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Outlook for Investment Markets 

Both growth and inflation have been picking up globally. 

Higher economic growth has been, and will continue to 

be, helpful for equities, but rising inflation will also be 

challenging for bonds and other income-oriented asset 

classes. Asset valuations generally remain expensive, and 

are vulnerable to any unexpected adverse shocks, 

especially as investors appear to be factoring in low levels 

of concern about the probability of political or other 

surprises. In Australia, there is still no clear evidence of a 

pick-up in economic growth. If anything, recent data has 

been on the weaker side of expectations, and growth 

assets (other than mining shares, benefiting from higher 

commodity prices) will need stronger cyclical conditions 

to make meaningful gains. 

 

Australian Cash & Fixed Interest — Review 

There has been little effective change in short-term rates, 

barring transient day-to-day volatility, as monetary policy 

has remained on hold: the Reserve Bank of Australia, or 

RBA, kept its target official cash rate at 1.5% at its latest 

policy meeting in March, and the 90-day bank bill yield 

has remained close to 1.8%. Long-term interest rates 

remain closely linked with U.S. bond yields—both rose in 

late 2016, but have not moved much since the start of 

this year, and the current local 10-year Commonwealth 

bond yield is 2.85%, a tad higher than where it started the 

year. The Australian dollar has been strong across the 

board. In terms of its headline U.S. dollar rate, the 

Australian dollar has appreciated year to date by 4.7% to 

USD 0.757, and it is up 3.6% in overall trade-weighted 

value. 

 

Australian Cash & Fixed Interest — Outlook 

There has still been no signal from the RBA about what it 

is likely to do next. Although many central banks these 

days give some form of “forward guidance,” the RBA has 

gone no further than to say rates where they are will do 

for now (“holding the stance of policy unchanged at this 

meeting would be consistent with sustainable growth in 

the economy and achieving the inflation target over 

time,”) and has given no clue about its future intentions. 

 

Some forecasters think the ongoing subpar growth of the 

economy will lead the RBA to give some further monetary 

policy support. The National Australia Bank, or NAB, pick 

is that there will be a 0.25% cut to the cash rate later this 

year. But it is a minority view with the other three big 

banks, for example, having the RBA holding the cash rate 

at 1.5% well into 2018. The financial futures market also 

thinks any rate cut is unlikely, and is pricing the opposite, 

with a 0.25% increase on the cards by the middle of next 

year. Either way, returns from bank deposits look set to 

remain low for some time yet. 

 

For longer-term interest rates, the likeliest outcome is 

that local yields will be impacted by globally higher bond 

yields, particularly in the U.S., and also by domestic 

inflation rising back towards the RBA’s target level of 2.0-

3.0%. Again, not everyone agrees. NAB, with a view that 

U.S. rates will not rise much and the local economy will 

continue to grow slowly, expects the 10-year 

Commonwealth yield in a year’s time to be much the 

same as today’s. Again, this is a minority view, with, for 

example, the Commonwealth Bank and Westpac 

expecting the local yield to be around 3.3% by the middle 

of next year. This looks the more realistic call, and is 

broadly in line with what U.S. economic forecasters 

expect by way of higher U.S. bond yields over the same 

period. 

 

The recently strong Australian dollar has been the 

beneficiary of currently high commodity prices—the 

RBA’s index of commodity prices in Australian dollars has 

risen by a remarkable 41.0% from its low levels a year 

ago. This has enabled the Australian dollar to hold off 

what would otherwise have been a force for strong 

downward pressure—the likelihood that U.S. short-term 

interest rates will be progressively increasing at a time 

when local rates will be steady. How long commodity 

prices (and perhaps relatively attractive yields on 
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Australian property and shares) will go on holding the 

Australian dollar at these new levels is anybody’s guess. 

But for what it’s worth, forecasters typically think the 

recent strength will unwind over the next year, with three 

of the big banks picking the Australian dollar to be a little 

below USD 0.70 is a year’s time, and the other, Westpac, 

also picking a depreciation, but only to USD 0.72. 

 

Australian & International Property — Review 

The A-REITs were not doing well in the first place—they 

had been underperforming the wider share market in the 

opening weeks of the year—and things have got more 

difficult since as the reality of higher bond yields has hit 

home. Year to date, the S&P/ASX 200 A-REITs Index is 

down 4.4% in capital value and by 3.6% in total pretax 

return. 

 

Global listed property has also been challenged by the 

impact of the Fed’s interest rate increase. Up to late 

February, the FTSE EPRA/NAREIT Global Index had been 

doing quite well: in U.S. dollar net return terms, by the 

end of February, it was 4.7% to the good. But March was 

a different story when prices retreated as the Fed’s 

decision came closer. Year to date, the index is still in 

positive territory, however, with a gain of 1.7%, though its 

performance has lagged the wider global equity market. 

Most of the major markets registered small losses (the 

U.S., for example, had a net return loss of 1.0%), and the 

overall positive returns from the sector depended on 

strong performance in the emerging markets, which had a 

net return of 6.7%. 

 

Australian & International Property — Outlook 

The operating performance of property has been holding 

up reasonably well against what has been a somewhat 

mediocre economic backdrop. The latest Property 

Council/IPD measure of the performance of direct 

property, for example, shows it returned 11.7% in 2016, 

and some subsectors did especially well, notably hotels 

and healthcare.  

 

Some of the returns have clearly represented positive 

property revaluations, as interest rates and “cap” rates 

used to value property have fallen, generating capital 

gains. But this process has gone pretty much as far as it 

can go. As JLL noted in their recent review and outlook 

for the retail sector (and the comment is applicable to 

other sectors), “CBD, regional and neighbourhood yields 

are now all sitting at record low levels (on average), on a 

national basis. Subregional and large-format retail are also 

very close–within 10bps–of the historical low...yields will 

reach a cyclical low in 2017, given the potential for 

upward movement in bond rates and official cash rates, 

globally.”  

 

As various reports have indicated, there is still strong 

international demand for Australian real estate, given the 

relative yield on offer, and this will likely provide some 

underpinning for the sector even against the unfavourable 

cyclical trend towards higher bond yields. But further A-

REIT underperformance against the wider equity market 

looks likely until yields in the sector have risen enough to 

restore relative valuations against fixed interest. 

 

The same is true overseas, except more so, given that the 

yield on global property (3.8%) is more than a full 1% 

below the Australian yield (4.9%). There is still a useful 

gap between the yield on property and the yield on global 

fixed interest, which is still only 1.7%, but this gap is likely 

to be pressured by rising global bond yields over the 

coming year. The recent pickup in the pace of the global 

economy is helpful for property performance, and will 

support growth in rental income and tenancy levels, but 

as the recent falls in REIT prices in the major markets 

have shown, there is likely to be some further ongoing 

adjustment while property prices adjust downwards (and 

yields rise) to meet the increasing valuation challenge 

from bonds. 

 

Australian Equities — Review 

The main factor behind the 1.9% year-to-date capital gain, 

and 3.1% total return, from the S&P/ASX 200 Index was 

the impact of the global post-Trump equity rally, with little 
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net movement since, as sectoral trends have roughly 

cancelled out. The resource stocks, which had been 

strong in January and February, have weakened more 

recently, and are now only up 0.3% for the year, while the 

financials, which had been weak in January, have risen in 

recent weeks, and are now up 4.0% for the year. 

Consumer-linked stocks have been mixed (staples up 

6.3%, discretionary down 1.5%) while there has been 

little change in the IT sector (only up 0.6%).  

  

Australian Equities — Outlook 

The key issue for local equities remains whether the 

current period of slower-than-usual growth is going to 

turn for the better anytime soon.        

 

The latest official data has not settled the issue: 

December quarter GDP growth was a strong 1.1%, but 

the annual rate of growth was only 2.4%, which means 

the economy is still growing at the below-3% rates of 

growth that make little real positive impact on 

unemployment and consumer confidence. The latest 

official data also showed a huge rise in corporate profits 

in the December quarter, but it was a rather lopsided 

outcome, with mining sector profits, boosted by the 

recent run-up in commodity prices, accounting for the 

lion’s share. Also, there was one outright piece of bad 

news, with a small fall in employment in February, and an 

unexpected rise in the unemployment rate, to 5.9%, 

although too much should not be made of what has 

recently been quite a volatile indicator. 

 

Whether the economy can kick on, and generate an 

ongoing across-the-board rise in corporate profits, 

remains debatable, and if anything, the most recent 

analysis is a bit less encouraging than before. 

 

The NAB team, for example, found in their most recent 

(February) business update, that the immediate outlook is 

quite good: “Business conditions are still at quite lofty 

levels, consistent with our expectation for the economy to 

enjoy solid rates of growth in the near-term.” But just 

over the horizon, NAB was more worried saying: “It is the 

longer-term growth picture that is more concerning, 

particularly as the contribution from LNG [liquefied natural 

gas] exports, temporarily higher commodity prices and 

the residential construction boom fade, putting pressure 

on the labour market.” 

 

Westpac analysts came to the same view. The latest 

reading from their leading indicator (compiled with the 

Melbourne Institute) similarly found the immediate 

outlook to be solid, saying: “the run of six consecutive 

above or at trend readings is signalling a better outlook 

for the first half of 2017.” But they too were concerned 

about the outlook beyond that: “Prospects for growth in 

2018 look discouraging. Housing construction is likely to 

be contracting through 2018 while export growth will 

slow and the terms of trade are likely to be falling, 

slowing nominal income growth. Prospects for an 

offsetting boost from household spending and business 

investment are not encouraging.” 

 

Equity valuations are not as demanding as they are in 

some other markets. On S&P’s calculations, the forward-

looking P/E ratio is 15.9 times earnings, cheaper than in 

the U.S., so there is better value on offer which may 

appeal to investors, and the 4.3% dividend yield will also 

find takers. But (ex the miners whose fortunes will 

depend on the next turn of the wheel for commodity 

prices) any broad-based gains for the market will depend 

on the economy picking up from its current lacklustre rate 

of growth. 

 

International Fixed Interest — Review 

The key event for the asset class has been the Fed’s clear 

indication that the era of exceptionally low American 

interest rates has come to an end. On March 15, the Fed 

raised its target range for the federal-funds rate by 0.25%, 

to a range of 0.75% to 1.0%.  

 

Markets had been anticipating that the Fed was likely to 

move, and had also observed a strengthening global 

economy which was leading to a gradual rise in global 

inflation. Bond yields have consequently been moving up 
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for some time with the low point for the 10-year U.S. 

Treasury yield back in early July last year, and since then 

it has risen by over 1% (from 1.37% at its low point to 

2.5% currently). Negative bond yields, which had 

prevailed in some markets at the height of monetary 

policy ease, are becoming rarer. In the most negative 

yield market of all, Switzerland, the 10-year government 

bond yield is now almost back to zero (currently negative 

0.03%, 0.1% higher than at the start of this year). 

 

Bond yields (outside the U.S.) have not yet risen 

substantially: the yield on the bonds in the Bloomberg 

Barclays Global Aggregate is still only 1.71%. Modestly 

higher bond yields mean the associated capital losses 

have also been modest, but they have helped to reduce 

the returns from fixed interest. The total U.S. dollar year-

to-date return from the Bloomberg Barclays Global 

Aggregate is only 0.3% (0.2% from global government 

bonds, 0.55% from global corporate bonds). 

 

International Fixed Interest — Outlook 

The Fed’s latest move is likely to be the first of several. 

On average, the officials involved in the decision expect a 

further two 0.25% increases during the rest of this year, 

and two or three more during 2018.  

 

The Fed’s rationale is quite simple: inflation is heading 

back to where the Fed wants it to be (it expects its 

preferred measure of inflation to be 1.9% this year, and 

bang on its preferred 2.0% target in 2018 and 2019), and 

the economy is doing well. From both perspectives of its 

dual inflation and growth mandate, there is no longer any 

need to maintain its previous very stimulatory stance. 

 

Much the same applies in the eurozone, where until very 

recently, the European Central Bank, or ECB, was 

expected to keep monetary policy on a very stimulatory 

course for some considerable time. Again, evidence of 

rising inflation and an improving eurozone economy mean 

the previous need for ultralow interest rates and 

“quantitative easing” (purchases of bonds to keep longer-

term interest rates low) is now past. Further rate cuts are 

off the agenda, as the ECB governor Mario Draghi said 

this month, while outright interest rate increases are still 

unlikely in the near future, the ECB is now likely to start 

thinking of paring back its bond-buying programme as a 

first step towards normalising interest rates to more usual 

levels. 

 

In summary, the outlook for global bonds is likely to 

become progressively more difficult. Monetary policy is 

becoming less supportive, and inflation is rising which is a 

combination that is unfriendly for fixed interest. Barring 

large geopolitical or financial shocks, which might send 

investors back into the relative safety of high-quality 

bonds, the early year-to-date pattern of distinctly modest 

returns from fixed interest looks like setting the scene for 

more of the same in the rest of the year. 

 

International Equities — Review 

The global post-Trump rally has continued, and although 

price rises have been slower in the past few weeks, the 

strong rises in January and February mean that world 

shares are well ahead year to date, with the MSCI World 

Index up 5.5% in capital value (in the currencies of its 

component markets) and by 5.9% in U.S. dollar terms.  

 

The U.S. has been the strongest of the developed 

markets, with the S&P500 up 6.5% for the year, but 

European shares have also been improving as the 

eurozone’s economy has strengthened. The FTSE 

Eurofirst300 Index is up 3.5%, with German shares up 

4.6% and French shares, despite the presidential election 

uncertainties, up 2.5%. In Japan, however, little has 

happened since the turn of the year Trump rally, and 

although the Nikkei Index is formally up 2.4%, the 

measurement is entirely due to a fortuitous rise between 

December 30 and January 4. Since then, shares have 

shown no net change at all. 

 

Emerging markets have been stronger again, with the 

MSCI Emerging Markets Index up 6.7% in local currency 

terms and by a strong 9.4% in U.S. dollar terms, as some 

emerging market currencies have appreciated. Of the big 
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four “BRIC” economies, India (up 10.4%) and Brazil (up 

10.3%) did the heavy lifting, with a smaller 4.6% gain in 

China. Russia, however, lost ground, with the FTSE Russia 

Index down 9.6%, principally in response to a lower world 

oil price. Overall, the BRIC economies were up 10.3% in 

U.S. dollar terms. 

  

International Equities — Outlook 

The outlook for world equities has not changed. The major 

elements are an improving outlook for global economic 

activity, but set against high valuations and low 

preparedness for any adverse surprises. 

 

On the economic outlook, the key indicator the financial 

markets are interested in is the trend in U.S. employment. 

It has continued to deliver good news. January had been 

strong with 238,000 net new jobs, and forecasters had 

been expecting a slightly lower outcome for February 

around the 200,000 mark. The number came out on a par 

with January, with 235,000 jobs, and the unemployment 

rate dropped from 4.8% to 4.7% despite more people 

deciding to enter the labour force (there was a rise in the 

“participation rate,” itself a sign of job seeker confidence 

in the availability of jobs). 

 

Beyond the U.S., the outlook for global economic activity 

has also been positive. The February Markit/J P Morgan 

Global Composite Indicator was mixed, with 

manufacturing growing a bit faster but services not 

growing quite as quickly as previously. However, overall 

the index showed, as Markit said, that “the all-industry 

PMI remains at a level consistent with solid, above 

potential growth of global real GDP. Continued job 

creation and rising new order inflows suggest the current 

upturn maintains sufficient momentum to carry growth 

forward during the coming months.” Most sectors are 

solidly optimistic about the year ahead, with software, 

telecoms, “other” financials, (that is, not banks or 

insurance), technology equipment and beverages the 

most upbeat. Not a single sector was outright pessimistic 

about the outlook, although real estate, tourism, the 

media, and mining were less upbeat than the rest of the 

pack. 

 

In particular, the previously lagging eurozone has been 

coming to life. In words that nobody would have expected 

to read even a few months ago, Markit said about the 

latest data that the European numbers “paint a bright 

picture of a eurozone economy starting to fire on all 

cylinders...The labour market is also starting to boom, 

with jobs being created at the fastest rate for nearly a 

decade.” 

 

In other major economies, the outlook is not so 

straightforward. The U.K. is entering the actuality of 

Brexit, and although its economy has done better than 

expected thus far (mainly due to the competitive 

advantage of a much lower British pound), it is now 

moving into more difficult territory where its trade access 

to European markets may be compromised. Japan also is 

relatively weak. Markit’s February Japan Business Outlook 

found that “Japan’s private sector recorded the second 

lowest level of business confidence amongst all the global 

economies covered in the Outlook series, highlighting how 

not all firms are optimistic that the recent upturn in the 

economy can be sustained over the coming year ahead.” 

 

Overall, however, the major economies have improved, 

and the global outlook has been helped significantly by 

ongoing rapid growth in many of the big emerging 

markets. The latest (March) consensus forecasts collated 

by the Economist magazine have China, for example, 

growing by 6.5% this year and 6.3% next, and India is 

growing even faster again, with 7.2% growth expected 

this year and 7.3% next. 

 

While the macroeconomic fundamentals remain 

supportive for equity performance, the main issue is that 

valuations remain on the expensive side of historical 

yardsticks. In the U.S., for example, on data company 

FactSet’s estimates, “The forward 12-month P/E ratio for 

the S&P 500 is 17.7” (other estimates put it a little higher, 

with S&P making it 18.1 and Birinyi Associates 18.3). As 
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FactSet notes, “This P/E ratio is above the 5-year average 

(15.0) and the 10-year average (13.9).” These valuations 

may well rise as investors increasingly turn to equities as 

the asset of choice when faced with progressively more 

difficult bond markets. 

 

These valuations leave little room for things to go wrong. 

Currently, investors are happy, for example, with the good 

news on jobs out of the U.S. But the economic 

projections made at the latest Fed policy meeting were 

quite modest: GDP growth of 2.1% this year and next, and 

1.9% in 2019; and unemployment is expected to drop only 

a little more, to 4.5%, and to stay there over the next few 

years. It would not take much for a few months’ 

unexpectedly low jobs numbers to puncture current levels 

of optimism. 

 

Another signal of complacency about risk is shown by the 

VIX index of the volatility investors expect to encounter 

from holding the S&P500. After a brief rise on the 

unexpected Trump election, it has dropped back to 

unusually low levels—levels consistent with investors 

expecting few or no clouds on the horizon. 

 

It would be nice if the global economy always grew 

steadily and its politicians always played well with others. 

But that is not typically how the world works, and current 

valuations are priced for a more stable environment than 

is likely to evolve. The economic fundamentals remain a 

solid support, but it would be surprising if we get through 

the rest of the year without some reality checks.  

 

 

Performance periods unless otherwise stated generally 

refer to periods ended March 15 2017.  
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