
 
Page 1 

 

                                                                        Economic Update                        
                                                                                                                Sydney | 27-01-17 

 

 © 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").  

Outlook for Investment Markets 

The global economic outlook has brightened a bit, partly 

as a result of stronger growth prospects in the U.S. under 

a Trump administration and partly due to improved 

prospects in other markets, notably in the eurozone and in 

some important emerging markets. Investors are 

consequently focusing on more growth-oriented assets, 

while defensive assets face tougher going as bond yields 

have been rising (mainly in the U.S.), and are likely to rise 

further. In Australia, while there has been little new data 

over the holiday period, it seems there is still no 

acceleration from the recent subpar period of GDP 

growth—the miners have been performing very well 

thanks to the improved global outlook and higher 

commodity prices, but other assets remain dependent on 

a still-elusive pick-up in the pace of economic activity. 

 

Australian Cash & Fixed Interest — Review 

Short-term interest rates are unchanged, with the 90-day 

bank bill yield steady at around 1.75% (currently just over, 

at 1.78%). Long-term interest rates continue to track U.S. 

bond yields: the 10-year U.S. Treasury yield mostly 

dropped in January but rose again in the last few days, 

and the local 10-year Commonwealth bond yield has done 

the same starting the year at 2.76%, getting as low as 

2.67% on Jan. 4, but is now back up to 2.8%. U.S. 

developments have also had a big influence on the 

Australian dollar. Initial global U.S. dollar strength after 

the election of President Trump peaked around the turn of 

the year, and the Australian dollar correspondingly 

weakened to USD 0.72 on Dec. 28. Since then, however, 

the U.S. dollar has been weaker, and the Australian dollar 

has appreciated again, to its current USD 0.756. Year to 

date, the Australian dollar has gained 3.0% in overall 

trade-weighted value, on top of its 1.9% overall rise in 

2016. 

 

 

 

Australian Cash & Fixed Interest — Outlook 

The Reserve Bank of Australia, or RBA, has given no 

recent clues about its likely monetary policy decisions, 

but many forecasters expect the bank will keep the cash 

rate steady at 1.5% throughout the rest of this year. 

Forecasters are not unanimous: National Australia Bank, 

for example, thinks the still-lacklustre economy will 

require two 0.25% cuts from the RBA this year. The 

futures market has a somewhat different (and odd) 

view—on current pricing, it sees a fighting chance of one 

0.25% increase this year—but a more realistic view looks 

to be that rate hikes are likely to remain off the RBA’s 

agenda, and current low levels of return on bank deposits 

will persist for some time yet. 

 

The outlook for local bond yields is hard to call, as it is 

very much hostage to U.S. developments and the outlook 

for U.S. economic policy is still very uncertain at this early 

stage of the Trump administration. The most likely 

outcome is that U.S. bond yields will continue to rise in 

2017, reflecting tighter monetary policy from the Fed and 

stronger U.S. growth and inflation rates, and that there 

will be knock-on effects on local bond yields. If local bond 

yields behave in line with U.S. bond yields, which in the 

latest Wall Street Journal poll of U.S. forecasters are 

expected to rise by around 0.5% this year, the local 10-

year government bond yield could well be around 3.3% by 

the end of the year. 

 

Exchange rate forecasting is fraught at the best of time, 

but particularly now when the foreign exchange markets 

are prone to sudden changes of sentiment about the likely 

impact of the Trump administration’s policies. Some, for 

example, have pointed to likely faster growth in the U.S. 

as a plus for the U.S. dollar, but others have looked at the 

possibly adverse U.S. dollar impacts of greater 

protectionism. One plausible scenario is that the Fed will 

continue to raise interest rates while the RBA stays on 

hold (or even cuts), which would likely lead to a 

progressively lower Australian dollar during the year, and 

which would also suit the RBA’s purposes of stimulating 

the economy and working inflation higher. But not a lot of 
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faith can be put on foreign exchange forecasts until the 

direction of U.S. policy becomes a lot clearer. 

 

Australian & International Property — Review 

Higher bond yields worked against Australian property 

equities in the second half of 2016, but even so the 

S&P/ASX 200 A-REITs Index finished the year with an 

8.1% capital gain and a total return of 13.2%, as 

weakness later in the year failed to undo the very strong 

performance from earlier in the year. Unfortunately, the 

late-2016 pattern has carried on into 2017: prices have 

continued to fall, and the index has had a very weak start 

to the year, with a year-to-date capital loss of just over 

5.0%. 

 

Global listed property in U.S. dollar terms delivered a 

small positive net return (including the taxed value of 

dividends) last year, with the FTSE EPRA/NAREIT Global 

Index returning 3.1%. The highlights were very strong 

performance from emerging markets (a net return of 

20.6%) as investors hunted down all residual sources of 

yield, and a 5.5% return from the key U.S. market. The 

U.K. had a severe setback after the Brexit vote, and 

finished the year with a net loss of 24.8%. This year to 

date, the global index is showing a net return of 1.6%. 

 

Australian & International Property — Outlook 

Although the state of the economic cycle is only fair, 

property professionals appear to be—perhaps 

overoptimistically—rather upbeat about the operating 

prospects for the sector. In the latest (March 2017 

quarter) ANZ Bank/Property Council of Australia survey of 

the sector, respondents’ confidence rose a bit from 

already strong levels in December 2016, and was also up 

a bit on a year ago. The overall assessment concealed 

some marked regional and sectoral variations—generally 

strong conditions in New South Wales and Victoria, and 

generally very weak markets in Western Australia—but 

evidently, averaged across the whole country, operating 

conditions on the ground appear quite good to those most 

closely involved. 

 

But this may not flow through to the listed A-REITs. It is 

still only a few weeks’ worth of data, but the weak REIT 

performance year to date, at a time when many other 

equity classes have been prospering, is concerning. Part 

of it no doubt reflects the wider global movement out of 

high-yield equities. But some also look sector specific. 

The A-REITs were in especially high demand in the first 

half of 2016 (following already strong rises in 2014 and 

2015) and, by the middle of last year, the sector’s 

valuation had become seriously out of step with a world 

where previously ultralow bond yields were finally starting 

to increase. The ongoing declines this year suggest that 

valuations have not yet have reached a bottoming out 

level where investors are finally comfortable with the 

value on offer.  

 

The outlook for global economic property is a mixed bag. 

Clearly, the modestly improving outlook for the world 

economy is a plus, and analysts have been especially 

keen on the likely faster growth in the U.S. economy. 

Cushman and Wakefield’s latest property forecasts for the 

U.S., for example, note faster growth “will drive more 

demand for real estate space than was previously 

assumed.”  In the office sector, for example, they say, 

“With 730,000 net new office-using jobs expected by the 

end of 2016 and an additional 438,000 and 508,000 

throughout 2017 and 2018, respectively, there is still 

runway for the office market.” 

 

The outlook in Europe is not so straightforward. As Knight 

Frank’s latest European outlook report says, “Investor 

appetite for European real estate remains strong,” but 

“increased political uncertainty clearly has the potential to 

impact on the eurozone’s fragile economic recovery.” As 

a result, investors have been shunning the deeply 

uncertain post-Brexit outlook for U.K. commercial 

property, favouring Germany as the low-risk European 

option, while also looking for selective opportunities (in 

Madrid, Dublin and Stockholm, as well as Berlin) that may 

be relatively sheltered from the significant political risks of 

France, Italy and the Netherlands. 
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Though there are pronounced regional differences, the 

overall global economic environment is somewhat 

supportive of the sector. The key issue, however, will be 

how investors will look at the yield differential with bonds 

as the year evolves. There is still some yield pick-up 

available: global property yields 3.8% compared with 

global fixed interest’s 1.7%. But this will be pressured as 

bond yields rise—we could see another year of 2016’s 

pattern, where global property lags equities more 

generally. 

 

Australian Equities — Review 

Despite a global environment that has been generally 

favourable to equities, Australian shares have not got off 

to a strong start to 2017 with the S&P/ASX 200 Index up 

only marginally (0.1%) since the start of the year. The 

market suffered a series of adverse profit 

announcements: shares in Brambles, the pallet company, 

for example, dropped 15% on lower-than-expected profit 

guidance. The downbeat company announcements were 

only partially offset, at the time of writing, by higher share 

prices in the resources sector, on the back of higher 

world commodity prices and an improved profit outlook 

from steelmaker BlueScope. 

  

Australian Equities — Outlook 

There is little new information to go on year to date. 

Ideally, there would be evidence that the economy is 

finally shaking off the shackles of the wind-down in 

mining sector investment. While the latest official data on 

GDP, for the September quarter, suggested the economy 

was still unusually weak—GDP dropped by an unexpected 

0.5%in the quarter—most commentators regarded the 

outcome as an unrepresentative “one off,” and more 

recently, there have been some hints that the economy 

may finally be perking up. The most recent official data on 

the jobs market, which showed a larger-than-expected 

rise in employment in November, was encouraging. 

 

But what early evidence is to hand on how the economy 

has fared since then remains mixed. The Australian 

Industry Group performance indices for December, for 

example, showed a strong services sector, and a 

reasonable manufacturing sector, but a weakening 

construction sector, which suggests ongoing patchy 

performance. 

 

The January consumer confidence reading from the 

Westpac Melbourne Institute survey was also not 

impressive. Confidence was essentially unchanged after a 

sharp fall in December: Westpac noted “At 97.4, 

pessimists clearly outnumbered optimists for a second 

consecutive month in January (100 being the neutral 

point).” Westpac said: “The absence of a rebound in 

January is a disappointing result, particularly when one 

factors in the cumulative 10% gain for Australian equities 

over the past two months and, to a lesser extent, a 

nascent improvement in the pace of job creation. On the 

other hand, there are likely to be lingering effects from 

the shock of the announcement just before the December 

survey that the economy contracted by 0.5%.” Ongoing 

slower-than-usual growth in the economy is evidently 

preying on households’ minds: looking at their short- and 

longer-term expectations, “From their respective post-

Budget peaks in May 2016, the short- and long-term 

economic conditions sub-components are down almost 

8% and 10% respectively.” 

 

The outlook remains the same as it has been for some 

time. The outlook for the resources sector looks promising 

as world economic activity strengthens and commodity 

prices rise, albeit share prices have already risen very 

substantially from previous lows and most of the gains 

may already be behind us. For the rest of the market, 

there needs to be stronger evidence of an acceleration in 

the pace of economic activity that might justify what are 

still somewhat expensive valuations (a P/E of 16.45 times 

prospective earnings on the S&P/ASX 200 Index, 

according to S&P). Investors may also need more 

reassurance about some of the issues that are holding 

back the banks: the financials make up nearly 40% of the 

S&P/ASX 200 and were a drag on overall performance in 

2016, and may do the same this year unless investors can 

see a clearer pathway to improved sectoral profitability. 
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International Fixed Interest — Review 

The main development in the international bond markets 

has been the rise in U.S. bond yields, as the financial 

market currently reckon the Trump administration will run 

a more expansionary fiscal policy, which will at least 

temporarily raise the rate of growth of the American 

economy and increase the rate of inflation. 

 

Elsewhere, there have been only limited moves in yields. 

The only one of note is a small rise in eurozone bond 

yields, where, for example, the 10-year German 

government bond yield has risen from 0.17% at the start 

of the year to 0.36% currently, as growth and inflation 

prospects in the previously weak eurozone economy 

seem to be turning a bit stronger.  

 

Overall, however, these rises have not, so far, made a big 

difference to the overall level of global bond yields. The 

yield on the Barclays Global Aggregate Index remains at a 

historically low 1.66%, with global government bonds still 

yielding only 1.06% and global corporate bonds only 

2.74%. 

 

International Fixed Interest — Outlook 

As for many other asset classes, the outlook remains 

dependent on what the Trump administration aims to do 

(and what Congress will allow it to do), and short of 

greater clarity on both fronts, forecasts are necessarily 

more tentative than usual. 

 

On short-term U.S. interest rates, the most likely outlook 

is for further increases. The chair of the Fed, Janet Yellen, 

recently said the U.S. economy had got back to pre-GFC 

levels of unemployment, and that inflation was also 

closing in on the Fed’s target of 2%. While it is not 

precisely the inflation rate that the Fed is aiming at, the 

latest U.S. consumer price index showed that too-low 

inflation is no longer an issue in the U.S. Inflation hit 2.1% 

in December, the highest rate since mid-2014, and was 

also strong even allowing for higher energy price and 

volatile food prices: ex energy and ex food, the annual 

inflation rate was 2.2%. Yellen also said that it would be a 

mistake to leave it too late to raise interest rates from the 

levels that had been appropriate in tougher times. 

 

While the direction of short-term interest rates seems 

clear, the extent isn’t, reflecting the currently high degree 

of uncertainty around the U.S. policy outlook. The 

FedWatch tool (based on the Chicago Mercantile 

Exchange’s futures prices) shows, for example, that 

futures investors currently have very mixed views on 

where the federal-funds rate will be by the end of this 

year. The most likely outcome is two 0.25% increases, 

but investors also think there is a good chance of only 

one, and a reasonable chance of three. 

 

The same uncertainty prevails in the U.S. bond markets. 

At first, investors believed in significantly higher bond 

yields—the U.S. 10-year yield hit 2.6% on Dec. 15—but 

recently have been having second thoughts, with the yield 

back down to 2.4%. However, while the extent of rises is 

debatable, the direction looks clearer: U.S. bond yields in 

the low 2% region look too low now that U.S. inflation has 

risen over 2%, and looks likely to rise a little more. The 

latest Wall Street Journal poll of U.S. forecasters found 

they expect the U.S. yield to rise to 2.65% by midyear and 

to 2.9% by the end of this year: this could well be on the 

low side, as even a 2.9% yield would not offer much real 

(after inflation) return. 

 

U.S. dollar-denominated bonds are consequently likely to 

face a challenging year as yields rise, though with the 

potential for the Trump administration to spring surprises 

and/or take policy mis-steps, there could still be some 

insurance value against periods of market volatility. 

Elsewhere, there looks to be less potential for capital 

loss. For example, although inflation in the eurozone 

picked up to 1.1% in December, the European Central 

Bank, or ECB, is likely to keep interest rates very low for 

some time yet, as is the Bank of Japan, where there is 

less evidence that efforts to boost inflation have been 

successful (the latest inflation rate is 0.5%). While central 

bank policies in Europe and Japan do not pose any 

immediate threat to bond investors, even in these 
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economies, bond yields look vulnerable from any longer-

term perspective.  

 

International Equities — Review 

World shares have experienced the same shifts in 

investor sentiment as other asset classes, largely 

because of ongoing reassessments of the Trump 

administration’s likely effects. There were strong rises in 

early December, in late December, and in the last few 

trading days, punctuated by a weaker period in mid-

December and a quiet spell in mid-January. 

 

While it is too early for “year-to-date” index performance 

to mean much, for the record, the periods of optimism 

have carried the day on the year-to-date outcome, with 

the MSCI World Index, at time of writing, up by 2.2% in 

capital value in the currencies of its component markets, 

and by a bit more (3.1%) in U.S. dollar terms.  

 

This early in the year, regional and country movements 

also do not carry much weight, but again for the record, 

the global capital gain has been less dependent on the 

U.S. market than 2016 had been with most developed 

markets showing modest gains, and year to date, the U.S. 

dollar capital gain for the MSCI World ex the U.S. Index 

has been larger (3.6%) than the MSCI overall.  

 

As was the case in 2016, emerging markets have 

continued to do better than the developed markets. 

Again, too much reliance should not be placed on just the 

first few trading weeks of the year, but as far as they go 

the data show that the MSCI Emerging Markets Index is 

up 5.6% in capital value in U.S. dollar terms. The two 

stars of 2016 (Brazil and Russia) have at least temporarily 

gone their separate ways. At the time of writing, Brazil’s 

benchmark Bovespa index had continued to roar along, 

and was up 9.3% in local currency terms, but the FTSE 

Russia had eased back a bit, and was down 2.0% in 

rouble terms. 

 

 

  

International Equities — Outlook 

At first glance, the outlook for 2017 is looking reasonably 

promising in terms of the economic fundamentals for 

world equities. Virtually all the recent data and forecasts 

have been pointing to reasonable current economic 

conditions, which are expected to pick up during the 

course of this year. 

 

In terms of the current state of the global cycle, the latest 

(December 2016) JP Morgan/IHS Markit global business 

performance indices finished last year on a strong note. 

As JP Morgan’s commentary said, “Output growth 

accelerated to a 13-month high, with solid trends seen at 

both manufacturers and service providers. Improving rates 

of expansion in new business and employment suggest 

that the economy is taking positive momentum into the 

new year, which should ensure the growth recovery 

continues to take hold at the start of 2017.” By sector, 

technology, the financials, consumer goods and industrial 

companies were all doing particularly well. 

 

The most recent updates to its World Economic Outlook 

from the International Monetary Fund, or IMF, also 

showed an expected improvement this year, with the IMF 

expecting global economic growth to pick up 

progressively from an estimated 3.1% last year to 3.4% 

this year and to 3.6% in 2018, with the outlook for the 

developed economies now looking a bit better than the 

IMF had expected in its last forecasting exercise in 

October 2016. 

 

Other forecasters are also more upbeat. The Wall Street 
Journal panel of U.S. forecasters has added a tad extra to 

expected U.S. growth (now expected to be 2.4% this year 

and 2.5% in 2018) while the latest (January) poll of 

European forecasters by the ECB found that they, too, 

were in a more optimistic mood. While the expected 

rates of growth are not stellar in absolute terms—the 

forecasters are picking 1.5% growth for the eurozone this 

year—they mark a significant change from previously 

near-recessionary conditions.  
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There are pockets of poorer performance—on the 

Economist’s (January) latest poll of international 

forecasters, growth in Japan is likely to remain sluggish, 

and there are considerable uncertainties for the U.K. 

economy ahead of what look like difficult Brexit 

negotiations. However, overall, the global outlook appears 

to be brightening. It has helped that three emerging 

economies that had been in recession in 2016 (Argentina, 

Brazil, Russia) all look to resume growing this year (going 

by the Economist panel predictions), and that China looks 

likely to keep growing at an impressive rate (by 6.5% this 

year, and by 6.0% in 2018, according to the IMF). 

 

But the “at first glance” qualification is also relevant. 

While the economic fundamentals driving global corporate 

profit prospects look to be improving, the prices investors 

are paying for exposure to global growth remain on the 

high side. In addition, and contributing to the high 

valuations, investors appear to be placing unusually little 

weight on the potential for unpleasant surprises.  

 

In the U.S., for example, valuations are currently on the 

high side of historical yardsticks. On Birinyi Associates’ 

estimates, the trailing P/E ratio for the S&P500 is currently 

24.7 times earnings, compared with 20.7 times a year 

ago, and the dividend yield has dropped over the same 

period from 2.36% to 2.15%. The prospective P/E ratio, 

based on the earnings expected over the next year, is an 

expensive 17.45. These already relatively pricey 

valuations will be challenged if, as seems probable, U.S. 

interest rates rise during the year and investors revisit the 

relative valuations between equities and bonds. 

 

Investors also appear to be underappreciating the degree 

of potential risk. As noted earlier, we still do not know a 

lot about the likely direction of Trump administration 

policies. At the time of writing, there has been only a 

limited range of early announcements (repeal of the 

“Obamacare” health insurance arrangements, penalties 

for outsourcing U.S. jobs, withdrawal from the Trans 

Pacific Partnership, a wall with Mexico), but even on this 

limited sample, they show that the Trump administration 

is prepared to go in radically different directions to its 

predecessors. 

 

However, investors appear unperturbed about these, and 

other risks. The VIX measure of the volatility investors 

expect to encounter from being invested in the S&P500, 

which was already low at the start of the year (around the 

13 mark) has dropped further since, to under 12, a level 

that historically correlates with investors seeing no clouds 

on the horizon. This seems a naive assessment, given the 

rich potential for policy mistakes, renewed financial stress 

(for example, from the Italian banks) or geopolitical 

upsets over the coming year. 

 

While we do not yet have enough information of what the 

Trump administration will do, at this early stage perhaps 

the best call is that 2017 is shaping up to be a repeat of 

2016: the global economic fundamentals may well 

support the MSCI World to another modest capital gain, 

but there are also likely to be intermittent squalls of 

volatility as overoptimistic expectations confront the 

political and financial realities. 

 

 

 

Performance periods unless otherwise stated generally 
refer to periods ended January 25 2017.  



 
Page 7 

 

                                                                        Economic Update                        
                                                                                                                Sydney | 27-01-17 

 

 © 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").  

Copyright, Disclaimer & Other Information 

 
This report has been issued and distributed by 

Morningstar Australasia Pty Ltd ABN: 95 090 665 544, 

AFSL: 240892 and/or Morningstar Research Limited, 

subsidiaries of Morningstar, Inc.  
 

To the extent the report contains any general advice or 

‘class service’ this has been prepared by Morningstar 

Australasia Pty Ltd and/or Morningstar Research Ltd, 

without reference to your objectives, financial situation or 

needs. Please refer to our Financial Services Guide (FSG) 

for more information including our conflict management 

procedures 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. 

 

Copyright 

© The material contained in this document is copyright of 

Morningstar, Inc., its licensors and any related bodies 

corporate that are involved in the document's creation. All 

rights reserved. Except as permitted by the Copyright Act 

1968 (Australia) or Copyright Act 1994 (New Zealand), 

you may not reproduce, transmit, disseminate, sell or 

publish this information without the written consent of 

Morningstar, Inc. 

 

Trademarks 

Morningstar and the Morningstar logo are registered 

trademarks of Morningstar, Inc. 

 

Disclaimer 

All care has been taken in preparing this report. However, 

please note we base our financial product research on 

current information provided to us by third parties 

(including financial product issuers) which we cannot 

necessarily verify. While we use all reasonable efforts to 

obtain information from reliable sources, we do not 

guarantee the data or content contained herein to be 

accurate, complete or timely. To the extent that our 

research is based on information received from other 

parties, no liability is accepted by Morningstar, its 

affiliates nor their content providers for errors contained 

in the report or omissions from the report. Morningstar 

determines its ratings on information disclosed to it by 

financial product issuers and on past performance of 

products. Past performance is no guarantee of future 

performance. 

 

More Information 
If you wish to obtain further information regarding this 
report, licensing and our services, please contact us on: 
 
Morningstar.com.au subscribers  
Tel: 1800 03 44 55  
Email: help.au@morningstar.com 
  
Advisers/Institutions/Others  
Tel: +61 2 9276 4446  
Email: helpdesk.au@morningstar.com  
 
For further information on our analysts and research 
methodologies, we recommend you visit 
www.global.morningstar.com/au/researchdocuments 


