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Outlook for Investment Markets 

Bond, equity and property markets have struggled in 

recent months with the prospect of higher interest rates 

in the United States—valuations across many asset 

classes had been inflated to expensive levels by very low 

interest rates. The readjustment of valuations is likely to 

remain a key theme in coming months, though the 

headwinds are moderated to some degree by ongoing 

growth in the global economy and by the likelihood that 

bond yield rises will be modest and gradual. At home, 

there are some signs that the pace of growth of the 

economy may be picking up, but local assets also look 

expensive and are likely to go through the same rethink of 

value on offer. 

 

Australian Cash & Fixed Interest — Review 

Short-term interest rates have been in a holding pattern 

ahead of the Reserve Bank of Australia, or RBA, revealing 

its next monetary policy decision on Nov. 1, with the 90-

day bank bill yield trading around 1.75%. After rising in 

September, and the first half of October, longer-term 

yields have levelled off in recent days, with monetary 

policy again in the frame. Local bond yields have been 

closely tracking U.S. bond yields, which in turn have been 

waiting to see what the Fed does at its next monetary 

policy decision meetings. The 10-year Commonwealth 

bond yield is a little under 2.3%. The Australian dollar has 

also been marking time, and has been trading in the mid 

USD 0.70s (currently USD 0.76). Year to date, it remains 

modestly higher (up 3.2%) in overall trade-weighted 

value.   

 

Australian Cash & Fixed Interest — Outlook 

The RBA, like many other central banks, continues to 

struggle with inflation that is stubbornly below its official 

target (2% to 3% on average over the medium term). As 

the new governor Philip Lowe said in his first speech on 

Oct. 18, “I am the first Governor of the RBA to have taken 

office where the concern of the day is more that inflation 

might turn out to be a bit too low rather than a bit too 

high.” 

 

We don’t yet know what inflation was in the September 

quarter (the statisticians will not publish it until Oct. 26), 

but the RBA will know it ahead of its next policy decision, 

and if, as is likely, inflation will have stayed well below 

the RBA’s target range, there is a good chance that the 

cash rate will be cut from 1.5% to 1.25%, and at least one 

forecaster (National Australia Bank) reckons there will be 

another 0.25% cut to follow. But it is far from a certainty. 

There are forecasters (including the ANZ Bank and 

Westpac) which think the RBA will leave things as they 

are, and the futures market currently also leans toward no 

immediate change. Either way, as in many other markets, 

the return from holding cash or near-cash will remain low. 

Year to date, the S&P/ASX 90-day Bank Bill Index has 

returned only 1.71% although it has provided useful 

capital protection against volatility in both bond and 

equity markets. 

 

Bond yields are likely to continue to take their cue from 

U.S. bond yields, which in all probability are likely to head 

a bit higher if the Fed does indeed start to tighten 

monetary policy before the end of this year. While this 

looks plausible as a scenario, it has not convinced 

everyone. There are markedly different opinions in the 

marketplace, including predictions of outright falls in the 

local 10-year yield (to 1.7% by the end of next year, 

according to the Commonwealth Bank). The modest rise 

to 2.65% expected, for example, by Westpac looks more 

likely, though perhaps the best conclusion to be drawn 

from the variety of opinions is that the bond markets are 

in for a tricky time ahead as investors adjust to what the 

Fed may do. 

 

A combination of looser local monetary policy and tighter 

U.S. monetary policy, added to the RBA’s repeated 

statements that it would not like to see the Australian 

dollar appreciate and interfere with the economy’s 

transition from the mining project wind-down, make for a 

reasonably coherent argument that the Australian dollar 
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should fall over the coming year, and most forecasters 

see it declining against the U.S. dollar. A popular pick is 

depreciation to around USD 0.68-0.69, which would make 

a strong argument for looking to bank foreign exchange 

gains from unhedged overseas assets in the future. 

 

But, as ever, nothing is certain in foreign exchange (or 

other) forecasting. If, for example, overseas investors 

continue to look for yield in Australia’s equity and property 

markets, then the Commonwealth Bank’s pick of a USD 

0.77 exchange rate in a year’s time may not work out. 

 

Australian & International Property — Review 

A-REITs have slightly outperformed the rest of the 

Australian sharemarket—the S&P/ASX 200 A-REIT Index 

has delivered a capital gain year to date of 3.8%, 

compared with the 1.8% for the S&P/ASX 200 Index, and 

a total return of 7.1% compared with the total market’s 

5.4%. 

 

Global listed property had been in high demand earlier in 

the year as investors chased windows of outstanding 

yield when bond yields were unusually low, but prices 

have been falling since mid-August as the prospect of 

improved bond yields has materialised. Despite the recent 

sell-off, the earlier strength means that the FTSE 

EPRA/NAREIT Global Index in U.S. dollars has still 

delivered a positive year-to-date net return (including the 

taxed value of dividend income) of 4.8%.  

 

By region, the key U.S. market has delivered a net return 

of 5.8%, Europe ex the U.K. a return of 4.3%, and Japan 

3.1%. Emerging markets have been in hot demand, 

returning 15.9%. On the downside, there have been very 

large losses for the Brexit-shocked U.K. sector, with a 

loss of 28.8%, and Italian property has also performed 

poorly, turning in a loss of 23.8%, on worries about the 

health of the Italian financial sector. 

 

Australian & International Property — Outlook 

Operating conditions have reflected the current slower-

than-usual rate of economic growth, with overall 

performance reasonable rather than strong. In the office 

market, for example, JLL’s recent research report showed 

that the national vacancy rate has dropped only slightly 

over the past year, from 12.6% to 12.0%. The overall 

result conceals some markedly different outcomes across 

regions and sectors. In Sydney, the strongest market, 

prime office rents have risen by 15.4% in the year to 

September, and secondary office rents by a remarkable 

26.1%. At the other extreme, the vacancy rate in the 

mining-battered Perth CBD has risen even further, to 

24.7%. Similar strong variations are evident in the 

industrial market, where (going by Colliers’ recent report) 

Sydney and Melbourne have been doing reasonably well, 

but Perth has been in strife with a vacancy rate of 10.8% 

and rents 11.1% lower than a year ago. 

 

The A-REITs’ outperformance of the wider equity market 

has not reflected any superior sectoral economic 

fundamentals: the property companies (ex the occasional 

hot spot) have shared the wider fortunes of an economy 

still in transition from the mining boom days. Rather, the 

gains have come from income-oriented investors 

searching for yield when cash and bonds have offered 

unusually low returns.  

 

The tide may now be turning. While retail investors 

remained highly keen, not enough institutional investors 

could be found to back Charter Hall’s proposed AUD 1.12 

billion ‘Long WALE REIT’, and at the time of writing, the 

new listing had just been called off. With the sector now 

trading on expensive valuations across several valuation 

metrics, it will be exposed to any further closing of the 

gap between the 10-year government bond yield (now up 

to close to 2.3%) and the yield on the A-REITs (around 

4.7%).  

 

The same remains true of global listed property, except 

more so. The economic outlook is only fair—though again 

with significant regional variations—but the yield on offer 

on global property is lower again, at 3.75%. Valuation 

issues are more extreme again. It was noticeable, for 

example, in the most recent global survey of commercial 
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property by the U.K.’s Royal Institution of Chartered 

Surveyors, that very low proportions of property 

professionals thought property was “cheap” in most 

localities, and where they did, it tended to reflect risks 

that would deter many investors (the cheapest markets 

were Brazil, Portugal, Bulgaria, Russia and Greece). In 

some developed markets, very large majorities regarded 

property as “expensive,” with the most expensive 

markets seen in Switzerland, Japan and Belgium. 

 

The gap between the property yield and the yield on 

global government bonds (1.24%) may still be reasonably 

wide, but there is not much of a differential with the 

2.33% yield on global corporate bonds, and it is likely that 

expensive global listed property will increasingly be 

pressured by a normalisation of bond yields. 

 

Australian Equities — Review 

Australian shares have been volatile. Prices had been 

sliding in August, dropped sharply in the first half of 

September on global interest rate concerns, rebounded in 

later September, but more recently, have started to drift 

down again. The net result is that the S&P/ASX 200 Index 

has recorded a small year-to-date capital gain of 1.8%, 

and a total return of a gain of 5.4% including dividends.  

 

There has been little change to the sectoral performance, 

with the miners (up 37.2%) leading the way by a wide 

margin. Most other sectors have recorded modest single-

digit increases, but the financials (ex A-REITs) have 

continued to be a drag on the market, with a 7.6% fall. 

  

Australian Equities — Outlook 

There is still no definitive sign of a breakout from slower-

than-usual growth in business activity, though a case may 

be building for a gradual turn for the better. 

 

The mining sector, where the wind-down of investment 

spending has been a major drag on overall economic 

performance, may be on the mend. As a recent National 

Australia Bank report noted, “Business confidence has 

improved in mining and in WA [Western Australia] in 

recent months, commodity prices have been more 

stable—and in the case of coal prices, they have 

surged—while job ads in mining have bottomed and are 

rising in engineering. While NAB retains a cautious 

medium-term view on the outlook for major Australian 

commodity prices, this bottoming should provide some 

support for company profits.” 

 

The rest of the economy is also, arguably, looking a bit 

better. Perhaps the most optimistic indicator came from 

Dun & Bradstreet’s latest (October) survey of business 

expectations, which was notably upbeat: “The upswing 

for expected sales, profits and employment has been 

sustained in the most recent survey, aided, it would 

appear, by the record low interest rate settings and 

evidence of policy progress from the re-elected Turnbull 

government.” Profit expectations, while not yet back to 

the levels of a year ago, rose across all industries, which 

was another good signal. That said, the encouraging signs 

from the Dun & Bradstreet survey are a few steps beyond 

the more middle-of-the-road results from the most recent 

National Australia Bank business survey or the mediocre 

readings from the latest Australian Industry Group 

performance indices. 

 

The outlook overall looks to be cautious optimism about a 

gradual improvement in the economy, or as the RBA put it 

in the minutes to their latest monetary policy decision on 

Oct. 4, “There was a reasonable prospect of sustaining 

growth in economic activity that would support further 

employment growth and, in time, a gradual increase in 

wage growth and inflation. At the same time, however, 

there remained considerable uncertainty about 

momentum in the labour and housing markets.” 

 

The question for the equity market remains the same: are 

valuations in line with the moderate outlook? At face 

value, analysts’ forecasts for corporate profit growth look 

quite good—Credit Suisse, for example, reckon that 

earnings per share at the S&P/ASX 200 companies will 

grow by 15% next year. But this is heavily distorted by the 

big rebounds expected for profits in the energy sector (up 
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42%) and the miners (up 59%). Ex the resource sectors, 

the outlook for everything else (80% of the index) is for 

distinctly less impressive 4.8% profit growth. Yet 

investors (on Credit Suisse’s calculations) are paying a 

P/E of 18.4 times current earnings, which is an expensive 

price by historical standards. A clear acceleration in the 

pace of the business cycle might change the picture, but 

as matters stand, Australian equities may also be in for an 

ongoing period of readjustment to more realistic 

valuations. 

 

International Fixed Interest — Review 

The main influence on international fixed interest has 

been the rise in U.S. bond yields in September and the 

first half of October: the 10-year U.S. Treasury yield 

reached a recent high of 1.80% on Oct. 14, and at the 

time of writing, was still around 1.75%. Another 

significant development has been the unexpected rise in 

U.K. government bond (“gilt”) yields. As Brexit has 

loomed, a sharp fall in the British pound and a consequent 

imminent rise in inflation meant the 0.5% yield on the 10-

year gilt in August no longer provided adequate return for 

the post-referendum risks, and the yield has risen to 

1.0%. 

 

Other bond markets have seen little or no significant 

moves: the 10-year government bond yields in Germany 

and Japan, for example, remain close to zero (marginally 

positive in Germany, marginally negative in Japan), and 

the Swiss equivalent remains strongly negative (down 

0.48%).  

 

The upshot is that the rises in U.S. and U.K. bond yields 

have been the key driver of recent performance, which 

has meant capital losses. Month to date, the Barclays 

Global Aggregate Index of fixed interest in U.S. dollar 

terms has returned a pretax loss of 2.2%. Falling bond 

yields earlier in the year, however, mean that the year-to-

date return is still comfortably in positive territory, with 

the Global Aggregate up 7.4%. Government bonds, which 

have been the asset of choice through this year’s bouts of 

volatility, have returned 8.8%, outperforming the 7.3% 

return from global corporate bonds. 

 

International Fixed Interest — Outlook 

Fixed interest markets remain heavily focused on the 

outlook for U.S. monetary policy. Unusually among the 

major economies, the U.S. has been able to raise inflation 

roughly to where its central bank would like it to be with 

the “core” consumer price index in the U.S., which 

excludes food and energy, showing an annual inflation 

rate of 2.3% in August and 2.2% in September.  

 

One of the conditions for the Fed to start normalising 

monetary policy consequently looks in place: inflation is 

back to acceptable levels. The only thing holding the Fed 

back is the state of the “real” economy, and in particular, 

the state of the labour market, as it is yet not definitive 

the economy is in robust enough health to deal with what 

might well be a succession of monetary policy 

tightenings. 

 

Unfortunately, there has been nothing in the recent 

economic statistics that has clearly settled the matter 

one way or the other, and investors have been left to pore 

over the public statements of Fed decision-making 

members for clues as to when the first increase might 

occur. The current consensus both in the financial futures 

markets and among economic forecasters is that the Fed 

is likely to lift its target range for the Fed funds rate from 

its current 0.25%–0.50% to 0.50%–0.75% at its meeting 

on Dec. 14. 

 

There are also hints global inflation may be about to start 

to rise from its unusually low levels. Large increases in 

Chinese manufacturing production, for example, have 

been holding down world prices, until recently, where 

Chinese output prices have been falling. In September, 

however, the Chinese producer price index (which 

measures factory gate prices) showed that prices had 

stopped falling, and were now marginally (0.1%) above 

year-ago levels. 
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There have been false dawns before with investors misled 

into thinking that ultra-low bond yields were finally 

starting to move back to more normal levels, only to find 

yields reversing course and heading back to where they 

started (or even heading lower again). This time around, 

however, there is a real likelihood that U.S. bond yields 

are set to move higher in response to higher U.S. inflation 

and less supportive monetary policy, and U.K. yields may 

also rise further as the Brexit process unfolds. 

 

While global bonds still have insurance value in what 

remains an uncertain world economy, the asset class will 

face risks of capital loss as yields normalise. The risks are 

likely to be highest in areas where investors have been 

most aggressive in chasing down pockets of higher yield, 

which would include emerging market debt and “junk” 

low-quality corporate bonds. 

 

International Equities — Review 

World share prices, after weakening in September 

principally on fears of higher U.S. interest rates, have 

continued to drift down in recent weeks. The MSCI World 

Index is now showing only a marginal capital gain year to 

date of 1.1% in the currencies of its component markets, 

and of 1.5% in U.S. dollar terms. Including the taxed value 

of dividends brings the U.S. dollar return up to 3.3%, but 

local investors will have gone slightly backwards, due to 

the Australian dollar’s 4.0% appreciation against the U.S. 

dollar. 

 

Among the major economies year to date, the U.S. has 

been a relatively decent performer, with the S&P 500 

Index up 4.4% in capital value. Without the contribution 

from the U.S., the MSCI World Index would have recorded 

a U.S. dollar loss of 1.9%. The Japanese and U.K. markets 

have been mixed bags. In Japan, the stock market has 

been very weak (Nikkei down 11.2%) but the currency 

has been strong (the yen is up 15.8% against the U.S. 

dollar), and the U.K. has been the exact opposite 

(FTSE100 up 12.4%, British pound down 17.3%). 

European markets have typically lost ground, with, for 

example, the French CAC index down 3.5% and the 

German DAX index down 1.5%. 

 

Emerging markets continue to outperform the developed 

economies, with the MSCI Emerging Markets Index up by 

9.0% in capital value year to date in the emerging 

markets’ currencies, and by 12.7% in U.S. dollars. The 

pecking order remains the same with outsized 

sharemarket gains in Brazil and Russia, further boosted by 

large rises in their currencies, a moderate gain in India, 

and a sizeable loss in China. 

 

International Equities — Outlook 

Global equity investors’ attention has been heavily 

concentrated on the U.S. market, as it has been the 

cornerstone for overall global equity performance. As 

noted earlier in the “International Fixed Interest” section, 

however, it has not been easy to get a clear read on 

America’s prospects. Recent data on the U.S. economy 

has not been consistently strong or weak, leaving the Fed 

(as well as equity investors) somewhat in the air about 

the American economy’s ability to absorb less supportive 

monetary policy. 

 

September retail sales, for example, were strong (up 

0.6% for the month, meeting forecasters’ expectations), 

but on the other hand, consumer confidence (on the 

University of Michigan measure) unexpectedly dropped in 

October. It could be that the survey is picking up 

households’ anxieties over the forthcoming U.S. 

presidential election—respondents were happy about 

current economic conditions, with the fall in confidence 

wholly down to reduced optimism about the future 

outlook—and may reverse for the better after the Nov. 8 

vote, but only time will tell. 

 

There has also been mixed news elsewhere. The August 

results from the Institute of Supply Management’s 

Manufacturing and Non-Manufacturing PMIs had been 

weak, but September’s results have been clearly better 

with, in particular, strong readings for new orders and a 

clear pickup in planned employment, which bodes well for 
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the key indicator for the markets, the next set of U.S. jobs 

numbers (due out on Nov. 4). 

 

The most likely outlook is for ongoing but subdued 

growth, with the latest (October) Wall Street Journal poll 

of U.S. forecasters on average picking GDP growth at a 

2.0% to 2.5% rate over the next year—not spectacular, 

but not shabby, and suggestive of modest prospects for 

corporate profit growth.  

 

Recent profit performance has not been stellar, mostly 

due to the plunge in profits in the energy sector when the 

oil price fell, but appears to be recovering. While it is 

early days for the September quarter reporting season 

(only about 10% of the S&P 500 companies had reported 

at the time of writing), a higher proportion than usual 

were beating analysts’ expectations, and the outlook is 

for further improvement. Data company FactSet’s 

compilation of the latest analysts’ profit forecasts shows 

a better year ahead. A predicted rebound in energy sector 

profits complicates the aggregate numbers (the overall 

expected profit growth for the S&P 500 is a distortedly 

large 12.8%) but ex-energy most sectors (other than real 

estate) look set for reasonable profit growth in 2017. 

 

The key investing issue (as it is for local equities) is 

valuation. The U.S. equity market is not as expensive as 

the Australian market. On FactSet’s estimates, the 

prospective P/E ratio is 16.4 times expected earnings. 

However, this is higher than normal—the long-run 

average is 14.3 times—and is vulnerable to both higher 

bond yields and adverse economic, financial or political 

shocks. 

 

In the circumstances, it is not surprising that global fund 

managers have been taking an increasingly cautious 

approach. The latest (October) survey by Bank of America 

Merrill Lynch found, for example, that fund managers 

have been dialling up cash holdings to unusually high 

levels, and that they are underweight to most of the 

major equity markets, particularly to the U.K. but also to 

the U.S. and Japan. Only Europe attracted a modest 

overweight, presumably on cheaper valuations rather than 

on superior economic prospects. The Economist 
magazine’s latest (October) poll of international 

forecasters has the eurozone growing by only 1.3% next 

year. 

 

Fund managers, partly out of necessity (because other 

options are not looking so attractive) and partly 

opportunistically (because valuations are better and some 

developing economies have strong growth prospects), 

have moved heavily into emerging markets, where a large 

net balance of managers are now overweight. As an 

option in current conditions it makes sense, but it too is 

not riskless: while some of the leading emerging 

economies are improving (notably Brazil, Mexico and 

Russia), others (including South Africa, Thailand and 

Turkey) have recently been throwing up problematic 

levels of political risk. 

 

The outlook remains one where the outlook for global 

economic activity and global corporate profitability are 

modestly positive, but equity valuations are expensive for 

what is on offer, and vulnerable to any further rises in 

interest rates that would upset the relative valuations of 

bonds and equities. There are also unusually high levels of 

risk: the fund managers’ survey showed that, in addition 

to pressures from the bond markets, investors are 

especially worried about further EU disintegration now 

that the U.K. has opted for Brexit, and about Donald 

Trump potentially winning the U.S. presidential election. 

World equity markets face some further headwinds in 

coming months, although local investors may see some 

local currency gains if (finally) the Australian dollar 

weakens from current levels.  

 

Performance periods unless otherwise stated generally 
refer to periods ended October 17 2016.  
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