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Outlook for Investment Markets 

World equity markets have continued to recover from 

their North Korea related setback in August/September. 

Income-oriented asset classes (property, infrastructure) 

have lagged as the prospect of higher bond yields draws 

nearer. All the data suggest that the outlook for the world 

economy is improving, providing further support for 

growth asset performance, but valuations remain 

expensive across many asset classes and investors 

appear to be underappreciating the potential for adverse 

economic or geopolitical surprises. In Australia, equities 

have belatedly shown some signs of life, but it is still 

unclear whether this reflects early signs of the 

acceleration in local corporate performance needed to 

support further advances. 

 

Australian Cash & Fixed Interest — Review 

Short-term interest rates have been steady, reflecting the 

unchanged stance of monetary policy. At its latest policy 

decision on 3 Oct, the Reserve Bank of Australia once 

again left the target cash rate at 1.5%, and 90-day bank 

bill yields are unchanged (currently 1.7%). Longer-term 

interest rates have followed the global pattern: yields fell 

when investors were very worried about North Korea, and 

consequently buying government bonds as a "safe haven" 

asset, but have risen more recently as concerns abated. 

The 10-year Commonwealth bond yield reached a low of 

just under 2.6% on 8 Sept but is now back up to just 

under 2.8%. The Australian dollar has strengthened, 

particularly against the globally weak US dollar, where it 

has risen by 8.4% to its current USD 0.785, but it has also 

risen against all the major currencies other than the euro. 

In the past few days it got a further boost as it rose 

against the New Zealand dollar, which sold off after the 

shape of the new New Zealand government was 

announced. For the year to date, the AUD has appreciated 

by 3.6% in overall value.  

 

Australian Cash & Fixed Interest — Outlook 

The RBA is under no pressure to do anything in the near 

term: As the minutes of its 3 Oct meeting repeated, 

leaving rates where they are “would be consistent with 

sustainable growth in the economy and achieving the 

inflation target over time.” If there were any major 

surprises, particularly on the inflation front, it might have 

to respond, but forecasters generally expect that inflation 

will turn out where the RBA would like it to be. The next 

data (for the September quarter) is due on 25 Oct, and 

forecasters are picking that both the headline rate and the 

various measures of "core" or "underlying" inflation will all 

come out at 2.0%. Longer-term forecasts also suggest 

that inflation during the next year will be where the bank 

would want to see it. The futures markets now expect 

that the RBA will leave rates where they are well into 

next year, with an eventual 0.25% increase in rates in the 

second half of next year. 

 

Bond yields look to rising in the coming year, in line with 

likely higher rates overseas (particularly in the United 

States and United Kingdom). Most forecasters have 

pencilled in modest increases, based on the likelihood 

that overseas central banks will take a cautious approach 

to working interest rates back up from unusually low 

levels. The Commonwealth Bank and Westpac, for 

example, expect quite a small rise during the coming year 

to 2.85%; National Australia Bank sees a somewhat 

bigger increase, to 3.3%.  

  

Forecasters are less sure about the outlook for the AUD, 

partly because currency forecasting is inherently 

problematic at the best of times. Currently, for the coming 

year, you can find views for AUD depreciation (to the low 

USD 0.70s, in the view of Westpac and NAB), no change 

(ANZ Bank), or further appreciation (to USD 0.84 

according to the CBA). The lower AUD scenarios may 

have the edge. The RBA clearly does not want the AUD 

going higher, and the wording of its latest decision hinted 

that overseas central banks might tighten if they wished, 

but the RBA would do its own thing, suggesting that 

interest-rate differentials that have previously supported 
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the AUD may well be allowed to erode in the coming 

year. 

 

Australian & International Property — Review 

A-REITs are currently one of the few subsectors of the 

Australian share market in the red for the year. The 

S&P/ASX 200 A-REITs Index has lost 3.7% in capital value 

for the year to date and is still narrowly on the losing side 

of the ledger (down 0.4%) even after including dividend 

income. 

 

Global property has performed rather better than its 

Australian equivalent but has also been disappointing. 

Unlike the wider global equity market, it has struggled to 

make headway in the wake of the August/September 

North Korea setback. For the year to date, the FTSE 

EPRA/NAREIT Global Index in USD has delivered a total 

net return (including taxed dividends) of 11.1%, 

underperforming the 18.1% net USD return from the MSCI 

World Index. Europe has remained the standout 

performer: Excluding Europe, the developed economy 

listed property markets would have returned only 5.4%. 

Germany was especially strong, with a net return of 

33.7%.  

 

Australian & International Property — Outlook 

National Australia Bank's latest (September) 

comprehensive survey of commercial property showed an 

ongoing patchwork picture. Some sectors and regions are 

doing very well indeed: Offices in New South Wales (and 

to a lesser degree, Victoria) are the pick of the bunch, 

with rentals expected to grow by 3.3% in the next year 

and capital values to rise by 3.4%; CBD hotels are also 

performing very strongly. But Western Australia is still 

taking a long time to emerge from the post-mining boom, 

with high vacancy rates in the office (15%) and industrial 

(10%) sectors, and rents and property values are 

expected to continue falling in the coming year. 

 

Retail in particular faces headwinds. As noted in the 

Australian Equities section, cyclically households remain 

cautious with their spending, and structurally there is also 

the existential threat from online retailers. The NAB 

survey showed that, unlike in the other sectors, retail 

vacancy rates are expected to rise during the next two 

years, and rents are expected to drop a little (by 0.6%) in 

the coming year before (hopefully) stabilising the year 

after. The uphill outlook for retail is a particular difficulty 

for A-REITs because of the high weighting of the big 

shopping centre owners in the sector. 

 

Valuations remain reasonable, with the dividend yield 

around 5.1% and offering a slightly more generous 

differential over bonds than its historical average. Other 

valuation measures such as price/net tangible asset value 

also look tenable. But currently the sector does not 

appear to offer a compelling enough story to entice 

increased investor interest. 

 

For global property, one clear plus is the improvement in 

the pace of world economic activity. In the eurozone, for 

example, Knight Frank’s latest European Outlook report 

says that “strong economic growth, combined with very 

favourable occupier market dynamics [i.e., high occupier 

demand, and limited existing and new supply], will 

continue to attract international capital to markets 

including Germany, Spain and the Netherlands.” As usual, 

not every sector and region is being lifted by the tide: In 

particular, the online retailer threat from the likes of 

Amazon continues to weigh on retail property, with Knight 

Franks noting in a report on UK shopping centres that 

“Transactions are at a 7-year historic low,” reflecting “A 

stand-off: investors seeing value in the sector only at 

levels below vendors’ aspirations.” In general, however, 

the outlook for operating performance is clearly 

improving. 

 

The drawback remains valuation. There is an argument 

that the recent underperformance of listed property has 

improved relative valuation: Cohen & Steers, in a recent 

report on European listed property, pointed out that the 

P/E ratio on global property (at 18.0 times funds from 

operations) is near the bottom of its five-year range and is 

cheaper than the P/E ratio on global equities (19.3 times 
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earnings), which is at the top of its range for the same 

period. At the moment, however, investors seem more 

concerned about the threat of rising bond yields, and 

reasonably so. The current yield on the global index is 

3.73%, which will not be competitive if, as consensus 

forecasts currently expect, the yield on the 10-year 

Treasury bond is indeed 3.0% in a year’s time. 

 

Australian Equities — Review 

After largely missing out on the global bull market in 

equities this year, Australian shares have finally shown 

some vitality. For the month to date, the S&P/ASX 200 

Index is up by 4.8%, and this month’s rise has been 

sufficient to take the year-to-date capital gain to 4.3% 

(8.0% total return, including dividends). Nearly all the 

subsectors (other than the A-REITs) are now in the black 

for the year, led by industrials (14.3% capital gain) and IT 

(12.0%). There have also been decent gains for miners 

(10.5%) and consumer staples (10.1%). Financials, which 

have been a drag on performance all year, have continued 

to lag, with only a small 1.8% gain. 

  

Australian Equities — Outlook 

Business surveys suggest that the business sector 

continues to do reasonably well. The latest PMIs compiled 

by the Australian Industry Group for manufacturing, 

services, and construction, and by the Commonwealth 

Bank of Australia for manufacturing and services, agree 

that the surveyed sectors are all growing, though a little 

more slowly than in previous months. And National 

Australia Bank’s latest (September quarter) business 

survey generally found quite upbeat conditions, with NAB 

saying that “Business conditions [a mix of trading, 

profitability, hiring] are well above their long-run average 

and at their highest level since early 2008.” 

 

But there remains a significant proviso. The consumer is 

still missing in action. As the CBA commented at the time 

on the latest consumer spending data, “Today’s August 

retail trade report was a shocker. Sales fell by 0.6% 

during the month, following a revised 0.2% decline in July 

(previously reported as flat).” The ANZ Bank/Roy Morgan 

survey of consumer confidence is also not encouraging, 

with the ANZ saying that the latest data “has been 

hovering around its long-run average for some months 

with no clear trend...there is no doubt that current 

household conditions remain stretched because of high 

debt levels and slow wage growth. We suspect these will 

remain constraints on the outlook for households for some 

time.” The NAB’s business survey had also picked up on 

weak retail conditions: “reads on the retail sector have 

been quite poor both in our Survey and elsewhere, which 

is concerning given the importance of consumption to the 

growth outlook.” 

 

It is possible that the improving labour market may turn 

consumers’ mood around. September’s jobs data was a 

bit better than anticipated–19,800 new jobs, and a drop 

in the unemployment rate to 5.5% from 5.6%–and mean 

that during the past year the economy has created a very 

sizeable 372,000 increase in employment. That ought, in 

time, to loosen consumers’ purse strings.  

 

For now, however, they continue to be constrained by 

debt financing costs, higher utility bills, and slow wage 

growth, and there is still no clear sign of the sort of 

pickup in the overall economy that would give a strong lift 

to equity performance. The rise in equities this month 

might be a tentative sign that investors are beginning to 

see the outline of some acceleration down the track–

though it could as easily be global equity optimism 

carrying local sentiment up with it–but it will take a bit 

more evidence before Australian equity investors can be 

confident that the long period of equity underperformance 

is finally winding down. 

 

International Fixed Interest — Review 

World bond yields have risen in recent weeks. In early 

September they had fallen to a cyclical low as investors, 

worried about a potential clash with North Korea, had 

sought the safety of government bonds, sending prices up 

and yields down. More recently, however, the degree of 

concern over geopolitical risk has reduced, and, in 

addition to less safe-haven buying, a variety of other 
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factors have also nudged yields back up again. In the US, 

proposed tax cuts, though still far from actuality, could 

mean faster growth and a larger fiscal deficit, which 

would likely push yields higher. And in a number of 

jurisdictions (US, UK, eurozone) previously very 

accommodative monetary policy is beginning to turn 

towards a modestly less supportive setting, again 

pointing towards interest rates starting to move back 

from their unusually low levels. 

 

In the US, for example, the benchmark 10-year Treasury 

yield, which had hit a North Korea affected low of 2.04% 

on 7 Sept, is now back up to 2.32%. There have been 

similar increases in the equivalent yields in the UK (0.97% 

on 7 Sept to 1.28% now) and the eurozone (0.30% to 

0.40%). Japan is the major exception, where the central 

bank looks likely to stay with its very easy monetary 

policy, and the 10-year government bond yield, though up 

by a tiny amount since early September, remains close to 

zero (currently 0.065%). 

 

Recent rises in yields have detracted from returns, 

because of the associated capital losses. For the year to 

date, however, yields in aggregate have not risen far from 

where they were at the start of the year, so the capital 

impact thus far has been relatively minor and partly offset 

by falls in credit spreads on corporate debt. For the year 

to date, in terms of unhedged USD total return, the 

Bloomberg Barclays Global Aggregate Bond Index has 

returned 5.9%, with global government bonds returning 

5.7%, global corporate bonds 7.6%, emerging-markets 

debt 7.9%, and global high yield (low credit quality) 

10.0%. 

 

International Fixed Interest — Outlook 

The outlook remains as before: In the US, UK, and 

eurozone, though not Japan, monetary policy is likely to 

be slowly and carefully normalised after an extended 

period of exceptionally low interest rates, which will make 

life difficult for bond investors. 

 

In the US, for example, the latest forecasts from the Wall 
Street Journal’s large panel of forecasters shows that 

they expect a further 0.25% increase in the federal-funds 

rate by the end of this year, and two or three further 

0.25% hikes during the course of next year. They also 

expect the 10-year Treasury bond yield to rise to 2.5% 

from its current 2.3% by the end of this year and to 3.0% 

by the end of 2018. This would represent a careful and 

gradual withdrawal of monetary policy support, but there 

are risks the pace could be quicker. At time of writing, 

President Trump had not decided who to nominate as 

next chair of the Fed, but some of the people being 

canvassed as successors to the incumbent Janet Yellen 

(who could still be reappointed) might well opt for a 

brisker rate of tightening. 

 

The story is the same in the UK. The most recent 

(October) Bloomberg survey of UK economists, for 

example, found that three fourths of them think there will 

be a 0.25% increase in the UK policy rate at the Bank of 

England’s next policy meeting on 2 Nov, but that rates 

will then stay on hold all the way out to 2019, when they 

expect two more 0.25% increases. 

 

In the eurozone, outright interest-rate increases still look 

to be some considerable time away–possibly not until 

2019–but speculation ahead of the European Central 

Bank’s next policy meeting on 26 Oct has suggested that 

the ECB may soon announce it will scale back the amount 

of bonds it has been buying in an effort to keep bond 

yields very low. Among major markets, only in Japan is 

monetary policy expected to remain at its current full-on 

supportive setting. 

 

This all makes for an uncomfortable outlook for bonds, 

and it is not surprising that in the latest (October) Bank of 

America Merrill Lynch survey of fund managers, 85% 

thought bonds were overvalued, 82% expected yields to 

rise during the next year, and a net 61% are underweight 

in bonds. It was also not surprising that the risk fund 

managers were most worried about was a policy mistake 

by the Fed or the ECB as they set out on the difficult 
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exercise of unwinding their post-crisis programmes of 

monetary stimulus. 

 

The fund managers were also concerned about the 

previous lemminglike rush into outstanding niches of yield 

in a low-interest-rate world. The BAML survey asks them 

what they think are the “most crowded trades.” The 

single most crowded trade was technology shares, but 

the second was US and eurozone corporate bonds, where 

credit premiums have been driven down to unsupportable 

levels.  

 

At the start of this year, for example, the yield on 

eurozone high-yield debt was 3.33%, when the yield on 

the 10-year German government bond was 0.17%: 

investors were being paid a credit premium of 3.16% a 

year to hold low rather than high quality. Currently the 

low-quality yield has dropped to 2.17% while the high-

quality yield has risen to 0.46%, meaning that the credit 

premium has almost halved, to 1.71%.  

 

As noted later, investors are currently not paying a great 

deal of mind to potential risks (economic or geopolitical), 

and there is a case to be made that holding an 

appropriate allocation of bonds still acts as a useful 

insurance policy against risks that others appear to be 

underestimating. But that is as far as the good news 

extends: The economic fundamentals are currently lined 

up against bonds, in particular against niches (such as 

lower-quality corporate bonds) where value is most 

stretched. 

 

International Equities — Review 

After the setback in August and early September caused 

by the North Korean missile tensions, world equities have 

recovered strongly in the remainder of September and 

into October. Currently the MSCI World Index of 

developed economies, in the currencies of its component 

markets, is up 5.8% from its North Korea related low on 

21 Aug. For the year to date, the index is up by 13.1% in 

its local currencies and by 16.2% in USD terms (18.1% 

including the taxed value of dividends). 

 

By region, American shares have performed strongly: The 

S&P 500 is up 15.0% in capital value for the year to date. 

Technology has been in especially high demand, with the 

Nasdaq’s computer stocks up 32.9% and its biotechs up 

25.2%. European shares, as measured by the FTSE 

Eurofirst300 Index, are up by 7.2%. Eurozone markets 

have reflected the improving eurozone economy, with 

German shares up 13.2% and French shares 10.5%, but 

UK shares have lagged on Brexit uncertainties, with the 

FTSE 100 Index up by only 5.3%. Japanese shares, which 

had meandered for most of the year, have risen sharply 

since Prime Minister Shinzo Abe called a snap general 

election on 25 Sept, and the Nikkei Index is now up 

12.3% for the year to date. 

 

The emerging markets have done even better again. The 

MSCI Emerging Markets Index is up 25.6% in the 

emerging markets’ own currencies and by an even 

stronger 29.9% in USD terms. The main BRIC markets 

have led the way, with strong rises in Brazil (Bovespa 

Index up 26.8%) and India (Sensex Index up 21.6%), a 

smaller contribution from China (Shanghai Composite up 

8.9%), but little or nothing from Russia (FTSE Russia Index 

up 3.3% but the RTS Russia Index down 1.6%). 

 

International Equities — Outlook 

The global macroeconomic outlook remains supportive for 

equity performance. The latest (October) forecasts from 

the IMF, for example, say that “The pickup in growth...is 

strengthening. The global growth forecast for 2017 and 

2018–3.6% and 3.7%, respectively–is 0.1 percentage 

point higher in both years than in [earlier] forecasts. 

Notable pickups in investment, trade, and industrial 

production, coupled with strengthening business and 

consumer confidence, are supporting the recovery. With 

growth outcomes in the first half of 2017 generally 

stronger than expected, upward revisions to growth are 

broad based, including for the euro area, Japan, China, 

emerging Europe, and Russia. These more than offset 

downward revisions for the US, UK, and India.” 
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Another potentially positive element is the prospect of tax 

cuts in the US. Equity markets had risen strongly after 

President Trump’s election last year on expectations of a 

strong fiscal boost–what has been called “the Trump 

trade” or “the reflation trade”–but had been subsequently 

disappointed by political dysfunction, which had 

prevented tax policy changes. At time of writing, 

however, the Senate's passage of a budget bill on 19 Oct 

appears to have made passage of a tax reform bill 

substantially more likely, and a reinvigorated Trump trade 

appears to be one element in the recent strong run for 

global equities. 

 

Fund managers are also increasingly of the view that the 

global economy is firming. In the latest (October) fund 

manager survey by BAML, the proportion expecting good 

times ahead (“above-trend growth and below-trend 

inflation”) exceeded the proportion expecting ho-hum 

times (“below-trend growth and below-trend inflation”) 

for the first time since 2011. As a result, a net 45% of 

fund managers are now overweight in equities, the 

highest level in six months. 

 

But there are still two significant challenges to further 

strong equity performance. 

 

The first is valuations, which are high by historical 

standards, especially in the US. Fund managers at BAML 

have responded with overweightings in other parts of the 

world, particularly the eurozone, where a net 58% of 

managers were overweight in October, but also emerging 

markets (net 41%) and Japan (net 23%). They have 

stayed underweight in the US (net 21%) and, because of 

Brexit risks, in the UK (net 31%). 

 

The second challenge is underappreciated risk. The fund 

managers can see potential upsets down the track–their 

top three were monetary policy mistakes by the Fed or 

ECB, North Korea, and a bond market crash–and so can 

the IMF. Its list also included monetary policy missteps 

but added other financial sector stresses (for example, 

the fragile state of some eurozone banks), protectionism, 

deflation, and geopolitical risks.  

 

The fund managers were taking some modest steps to 

recognise the risks: They are on balance overweight in 

cash, but the actual cash level in the average portfolio 

(4.7%) is not especially high. Other measures, however, 

suggest that investors as a whole appear to be paying 

little mind to any of these risks materialising: Measures 

such as the VIX index of expected volatility in US share 

prices, for example, continue to track at levels consistent 

with totally unruffled investors.  

 

Cautiously successful normalisation of monetary policy 

and an improving economic outlook still look like the most 

probable scenario, and equities should make further gains 

if it comes to hand. But current valuations and investor 

complacency leave little room for error if something goes 

wrong. 

 

Performance periods unless otherwise stated generally 
refer to periods ended 20 Oct 2017.  
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