have dropped, 
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with 11 of the 18 manufacturing sectors reporting lower 

output and only six still growing. The nonmanufacturing 

sectors of the economy were still expanding, but not as 

fast as in July, and there was a particularly sharp drop in 

the amount of new orders being taken in, which does not 

bode well for future production. On a more “glass-half-

full” view, ongoing (if slower) growth in the 

nonmanufacturing parts of the U.S. economy has made up 

for the setback to manufacturing, and the overall 

economy is still growing: August marked the 85th month 

in a row of growing activity. 

 

It is much the same story for the wider global economy. 

The August reading from the J.P. Morgan Global All-

Industry Output Index was still showing ongoing world 

economic growth, but at a slower rate than before. J.P. 

Morgan commented: “Further highlighting the generally 

subdued performance of the global economy during the 

year to date, the highest index reading so far in 2016 was 

below the lowest figure registered during the whole of 

2015.” Japan and Brazil in particular held back the overall 

performance. Similarly, employment was still growing, 

continuing a six-and-a-half year winning streak, but again 

more slowly than previously as “the rate of increase was 

the weakest since April 2013.” 

 

Equity investors have not liked the look of the global 

economy growing quite slowly (and arguably slowing 

down a bit further in recent months) set against high 

equity valuations and the prospect that the precarious 

equilibrium of both expensive bonds and expensive 

equities will break down if bond yields start to rise. The 

potential for further setbacks along September’s lines 

remains quite high. As September’s survey by Bank of 

America Merrill Lynch showed, fund managers think 

equities are very expensive (the most expensive since 

2000); they are particularly worried about the impact of 

further rises in U.S. bond yields and are concerned about 

too many investors, all trying to avoid unusually low bond 

yields, have crowded into the same bets (such as 

emerging markets); and they are holding historically high 

levels of cash because of their unease. 

 

The world economy will push through the current spot of 

cyclical weakness. Forecasters (as surveyed in The 
Economist’s September international poll) are still 

predicting that the developed economies will post some 

growth next year. However, the anticipated growth rates 

are modest: 2.0% in the U.S., 1.2% in the eurozone, and 

even less in Japan (0.8%) and post-Brexit Britain (0.5%). 

Emerging markets will do rather better—both Brazil and 

Russia will emerge from recession, while China and India 

will continue to register rapid growth. But overall, it is 

likely to be a picture of slower-than-usual growth in world 

business activity, with the potential for flurries of concern 

over growth prospects. In these circumstances, 

particularly when it becomes clear that U.S. interest rates 

are definitively increasing, we are likely to see repeats of 

this month’s rethink of the expensive value on offer from 

global equities. 

 

Performance periods unless otherwise stated generally 
refer to periods ended Sept. 13-14, 2016.  
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