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Outlook for Investment Markets 

The global economic outlook has continued to improve, 

and both the forecasting and investing communities now 

expect stronger economic activity (benefiting growth 

assets) but also higher inflation (adversely affecting bonds 

and other income-oriented asset classes). Uncertainty 

has risen, partly because of lack of clarity around Trump 

policies and partly because of various geopolitical and 

financial risks, and it is a concern that current asset 

valuations appear to be underestimating the potential for 

unpleasant surprises. At home, there have been mixed 

signals, but the long-awaited acceleration in business 

activity is still elusive—although the miners have been 

doing very well as some prices have soared, the rest of 

the economy still looks to be facing a further period of 

slower-than-normal growth. 

 

Australian Cash & Fixed Interest — Review 

Short-term interest rates are once again unchanged, 

reflecting the steady stance of monetary policy with the 

Reserve Bank of Australia, or RBA, holding the cash rate 

at 1.5% at its latest monetary policy meeting on February 

9, and the 90-day bank bill yield remaining close to 1.75% 

(currently 1.77%). Long-term interest rates remain closely 

linked to U.S. bond yields: both dropped in the first half of 

January, picked up in later January, and have eased back 

a little since. The net effect is that the local 10-year 

Commonwealth bond yield, at 2.7%, is slightly down on 

its level at the start of the year (2.76%). The Australian 

dollar is up by a substantial 4.4% in overall trade-

weighted value since the start of the year. In terms of its 

headline rate, it is up by 6.1% against the U.S. dollar, 

from USD 0.724 to USD 0.768. 

 

Australian Cash & Fixed Interest — Outlook 

Although it had two opportunities (at its latest policy 

decision and in its latest Monetary Policy Statement), the 

RBA continues to give no clues about its likely policy 

moves. For want of explicit “forward guidance,” we have 

to look at either economists’ forecasts or the futures 

market’s prices. 

 

On the economics side, the latest Fairfax Scope 

forecasting survey, published in early February and 

collating the views of 27 local economists, found a strong 

consensus the RBA will hold the cash rate at 1.5% all 

year (16 of the 26 who made end-year cash rate 

forecasts). There were a few takers (six) for the idea that 

the RBA might cut (either once, or twice, by 0.25% a 

time), and an even smaller number (four) who expect rate 

increases this year. 

 

On the futures side, the picture is rather different. Current 

pricing sees roughly a 50:50 chance of one 0.25% 

increase by the end of this year. On balance, unless there 

is clear evidence the economic cycle has definitively 

picked up, the economists’ take looks the more likely 

outcome. Returns from the likes of bank deposits look 

likely to remain low for the indefinite future. 

 

Local bond yields face a somewhat uncertain outlook. The 

U.S. bond markets remain unsure about the likely policies 

of the new Trump administration and their potential 

effects, and the uncertainty on U.S. yields flows through 

to corresponding uncertainty about Australian yields. For 

the time being, U.S. forecasters (going by the consensus 

view from the Wall Street Journal’s latest poll of U.S. 

forecasters) are picking that the U.S. 10-year Treasury 

bond yield will rise from its current 2.4% to around 2.9% 

by the end of this year, which would likely translate into a 

similar 0.5% or so increase in the local yield, to around 

3.2%. The Scope survey panel had a similar view of rising 

yields, though by a smaller amount, to 2.9%. 

 

The recent strength of the Australian dollar looks likely to 

have been linked to a surge in commodity prices 

(particularly iron ore), and it is possible that the perceived 

status of a commodity-backed currency could keep the 

Australian dollar up at current levels in coming months. 

However, the consensus view is that the Australian dollar 

is more likely to depreciate, partly as short-term interest 
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rate differentials widen in favour of the U.S. dollar and 

partly because the RBA is not keen to see a high level 

Australian dollar, which it sees as impeding the transition 

of the economy from the peak mining boom days. A large 

majority (20 out of 26) in the Scope forecast survey 

expect a lower Australian dollar over the coming year, 

with an average expected exchange rate of USD 0.717 at 

the end of this year 

 

Australian & International Property — Review 

Listed property has underperformed the wider equity 

market in several markets year to date, and it has also 

been the case for the A-REITs. With the wider market 

only making modest gains in the first place, however, the 

outcome has been that the A-REITs have gone 

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

has registered a 1.8% capital loss and a loss in total 

return terms of 1.0%. 

 

It was the same story for global listed property. In U.S. 

dollar net return terms, year to date the FTSE 

EPRA/NAREIT Global Index has returned 2.4% compared 

with the MSCI World’s 4.3%. The strongest region (as 

was also the case for bonds and equities) was the 

emerging markets, with a 4.9% return. Another bright 

spot was a small positive return (0.3%) from the U.K. 

market, which was a welcome stabilisation after its 

horrendous losses last year in the wake of the pro-Brexit 

referendum vote. 

 

Australian & International Property — Outlook 

The still subpar state of the business cycle is evident in 

the patchy operating performance of commercial 

property. Some sectors and regions are doing well: recent 

research reports from both CBRE and JLL showed the 

Sydney and Melbourne office markets, for example, are in 

good shape. CBRE pointed to “the outlook for [office] rent 

growth of circa 8% in Sydney and Melbourne in the next 

three years,” while JLL agreed. In Melbourne, JLL said 

“prime gross effective rents are expected to increase 

strongly again in 2017,” and in Sydney “above trend prime 

and secondary gross effective rental growth is projected 

for the 12-month outlook.” 

 

However, other areas are weaker. Retail properties face 

the ongoing challenge of e-commerce (though industrial 

properties have gained from the corresponding increased 

demand for logistics space), and some regions are very 

weak indeed in the wake of the unwinding of the mining 

project boom. JLL said that in Perth, the worst of the 

post-boom markets, “Since the most recent peak (2Q12), 

prime gross effective rents have fallen by 47.3%. 

Incentives increased in 4Q16 by an average of three 

months, to 60 months’ rent free (based on a ten-year 

lease)”, and that it will take years for the market to 

recover. 

 

Evidence of an acceleration in the pace of economic 

activity could improve the outlook for the A-REITs, but 

that evidence is still thin on the ground. Unless it appears, 

and given the prospect of higher local bond yields, the A-

REITs look likely to continue underperforming relative to 

the wider share market. 

 

Globally, the economic news has generally turned for the 

better (albeit with increased uncertainties, notably over 

Trump economic policies), which is a clear plus for the 

property sector. But the sector still struggles with legacy 

valuation issues from the “hunt for yield” days, when 

property had been one of the main beneficiaries of low or 

even zero yields from cash and bonds. In the latest 

(December ‘16) global commercial property survey run by 

the Royal Institution of Charted Surveyors (RICS), 

respondents generally reported property was still on the 

pricey side. In Switzerland, Germany, Japan, France, the 

U.S., Hong Kong, Singapore and Canada, over half of the 

respondents described property as “expensive,” and most 

of the rest picked “fair value”; there were few takers in 

any of those markets (and none at all in Switzerland and 

Japan) for “cheap.” 

 

Global listed property will likely need a further period of 

underperformance to bring valuations back more into line 
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with other income-oriented asset classes and with 

equities more generally. 

 

Australian Equities — Review 

Australian shares have generally followed the pattern of 

global equities, though with some local tweaks. The 

global weakness in January was exacerbated by some 

poor local corporate results, while the more recent global 

rally got extra impetus by a strong performance from the 

local mining sector. Year to date, the S&P/ASX 200 Index 

is up 1.6% in capital value and 1.7% in total return. The 

overall return was largely due to the 8.4% capital gain for 

the resources sector. The financials, the largest sector in 

the index with a 38% weight, held back performance with 

a small capital loss of 0.2%. 

  

Australian Equities — Outlook 

It is still not clear whether the economy will pick up from 

its post-resource-boom slowdown. The RBA thinks it will, 

saying in its latest Monetary Policy Statement that it 

thinks the economy is currently growing slowly, at a 1.5% 

to 2.5% annual rate, but that it will pick up later this year. 

The bank said, “GDP growth is expected to pick up over 

2017 to 2½–3½ per cent, supported by low interest 

rates, the diminishing drag on growth from falling 

resource investment and rising resource exports,” which 

would be better though far from a new boom-time. As the 

bank said, “overall growth is not expected to be sufficient 

to generate much of a decline in the unemployment rate.” 

 

Others are less sure. Fairfax’s February Scope survey of 

economists found they have distinctly lower expectations 

for 2017 – GDP growth of 2.4% rather than the 3.0% or so 

the RBA expects. The Australian Business Economists’ 

survey of expectations also came out with a likely 2.4% 

growth rate. 

 

The latest data does not help decide the debate between 

the relative optimists and the relative pessimists. The first 

National Australia Bank survey of business confidence for 

2017 was strong, with both confidence and actual trading 

conditions improving, but may (as National Australia Bank 

said) have an element of seasonality in it that may 

exaggerate the true underlying picture. The first of the 

Westpac-Melbourne Institute consumer confidence 

surveys was also a mixed bag: confidence was up, but 

only to the level where the number of optimists roughly 

matched the number of pessimists. And the opening 

sectoral performance surveys from the Australian Industry 

Group continue to show a varied picture, with some doing 

quite well (services), some doing okay (manufacturing), 

and some doing poorly (construction).  

 

If the relative pessimists are right, and the much 

anticipated business acceleration either doesn’t 

materialise, or materialises more slowly than the likes of 

the RBA expect, then prospects for equities are modest. 

The Fairfax Scope panel expected only a 2% rise in the 

S&P/ASX 200 Index by the end of this year, or by 4% if 

two deeply pessimistic bears who expect significantly 

lower share prices are excluded from the average. 

Conversely anything suggesting that the outlook is 

evolving more along positive RBA lines could be a strong 

stimulus to investor sentiment. The outlook is very much 

dependent on how the next few months of evidence on 

the economy's performance come to hand. 

 

International Fixed Interest — Review 

International fixed interest markets have been reacting to 

three main influences: the likely policies of the Trump 

administration; the reality of the Fed's monetary policy 

tightening and the prospect of more; and growing 

evidence that the global economic cycle has turned for 

the better, meaning that inflation, rather than deflation, is 

now a growing issue for bond markets. 

 

So far, the impact has been modest. Bond yields, for 

example, are generally only slightly higher than they were 

at the start of the year, although the point to point 

comparisons conceal some volatility along the way, 

particularly in the U.S. market. American bond yields have 

risen whenever investors have become more upbeat 

about the prospects of Trump policies boosting the U.S. 

economy and conversely have fallen on lower 
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expectations, and there have been several mood swings 

in the opening weeks of the year. 

 

Bond yields are consequently still low by historical 

standards: the yield on the government bonds in the 

Bloomberg Barclays Global Aggregate Index, for example, 

is still only 0.9%, held down by the likes of Switzerland, 

which still has a negative 10-year bond yield of negative 

0.1%, and Japan, where the 10-year yield is only 0.06%. 

With only small moves in bond yields, capital gains and 

losses have also been modest. Adding on still low bond 

yields means the total return from the global bonds in the 

Bloomberg Barclays Index, in U.S. dollar terms, has been 

only 0.3%. There have been stronger results from some 

subsectors, with both global high yield (lower credit 

quality) and emerging markets doing well: the Bloomberg 

Barclays Index of global high yield, for example, is up 

2.36% year to date. The common factor in both cases is 

the prospect of faster global economic activity, which 

investors expect to benefit both sectors, by, for example, 

reducing the risk of corporate default. 

 

International Fixed Interest — Outlook 

The outlook for international fixed interest is challenging. 

While it is possible that one of the many risks around the 

global economic outlook could lead to a resurgence of 

“safe-haven” buying and a return to very low bond yields, 

a more likely outlook is that several of the fundamental 

drivers of previously low bond yields have changed 

direction. 

 

First and foremost is the change in U.S. monetary policy, 

which is in the process of changing from very supportive 

to neutral. In December, the Fed raised the target for the 

federal-funds rate by 0.25% to a new 0.5%-0.75% band, 

and further increases are likely. Speeches by the chair of 

the Fed, Janet Yellen, have indicated the Fed regards its 

previous stimulatory work as essentially complete: 

unemployment is back down to low levels, and inflation is 

back up close to where the Fed would like it (around 2%). 

In her most recent speech, Yellen said it could be a policy 

mistake to be too slow to raise rates further. Looking at 

forthcoming Fed decision dates, currently the futures 

markets think a March 15 increase is possible (roughly 

30% chance), and a May 3 increase is a real chance 

(50:50 call), while a 0.25% increase by June 14 is odds 

on, with further increases by the end of this year. 

 

Bonds will also be challenged by rising inflation, in the 

U.S. and elsewhere. As noted in the international equities 

section, the most recent fund managers’ surveys show 

they now expect faster world economic growth and 

higher world inflation, and the most recent data also point 

in the same direction. In the U.S., for example, the 

headline annual rate of consumer price inflation in January 

was 2.5%, and even excluding surging fuel prices, was 

2.3%. Recent inflation data in Germany (1.9%) and the 

U.K. (1.6%) also show how the inflation tide has turned. 

As a generalisation, bond yields that had been at all-time 

lows in a world of zero inflation (or even outright deflation 

in some places) are now anomalous in today’s 

circumstances. There are some country-level wrinkles— 

Japan, for example, has had less success in getting 

inflation back up to more normal levels—but as a rule, 

trends in the global economy are unfavourable for bond 

performance. 

 

Finally, there is the Trump factor. Nobody knows for sure 

what his economic policies will be, how they will play out, 

or how they might inter-react with his geopolitical ideas. 

The initial reaction from the U.S. bond market was that 

the biggest moving part would be fiscal stimulus, which 

would tend to raise bond yields over time, and that is 

probably the best way, for now, to think about the impact. 

As noted earlier, the latest Wall Street Journal poll of 

U.S. forecasters thinks there will be a 0.5% increase in 

U.S. 10-year yields during the course of this year. 

 

Faster global growth, higher global inflation, and tighter 

monetary policy combined with looser fiscal policy in the 

U.S., is a combo that is cyclically unfavourable for bond 

market prospects. It does not help that investors (like 

those piling into higher risk bonds) who are hoping to 

wring some extra return off the beaten track are also 
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running out of options. Credit spreads have now been 

driven down to historically low levels, and may be too low 

to compensate for the extra risk. 

 

International Equities — Review 

World shares have been driven by two main 

considerations: investors’ attempts to discern the likely 

policies of the Trump administration, and generally 

improving data on global economic prospects.  

 

Initially, global equities responded very positively to the 

Trump administration, based on an expected fiscal boost 

to the U.S. economy, but had second thoughts in January 

on concerns about damage to world trade from potential 

U.S. protectionism. More recently again, sentiment has 

become more positive, principally on expectations of a 

(still-unspecified) tax package that may be good for U.S. 

corporate profitability. 

 

With ongoing good news about the state of the world 

economy, the net effect is that world shares have done 

well, and year to date, the MSCI World Index is up 3.6% 

in capital value in the currencies of its component 

markets and by 4.1% in U.S. dollar terms (4.3% including 

the taxed value of dividends). For local investors, 

however, the gains were more than counterbalanced by 

the 6.1% appreciation of the Australian dollar against the 

U.S. dollar over the period. 

 

Unsurprisingly, the U.S. has been the pick of the major 

markets as the greatest beneficiary of possible fiscal 

stimulus and tax reform. All the well-known indices (the 

Dow, the S&P500, the Nasdaq, and the Russell 2000) 

have been hitting record highs, and year to date the 

S&P500 is up 4.4%. European shares have made modest 

gains (the FTSE Eurofirst 300 Index is up 2.1%), while 

Japan is only slightly ahead (Nikkei up 0.7%). 

 

Emerging markets have continued to show last year’s 

pattern of overall gains, and a better performance than 

the developed markets, but with lopsided contributions 

from a select subset of developing economies. Overall, 

the MSCI Emerging Markets Index is up 8.3% in capital 

value in U.S. dollar terms, with the key BRIC group up 

9.6%. There was a large contribution from Brazil, which 

had also been a stellar performer in 2016; a good 

contribution from India; and a modest contribution from 

China, where the Shanghai Composite Index is up 3.7%. 

Russia, one of the strongest performers last year, was 

quieter, with a slight 0.9% drop in the FTSE Russia Index, 

though the small equity loss in rouble terms was more 

than made up by a sizable 5.7% rise in the rouble against 

the U.S. dollar. 

  

International Equities — Outlook 

There are two dominant and somewhat conflicting 

themes affecting the outlook for global shares: evidence 

of stronger global economic activity, countered by rising 

levels of risk and uncertainty. 

 

On the positive side, the latest global business surveys 

are encouraging. The January reading for the JP Morgan 

Global All-Industry Index (covering both manufacturing 

and services) was at a 22-month high, with JP Morgan 

commenting that the January data “provides a positive 

picture for the global economy at the start of 2017. Rates 

of expansion improved for both output and new orders, 

leading to further job creation and rising levels of business 

confidence. The global economy looks well set to build on 

this solid start during the remainder of the quarter.” 

 

Global fund managers are also buying into the idea that 

the world is looking up. The latest (February) survey by 

Bank of America Merrill Lynch (BAML) showed roughly a 

quarter of them now think the world economy will be 

growing faster than usual this year, whereas a year ago, 

virtually nobody did. Similarly, a year ago, 88% of the 

managers thought that the outlook was for more “secular 

stagnation,” a prolonged period of low growth and low 

inflation. There are still a fair few pessimists around 

(43%), but their number has more than halved. 

 

But alongside this improving outlook, virtually every 

forecaster has also been pointing to higher levels of risk 
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and uncertainty. In the latest update to its Global 

Economic Prospects forecasts, for example, the World 

Bank said 2016 looks to have been the low point for world 

post-GFC growth, and that this year, 2018 and 2019 will 

all be somewhat better. It is expecting slightly improved 

performance in the developed economies and clearly 

better performance in emerging and middle income 

markets (notably Argentina, Brazil, Nigeria and Russia). 

 

But the World Bank also said that “Uncertainty 

surrounding global growth projections has increased and 

risks continue to be tilted to the downside. This reflects 

the possibility of a prolonged period of heightened policy 

uncertainty following recent electoral outcomes in key 

major economies, mounting protectionist tendencies, and 

potential financial market disruptions associated with 

sharp changes in borrowing costs or exchange rate 

movements.”  

 

The BAML survey also found that fund managers had 

several worries on their minds. In order of importance, 

they were: a breakup of the eurozone; potential trade 

wars under a Trump administration; potential financial 

stress caused by either a strong U.S. dollar or higher 

interest rates; and unexpected “financial events” such as 

bank failures. 

 

It is not all bad news. There are new upside risks, too. As 

the World Bank said, “significant fiscal stimulus in major 

economies—in particular, the United States—could 

support a more rapid recovery in global activity in the near 

term than currently projected, and thus represents a 

substantial upside risk to the outlook”. The result is that 

the range of potential outcomes is wider than ever. 

 

Oddly, however, from various perspectives, equity 

markets do not seem to be behaving as one might expect 

when risk and uncertainty are as high as they are 

currently. For one thing, investors continue to have 

unusually low expectations for volatility in the U.S. share 

market, despite the obvious potential for large surprises 

(good or bad) from the Trump administration or from other 

unexpected events. The VIX index of the S&P500’s 

expected volatility continues to trade at unusually low 

levels, as do measures of expected volatility in other 

equity markets. For another, a natural reaction to 

uncertainty would be to discount the likelihood of good 

things happening, whereas investors are currently putting 

a high price on expected earnings. In the U.S., for 

example, S&P estimates that the S&P500 is priced on 

24.3 times historical earnings and 17.4 times projected 

earnings (other analysts have similar estimates), which 

are historically high valuation levels. 

  

Perhaps the optimists will be proved right and growing 

momentum for the world economy will carry the day, and 

none of the economic, political or financial risks will prove 

material enough to derail the underlying support for 

improved corporate profitability, or they might—if there is 

indeed a big positive tax surprise on the way from the 

Trump administration—further boost economic growth. 

But at a minimum there are likely to be recurrent reality 

checks (along the lines of those we saw on several 

occasions last year) as investors revisit the likelihood of 

setbacks to currently optimistic expectations. 

 

 

Performance periods unless otherwise stated generally 

refer to periods ended February 14 2017. 
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