
Global Equities  

o Quarter 1 2017’s strong momentum in global equity markets continued into the second quarter as 
few geopolitical surprises and reasonable economic data supported the consensus outlook for 

improving global growth.  
o Those investors unhedged against movements in currency saw a slightly enhanced return over the 

quarter (up 3.9%). However, the impact of volatile currency moves (illustrated below) is much more 

pronounced over a 12-month period, with strength in the Australian dollar over that time leading to 
unhedged global equity returns being lower than hedged global equity returns over the past year. 

o While U.S. equities continue to dominate media headlines, with major indices repeatedly hitting all-
time highs, most other regions in fact delivered superior returns over the 12-month period. Emerging 

market equities built on a solid first quarter of the year to be the best performing region in second 
quarter 2017, delivering gains of 6.6%, in local currency terms. 

o Interestingly, cyclical sectors (such as financials, materials and energy) that soared on high 

expectations following the election of Donald Trump, have delivered a much more muted 
performance in the first six months of 2017. 

o Following a period of relative calm in Europe (with elections in France and the U.K. passing without 
incident), investor confidence has picked up. 

Outlook  

o With gains across all major equity regions in second-quarter 2017, our expected future returns have 
fallen in an absolute sense (as share markets increasingly capture these returns in current share 

prices). With this, comes the heightened risk of drawdown, particularly for those markets that we 
deem expensive, most notably the U.S. 

o Emerging market equities remain an attractively priced opportunity, although the extent of this has 
somewhat diminished, given the disproportionate price strength seen in this region in recent times. 

o With global equity markets generally considered expensive, Morningstar continue to search for more 

tailored investment opportunities, searching for reasonable valuations and strong fundamentals 
across global sectors.  
 

 
 

 
 



Australian Equities  

o Unlike many global peers, the Australian equity market saw weakness this quarter, with the S&P/ASX 
300 Accumulation Index (including dividends) delivering a return of negative 1.6%. 

o Sector returns continue to be highly disparate. Telecommunications fell 8.0% amid increasing 
competition as TPG Telecom sounded its surprise entry into the mobile space. Energy stocks were 

also weaker (down 5.9%) with the declining oil price, while consumer staples (down 5.3%) partly 

reversed last quarter’s stellar returns as the imminent arrival of Amazon weighed on sentiment 
toward key constituents Woolworths and Wesfarmers. Financials too saw losses (down 4.4%), with 

the previously strong momentum toward the big four banks, as part of the global reflationary trade, 
being blindsided by an unexpected bank levy in the Federal Budget, thereby renewing investor focus 

on the challenging macro-prudential environment within which they operate. 
Outlook 

o Morningstar retain their cautious outlook on Australian equities. While expected returns have 

marginally improved with the recent market weakness, the asset class remains significantly 
overvalued, both in absolute terms and relative to other opportunities. It is their view that investors in 

the Australian market will need to be increasingly nimble, to deliver superior risk-adjusted returns. 
This involves applying a diligent investment process and an open mindset to moving away from an 

index-like exposure, which we consider to be concentrated and expensive. 

o While the bank levy served as an unexpected catalyst, impacting the Australian banking sector, the 
move lower in the share prices of the big four banks was justified given expensive valuations. 

Potential headwinds remain. While APRA’s capital requirements appear less onerous than first feared, 
the bank levy is a prudent reminder of the heightened regulatory environment within which the 

banking sector must navigate. 
 

 
 
 

 
 

REITs 
o Global Real Estate Investment Trusts, or G-REITs delivered a positive result this quarter. The threat 

of online retailing, the so-called Amazon effect, was a key driver of REIT returns this quarter, 

negatively impacting brick-and-mortar retail REITs (that is, those invested in shopping mall assets), 
while more industrial-facing REITs were seen as a beneficiary of this trend. North American REITs 

were the worst performing region, while European REITs did well, supported by broader inflows into 
the region. 

o On the other hand, Australian Real Estate Investment Trusts, or A-REITs, saw losses for the quarter. 

Suffering the same concerns as Global REITs, in Australia the outlook for retailers weighed on the 
retail mall REITs, with Westfield, Scentre & Vicinity all seeing losses more than 5% (and in Westfield’s 

case, almost 10%). Industrial groups, Goodman Group (up 3.3%) and BWP Trust, which leases large-
format retail sites to Bunnings, were among the brighter spots in the sector.  

Outlook 

o Notwithstanding improved valuations in US retail REITs, global REITs remain unattractively priced, 
presenting the heightened risk of capital losses from this level. 



o Australian listed property is now trading ahead of Morningstar’s fair value estimate, raising the risk of 

volatility and drawdown (losses) from this level. 
 

 
 

 
 

Global Fixed Income  

o Medium- to longer-term returns in global bond markets have been underpinned by central bank policy 
action aimed at stimulating growth and inflation in developed world economies. While the success of 

such measures is open to debate, the effect of this action is that bond yields have been driven down, 
meaning that bond prices have rallied strongly. Now, central banks appear to be increasingly looking 

to wind back the level of support that they have provided to markets. With this has come heightened 

levels of volatility, most notably in fourth-quarter 2016. 
o While the U.S. Federal Reserve lifted interest rates in a largely anticipated move at their June meeting 

(with investors pushing out expectations for the next rate rise to December 2017), it was talk of 
shrinking the Fed’s balance sheet that served to remind investors that we remain firmly on a path, 

albeit a slow one, to more normal monetary policy. This initially may be in the form of the Fed not 
reinvesting income received from bond coupons before then moving on to not replacing bonds as 

they mature. Meanwhile, in Europe, improving growth has seen the European Central Bank 

increasingly guiding the market that it too will look to wind back its quantitative easing program, most 
likely sometime in 2018. 

Outlook 
o Our view remains that government bonds in the U.K., Europe, Japan and, to a lesser extent, the U.S., 

remain significantly overvalued. With yields still close to all-time lows, this reduces current cash flows 

while also increasing the risk of capital loss should bond yields rise towards their longer-term fair 
value. The risk of this happening is growing, in Morningstar’s view, as the actions of central banks 

that have for so long been a tailwind for bond investors could well turn into a substantial headwind. 
 

 
 
 



 

Australian Fixed Interest  
o Australian bonds had a reasonable quarter, with the Bloomberg AusBond Composite 0 + Y TR Index 

delivering a return of 1.01%. This was marginally below the global benchmark (1.17%), and was 
driven by a slight pullback in inflation and interest rate expectations, given their sharp uptick in 

fourth-quarter 2016 and first-quarter 2017. Notwithstanding recent moves, with much of the 

developed-world in tightening mode, we have seen yields in bonds with longer-term maturities push 
higher over time. This probably suggests that the next rate move in the Australian cash rate will be 

up, but with a challenging domestic environment and a much stronger currency, this move may be 
some time away yet. 

Outlook 
o Following a pullback in yields in second-quarter 2017, Australian bonds are a little less attractive. 

Nonetheless, they look reasonably priced, in Morningstar’s view, while also continuing to appeal 

relative to other developed market global bond peers. Indeed, the asset class continues to be 
especially important for Australia-domiciled investors, with Australian bonds (and cash) remaining 

among Morningstar’s preferred defensive plays in the diversified portfolios for when times become 
more challenging. 
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