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Outlook for Investment Markets 

Equity markets have continued to be very weak, both 

overseas and locally, as a result of ongoing concerns 

about global growth, and particularly about China's 

prospects. High-grade government bonds have been a 

major beneficiary as safe haven assets, though lower 

quality bonds have been sold off sharply in the current 

risk-averse markets. Local property equities have also 

provided downside protection. Looking forward, the 

global economic outlook is still reasonable, albeit with 

several downside risks, but investors are not currently 

prepared to give much consideration to potential 

positive factors such as the impact of lower oil prices 

on the incomes of oil consumers. In Australia, the 

economy is still growing more slowly than usual, 

though even at this slower rate, it compares well with 

many other developed economies. It may well pick up 

to a faster rate of growth as 2016 unfolds, though 

there remain significant risks around export commodity 

prices. 

 

Australian Cash & Fixed Interest — Review 

Short-term interest rates have been steady year to 

date, with the 90-day bank bill yield trading at 2.25%–

2.3%. Longer-term yields have fallen significantly, in 

line with lower bond yields overseas, particularly in the 

U.S. The U.S. 10-year Treasury yield tends to be 

closely correlated with its Australian equivalent, and 

since the start of the year, both have dropped by about 

0.5%, with the local 10-year Commonwealth bond yield 

dropping from 2.9% to 2.4%. Lower yields have 

produced capital gains: the S&P/ASX Fixed Interest 

Index has provided a total return year to date of 2.2%. 

As has also been the case overseas, government 

bonds have done best (2.4%) as investors have looked 

for the safest options in volatile markets, although 

corporate bonds have also provided a reasonable 

return (1.1%).  A lower level of base interest rates has 

buoyed corporate returns, but wider credit spreads 

over that base have partly eroded them. The Australian 

dollar has weakened, down 2.8% against the U.S. 

dollar, from USD 0.731 to USD 0.71, and has also 

dropped in overall trade-weighted value by 3.2%. 

 

Australian Cash & Fixed Interest — Outlook 

Like many developed countries' central banks, the 

Reserve Bank of Australia, or RBA, is finding it hard to 

get inflation up towards the middle of its target range 

(in the RBA's case, 2%–3% in the medium term). As 

the RBA said at its latest monetary policy decision on 2 

February, "Inflation continues to be quite low, with the 

CPI rising by 1.7 per cent over 2015. This was partly 

caused by declining prices for oil and some utilities, but 

underlying measures of inflation are also low at about 2 

per cent." Consequently, its assessment was that 

"Continued low inflation may provide scope for easier 

policy, should that be appropriate to lend support to 

demand." The ANZ Bank forecasters predict two 0.25% 

cuts are in the pipeline; the futures market is more 

inclined towards one 0.25% cut; while the 

Commonwealth Bank, National Australia Bank and 

Westpac don't see any cuts in the tea leaves. Overall, 

some small cut in short-term interest rates this year 

looks like the most likely outcome. 

 

Lower-than-expected inflation, both in Australia and 

globally, is leading forecasters to revise down their 

expectation bond yields will rise to more normal levels 

during the course of this year. Currently, some of the 

big banks have pencilled in an expected local bond 

yield of 3.3%–3.4% by the end of this year, but this 

view is likely to be cut back as the current forecasts 

are updated and the recent significant falls in overseas 

bond yields are fed into the forecasting process. The 

Commonwealth Bank team, for example, have a view 

the 10-year yield will be 2.65% at the end of this year, 

only slightly higher than current levels. 

 

The outlook for the Australian dollar is intertwined with 

the likely state of global investor sentiment: if the 

current risk-averse environment persists, the Australian 
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dollar is more likely to be sold down, as global 

investors tend to have less of an appetite for foreign 

exchange punts when they are nervous. The Australian 

dollar is also seen as a "commodity-backed" currency 

with links to China, neither of which are assets in 

current markets. Most of the major forecasters 

consequently have the Australian dollar declining, 

typically somewhere into the mid- to high-USD 0.60s 

by the end of this year (the ANZ is picking USD 0.64, 

Westpac has USD 0.67, National Australia Bank USD 

0.69, and Commonwealth Bank USD 0.70). Although 

this looks like a reasonably similar set of forecasts, the 

reality is exchange rate forecasting remains hazardous. 

The latest of Fairfax Media's semi-annual polls of 

Australian forecasters (now renamed the Scope 

survey), published at the end of January, showed the 

range of forecasts for the U.S. dollar/Australian dollar 

exchange rate at the end of this year was very wide, 

and ran from a low of USD 0.60 to a high of USD 0.80.  

 

Australian & International Property — Review 

The A-REITs have been a very good defensive option, 

with the S&P/ASX 200 A-REIT Index delivering a small 

positive return of 1.0% year to date, compared to the 

S&P/ASX 200 Index's loss of 9.9%. 

 

Global listed property on the other hand, performed 

just as badly as global equities overall. Year to date, in 

terms of net return in U.S. dollars, the FTSE 

EPRA/NAREIT Global Index is down by 9.5%, and there 

were losses across all the major markets, ranging from 

a loss of 6.7% in the eurozone through to a loss of 

14.6% in the U.K. The key U.S market was down 9.5%. 

 

Australian & International Property — Outlook 

National Australia Bank's latest (December) quarterly 

survey of commercial property found property 

professionals were upbeat about the sector. The index 

of market sentiment "rose to a new survey high +17 in 

Q4 (+10 in Q3). Sentiment rose in most sectors 

(except industrial) and was highest in CBD hotels and 

office property." That said, it is not immediately 

obvious why surveyed sentiment is in such strong 

shape. Office and industrial rents fell in the December 

quarter of last year, and while industry players expect 

rents to rise across all subsectors from now on, the 

expected increases are small (the best of them, this 

year, being the 0.7% increase expected for offices). 

Capital gain expectations are also very modest, with 

offices again best, with a 1.0% increase. Increased 

business activity is not expected to make any 

significant in-roads into current vacancy rates, except 

to some degree for industrial space, where the 

vacancy rate is tipped to fall from 6.2% to 5.7% this 

year. The underlying performance of property is what 

would have been expected in the current period of 

slower-than-usual economic growth. 

 

The reasonable (though not outright strong) underlying 

performance of property is helpful for the A-REITs, but 

in current market conditions, investors are likely to be 

paying more attention to the relative stability of the 

asset class than anything else. The A-REITs may be 

somewhat on the expensive side on several metrics. 

Credit Suisse's latest (February) monthly roundup of 

the sector showed they are expensive by historical 

standards in terms of dividend yield, premium to net 

tangible asset value, their own P/E ratios, and their P/E 

ratios relative to the wider share market, but investors 

are likely to be willing to go on paying a generous price 

for the capital security the sector has provided. It has 

helped, as Credit Suisse also pointed out, that the 

recent drop in bond yields has pushed the difference 

between A-REIT dividend yields and bond yields out to 

wider-than-normal levels. 
  

Global listed property has some of the characteristics 

of local property. Operating performance has been 

reasonably good in many economies, for example, in 

the U.S., the IPD Index of the performance of physical 

property in 2015 showed a total return of 12.4%. 

Property and property equities have become rather 

expensive. The latest Global Commercial Property 

Monitor from the U.K.'s Royal Institution of Chartered 
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Surveyors asked property professionals whether they 

thought property in their country was expensive, fair 

value, or cheap. There were relatively few takers for 

"cheap" other than in recession-hit places such as 

Brazil and Russia, and some markets were regarded as 

"very expensive" (notably France, Japan, Germany and 

Switzerland.) 

 

Another similarity is that property yields are relatively 

low by historical standards, but have more allure since 

bond yields have dropped even further. As Jones Lang 

Lasalle's recent (December quarter) Investment 
Outlook for the U.S. property market said, "Although 

capitalization rates [the yields used to value property] 

on U.S. commercial and residential assets are at or 

approaching peak yields in most markets [i.e. are at 

record lows], spreads between asset yields and global 

"risk-free" rates remain remarkably healthy, particularly 

when compared to the previous cycle." 

 

Where global property and local property diverge, 

however, is in providing capital protection through 

periods of market volatility—global property has 

recently provided little or none. If the current global 

mood of heightened risk aversion persists in coming 

months, global listed property looks as likely to be 

thrown out with the bathwater as the equity market 

baby.  

 

Australian Equities — Review 

Australian shares have fared badly year to date, with 

the S&P/ASX 200 Index down by 10.0% in capital value 

and by 9.9% in terms of total return. Shares were 

always likely to have fallen in any event, given global 

wariness towards equities this year, but the outcome 

was aggravated by the heavy weighting (47.8%) of the 

financials in the overall index. Financial stocks have 

been the weakest sector internationally year to date, 

and the local financials are down by 14.3%. Heightened 

risk aversion also affected the IT sector, which is down 

by 14.6%. Other than the A-REITs (discussed earlier), 

the cyclically defensive consumer staples stocks fared 

best, with a relatively small decline of 4.0%. The 

miners were also down by a relatively modest 5.1%, 

but much of the sector's response to ongoing falls in 

global commodity prices had already happened earlier: 

the sector fell by 20.7% in 2014, and by 27.3% in 

2015. 

  

Australian Equities — Outlook 

The evidence continues to show ongoing economic 

growth, but at a slower rate than usual, as the winding 

down of major mining projects continues to offset 

growth in exports and housebuilding. The latest 

(December) reading from the Westpac/Melbourne 

Institute's leading indicator, according to Westpac's 

commentary, "continues to signal that growth in the 

Australian economy in the first half of 2016 will be 

below trend." 

 

The various sectoral performance indices compiled by 

Australian Industry Group have consistently been 

showing a mixed picture, with manufacturing doing 

reasonably well, but with both services and 

construction struggling. The first of the year's business 

confidence surveys from National Australia Bank 

showed overall business confidence and business 

conditions (actual trading, employment and 

profitability) edged back a little, with very weak 

outcomes in mining-related areas more or less 

counterbalanced by better outcomes elsewhere. More 

positively, the February Westpac/Melbourne Institute 

Survey of Consumer Sentiment showed that, despite 

all the bad market news from overseas, households 

have become a bit happier, and were on balance 

slightly optimistic and "This is good news in that there 

have only been five months over the last two years 

when we have had optimists in the ascendency."  

 

The most likely outlook is there will be some modest 

improvement in the pace of economic activity during 

2016, but it remains hostage to international 

developments. National Australia Bank's view, for 

example, in its commentary on the January business 
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survey, was that "while the international risks have 

tilted to the downside, the central case for the 

Australian economy remains for a moderate recovery 

across the non-mining economy over the next two 

years. Real GDP is forecast to pick up gradually to 2.7% 

in 2016 and 3.0% in 2017." Forecasters in general have 

a similar view. For example, the forecasters polled in 

the latest Fairfax Media Scope survey are picking 2.5% 

growth, compared with a likely 2.3% outcome in 2015 

(the official data for last year has not yet been 

published.) 

 

A modest acceleration along these expected lines 

would be good for local equities. The forecasters in the 

Scope poll on average expected the S&P/ASX 200 

Index to be around 5,250 at the end of this year, which 

would be a gain of approximately 7% from the 4,900 or 

so level of the index when the poll was being taken.  

 

However, whether this comes to fruition, will depend 

on two factors: one is commodity prices stabilising, or 

not deteriorating much further. The Scope panel, for 

example, expected iron ore to finish the year at around 

USD 40/tonne, close to its current level, but this may 

be optimistic. On the RBA Index of Commodity Prices, 

there is still little sign of prices stabilising, with a fall of 

2.9% in the world prices for Australian commodities in 

January, which meant that world prices were 25.8% 

down on a year earlier (17.2% in Australian dollar 

terms, helped by the weaker Australian dollar). The 

second factor is, self-evidently, the current state of 

global equity investor sentiment, which will need to 

become less risk-averse if a local acceleration in 

business activity is allowed to be reflected in the share 

market. 
 

International Fixed Interest — Review 

World bond markets have been strongly affected by a 

rise in investor anxiety, and by signals monetary policy 

in the eurozone and Japan will be even more vigorously 

supportive than previously. 

 

In the U.S., safe haven demand from investors worried 

about equities and about the prospects for lower-

quality debt has led to a sharp rise in demand for U.S. 

Treasuries and a sharp rise in their price (or, 

equivalently, a sharp fall in their yield). The yield on the 

10-year Treasury note has dropped from 2.27% at the 

start of the year to 1.75% currently. 

 

The European Central Bank, or ECB, has also made it 

clear it will be easing policy again—its next meeting is 

on 10 March—in response to eurozone inflation, that is 

lower than its target 2%, and in response to the 

current market volatility and its impact on eurozone 

banks. The stance of the ECB has rippled through to 

ever lower eurozone bond yields, with the benchmark 

10-year German government bond yield now only 

0.26%. Perhaps the most dramatic example in the 

eurozone is Irish bond yields. At one point, Ireland had 

been near default, requiring international bailouts to 

help cope with the crippling level of its banking sector 

debts. Now, thanks to the ECB monetary policy, and 

Ireland's own austerity programme, shorter-term bond 

yields have turned negative—investors pay the Irish 

government 0.25% a year to invest in its 2-year debt. 

Only Greece, out of the "PIIGS" (Portugal, Ireland, Italy, 

Greece, and Spain) group that had formerly been of 

most concern to investors, remains in pariah territory, 

with a 2-year bond yield of 14.45%.  

 

There was also a monetary policy surprise in Japan, 

when the Bank of Japan announced on 29 January it 

would be introducing a policy of negative interest 

rates. The effect of even more stimulatory policy in 

Japan has been to turn shorter-term bond yields 

negative. The yield on 2-year Japanese bonds is now 

negative 0.16% and on 5-year bonds is negative 

0.20%. The 10-year yield is only marginally positive 

(0.08%) and even the 30-year yield is now only 1.15%. 

 

While government bonds of the prime economies have 

been in strong demand, there has been a 

corresponding move away from lower-quality bonds. 
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The upshot is that the Barclays Capital Global 

Aggregate Index in U.S. dollar terms is up 3.41% year 

to date, but by far the largest component was the 

4.85% return from government bonds. Global corporate 

bonds returned only 0.78%, and global "high yield" (low 

credit quality) corporate bonds lost 3.26%. Concerns 

over the outlook for emerging markets also led to 

losses on their debt, with the Barclays Emerging 

Markets USD Aggregate down 0.6% year to date.  

 

International Fixed Interest — Outlook 

The outlook for global fixed interest has not evolved as 

it seemed likely from an earlier assessment. At one 

point, it appeared a strong U.S. economy would 

generate higher inflation, that the Fed would respond 

by progressively reducing the stimulatory stance of 

monetary policy, and that some other central banks 

(notably the Bank of England) would find themselves in 

the same position. Eventually, short- and long-term 

interest rates would move up from their abnormally 

low levels in at least some economies, though rates 

would remain very low for an extended period in some 

others (notably the eurozone and Japan). 

 

Of this earlier assessment, only the period of extended 

low bond yields in the eurozone and Japan still looks a 

strong probability. Inflation has not risen, and in many 

countries is running below central banks' target or 

preferred levels. Sharply lower oil (and other 

commodity) prices have been one component, but 

even without lower commodity prices, inflation had 

been surprisingly low in many developed countries, for 

reasons that are not clear. In the U.S., for example, 

where the unemployment rate has now dipped below 

5.0%, there would normally be more inflationary 

pressure than has actually occurred. 

 

As a result, monetary policy in the U.S. will be 

tightened much more slowly than previously expected, 

if at all. While the Fed had said it would not take a 

"mechanistic" approach to raising rates, many had 

nonetheless expected a steady series of 0.25% 

increases, at a rate of about one per calendar quarter. 

The Chicago Mercantile Exchange's "Fed Watch" 

indicator, which calculates the futures market's implicit 

probability of Fed moves, now says, however, there is 

a zero chance of the Fed raising rates in March, and a 

high probability of no increases at all during the rest of 

this year. The indicator has a 75% probability the 

current target federal-funds rate will still be 0.25% to 

0.50% in December.  

 

Financial market expectations in the U.K. have similarly 

changed tack—the markets had been pricing a first 

rate rise at the end of this year or early next. Now, any 

initial rate rise has been postponed into the dim and 

distant future, and on current pricing, a rate cut is seen 

as just as likely an outcome as a rate rise. 

 

The same rethink has been going on with the outlook 

for U.S. bond yields. The latest (February) poll of U.S. 

forecasters by the Wall Street Journal shows the 10-

year Treasury yield in December is now expected to be 

2.5%. This compares with the 3.3% forecasters had 

been picking only six months ago. 

 

The good news for fixed interest investors is 

government bonds have performed very well, year to 

date, as an insurance policy against adversities in other 

asset markets, and the day of reckoning, when ultra-

low yields normalise and inflict capital losses on 

bondholders, looks to have been postponed for some 

considerable period.  

 

The bad news, however, is twofold. First, yields have 

now fallen to even lower levels. For example, the 

running yield on Barclays’ Global Treasury Index was 

1.05% a month ago, and is now down to 0.89%. 

Second, lower quality corporate bonds, emerging 

market debt, and "off the beaten path" fixed interest 

exotica, which some investors had been favouring 

when bank deposits and government bonds were 

offering such low income levels, have been big losers. 

The Merrill Lynch High-Yield Bonds Triple-C-Rated 
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(CCC) Index consisting of low credit quality U.S. bonds, 

for example, has lost 9.2% in value since the start of 

the year. There are likely to be some unpleasant 

surprises lurking in some of the more adventurous 

bond managers' portfolios. 

 

International Equities — Review 

World shares have been very weak: year to date the 

MSCI World Index is down by 11.4% in the currencies 

of its component markets, and by 10.6% in U.S. dollar 

terms. Although the weaker Australian dollar has had 

some modest offsetting effect—the Australian dollar is 

down by 2.8% against the U.S. dollar over the period—

the net effect for local investors has been a substantial 

loss of 8.8%. 

 

The developed economies that have been doing 

relatively well have fared best, though even in the U.S. 

and the U.K., share prices have fallen markedly, with 

the S&P 500 Index down 8.8% and the FTSE 100 down 

8.6%. Share markets in the slower growing eurozone 

have been weaker again, with France's CAC Index 

down 13.8% and Germany's DAX down 16.5%. In 

Japan, where the Bank of Japan has had to provide 

even stronger stimulus to the economy, the Nikkei 

Index is down 21.4%.  

 

Emerging markets have also been sold down, with the 

MSCI Emerging Markets Index down by 8.9% in terms 

of the emerging markets' own currencies, and by 

10.4% in U.S. dollar terms as emerging market 

currencies dropped against the U.S. dollar. All of the 

"BRIC" economies (Brazil, Russia, India, and China) 

were weaker. Brazil's Bovespa Index is down 8.2%, the 

FTSE Russia Index down 11.0%, India's Sensex 

benchmark is down 12.0%, and the Shanghai 

Composite Index of Chinese shares is down 21.9%.   

 

International Equities — Outlook 

Global share markets have continued to fret about the 

same set of issues: the outlook for the U.S. economy 

and its ability to sustain potential increases in interest 

rates; the ramifications of possible slower economic 

growth in China; economic and political problems in 

some other large emerging economies; the downside 

risks from sharply lower oil and other commodity 

prices, and the potential for global deflation; and 

stresses in the financial sector. It has not helped these 

anxieties have kicked in at a time when global equities 

were somewhat expensively valued as a starting point. 

In recent weeks, there has also been an element of 

self-fulfilling herd behaviour as sellers have been 

alarmed by calls of a "bear market" and by prognoses 

of a return of the GFC. 

 

Whether these concerns justify the extent of the sell-

off remains to be seen, however. The U.S. economy, 

for example, still seems to be growing at a reasonable 

rate. The latest employment data, for January, was 

mixed, but still suggestive the U.S. is in decent 

economic shape. While the number of new jobs was 

not as large as expected (151,000 compared with the 

consensus forecast of 188,000), there was other good 

news in the data. The unemployment rate dropped, 

from 5.0% to 4.9%, and the participation rate (the 

proportion of people who view themselves as being in 

the labour market) rose, from 62.6% to 62.7%. This is 

generally regarded as a positive, as people tend to 

move back into the labour force when they are more 

confident about jobs being available. People were also 

working more each week, and average hourly earnings 

rose, though the year-on-year increase in earnings is 

still a fairly low 2.5%. Other data has also shown more 

people have been voluntarily quitting their jobs 

(another sign of employee confidence about finding a 

better one) and the number of job openings has been 

rising. In any event (as discussed earlier) the prospect 

of the Fed excessively hiking interest rates this year 

has receded significantly in recent weeks. 

 

In China, while the economy is certainly likely to slow 

down, again one can ask whether there has been an 

overreaction. Chinese statistics are not the best, but 

on official data the Chinese economy grew by some 
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6.9% last year, and is expected (according to the 

Economist's February poll of international forecasters) 

to grow by 6.4% this year. A switch from China's 

former manufacturing-led boom towards a more 

services-oriented economy was always inevitable, and 

should not have been "news" to the markets, and even 

after some modest slowdown, China's growth rate 

remains impressive. The falls in Chinese share prices 

have more to do with the unwinding of a grossly 

speculative bubble—the Shanghai Composite Index 

had doubled in value between October 2014 and May 

2015—than with any sharp setback to the underlying 

Chinese economy. For the time being, however, 

investors have eyes only for actual or potential upsets 

out of China. 

 

Investors have more reason to look doubtfully at some 

of the other emerging markets, and particularly those 

most affected by a combination of poor governance 

and dependence on commodity export income (Brazil, 

Russia and Venezuela being the prime examples). 

Given the scale of problems in those economies, 

substantial falls make more sense, though even then 

the extent of the sell-off may also have been 

disproportionate. An investor in the FTSE Russia Index 

at the end of 2013, for example, now has roughly 20% 

of their investment left in U.S. dollar terms (the index 

has halved in rouble terms, while the rouble has more 

than halved in value against the U.S. dollar). 

 

Markets have also been primarily focused on the 

problems caused by sharply lower energy and other 

commodity prices, and largely putting to one side some 

potential benefits. Clearly, there have been direct 

impacts on the commodity producers themselves and 

on governments heavily dependent on commodity 

revenue. But there have also been large positive flow-

on effects for consumers. In the U.S., for example, 

retail sales in January may well be showing the early 

impact of cheaper petrol prices on consumers' 

finances. People tend to buy more cars when petrol is 

cheaper, which boosts the measured size of retail 

spending, but cheaper petrol reduces it as people 

spend less at the petrol pumps. The best measure in 

current conditions is retail sales, ex cars and ex petrol. 

On that basis, sales were up 0.4% in January and by 

3.8% year on year, which indicates consumers are 

spending at a healthy rate.  

 

Closer to home, Westpac, commenting on the latest 

(January) improvement in the Westpac/Melbourne 

Institute Survey of Consumer Sentiment, pointed out 

that "while the plunge in the oil price is disturbing from 

a market perspective, households are now benefitting 

from lower petrol prices. Since the survey in January 

"average pump price" has fallen by 8.5% providing 

households with a decent boost to disposable 

incomes." Similar effects will be boosting household 

purchasing power and spending in many other oil-

importing economies (notably Japan), but in current 

market conditions, the upside of lower oil prices, 

though real and significant, is off investors' radar. 

 

In recent weeks, an additional investor concern has 

been the potential weakness of global banks and global 

financial institutions. The detailed FTSE suite of global 

sectoral indices (in U.S. dollars) shows the financials 

have been the worst affected year to date. World 

shares as a whole are down 11.7%, but the financials 

are down 17.7%, with the banks down 20.6% and life 

insurance companies down 22.6%. The main issues 

have been financiers' exposure to the oil sector and to 

other commodity producers as commodity prices have 

fallen, unresolved "zombie" banks (particularly in the 

eurozone) where bad loans have not been cleaned up, 

and (somewhat surprisingly) the argument central 

banks' negative interest rate policies amount to a 

profit-sapping tax on banks (because commercial 

banks have to pay central banks for the deposits they 

keep with them). As demonstrated in the GFC, an 

additional issue is that nobody can be quite sure what 

any given bank's exposure might be to other, more 

unsound banks, and all banks tend to get sold off 

together as a result. 
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Overall, the global economic environment, while only 

moderately supportive for corporate profits, is not as 

poor as the recent equity selloff might suggest, and 

equity valuations have improved both in absolute and 

relative terms. But the economics is struggling to get a 

look in. In what now looks like a good call, the IMF 

warned in January about "a sudden rise in global risk 

aversion," and said "even idiosyncratic shocks in a 

relatively large emerging market or developing 

economy could generate broader contagion effects." 

The outlook for global equities in coming months may 

be more determined by ebbs and flows in investor 

psychology than anything else. 

 

 

Performance periods unless otherwise stated generally 
refer to periods ended 12 Feb. 2016.  
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