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Outlook for Investment Markets

While geopolitical risks remain high, at the moment,
investment sentiment has turned more positive on a
potential (if only partial) resolution of the U.S.-China trade
disputes. Growth assets have consequently benefited,
while the prospect of a pick-up in world growth, and
reduced demand for defensive boltholes, have led to sell-
offs for bonds and bond proxies. Provided geopolitical
risks do not re-emerge to disturb business and investor
confidence, the central outlook is for ongoing global
growth into 2020, albeit with the balance of risks loaded
to the downside. In Australia, recent data (other than the
ongoing recovery in house prices) has generally been
disappointing, and even though easier monetary policy is
likely to provide some help, corporate Australia will find it
hard to boost profits.

Australian Cash & Fixed Interest — Review
Short-term interest rates have been steady in recent
weeks reflecting the fact the Reserve Bank of Australia,
or RBA, has left the cash rate unchanged. The rate was
held at 0.75% at the bank’s Nov. 5 policy meeting. The
90-day bank bill yield continues to trade around the 0.9%
mark. Long-term vyields continue to feel the impact of
overseas trends—in the U.S. the 10-year Treasury bond
yield has risen by 0.35% since early October, and its local
equivalent has headed the same way, from around 0.9%
in early October to just under 1.2% now. The Australian
dollar has been weak, and year to date is down 2.8% in
trade-weighted value.

Australian Cash & Fixed Interest — Outlook

There is little doubt where short-term interest rates are
headed next: even lower. The RBA said after its
November meeting that it “is prepared to ease monetary
policy further if needed.” Forecasters in the latest (early
November) Reuters poll think this will translate into
another 0.25% cut early next year, while some (including
ANZ Bank) think it will be cut again after that, bringing the
cash rate down to 0.25%.
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Several local forecasts for bond yields have been left
somewhat behind the run of play, as the recent rise in
U.S. bond yields has helped local bond yields to rise to
levels that forecasters had not been expecting this early
in the piece. Perhaps the best assumption to make for the
time being is that U.S. bond vyields will continue to rise
(always assuming there is no big setback to the U.S.-
China trade talks). Currently U.S. forecasters expect a rise
of about 0.25% in U.S. yields in 2020, and local yields are
likely to at least match that rise. Unusually, local yields
have been trading below U.S. yields, and a correction
back to normal relationships might see local bond yields
having to rise faster than American ones.

The currency is likely to remain under pressure. In its
quarterly Monetary Policy Statement in November, the
RBA attributed the Australian dollar's weakness to a
widening of interest rate differentials against the local
currency: “government bond vyields in Australia have
declined by more than those in major markets. This is
consistent with policy rate expectations in Australia
faling by a greater extent than those in other
economies;” and to some impact from lower commodity
prices. Interest rate pressures will continue to weigh on
the exchange rate in the near term, given the Fed has
stopped cutting rates but the RBA hasn't. The latest
(November) Reuters poll of forecasters suggests some
further slight easing to USD 0.67 over the next three
months from the current USD 0.68. The forecasters see it
recovering to USD 0.69 in a year's time.

Australian & International Property — Review
Year-to-date, the A-REITs have broadly matched the
returns from the wider sharemarket. The total return
(capital gain plus dividends) from the S&P/ASX 200 A-
REITs index is 20.9%, a tad behind the 21.9% from the
S&P/ASX 200 index.

Global listed property has done a bit better, and modestly
outperformed global equities as a whole. The net return
(including taxed dividends) in U.S. dollars from the FTSE
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EPRA/NAREIT Global index is 21.3%, ahead of the
equivalent 18.5% from the MSCI World index.

Australian & International Property — Qutlook

The latest (September quarter) National Australia Bank, or
NAB, survey of commercial property showed “Confidence
softened against a backdrop of below trend economic
growth,” although from a more positive perspective, the
absolute level of sentiment is broadly in line with long-
term averages. Respondents are saying that overall
conditions are middling rather than outright poor.

The overall response cloaks very varied performance by
sub-sector. The office and industrial sectors are the areas
where capital growth and rental increases are expected
to be strongest (albeit quite modest increases are
expected even in those markets). Retail remains very
difficult, with rents reported as falling over the past two
quarters, and are expected to keep falling over the next
two years. The NAB survey does not cover residential-
oriented REITs, but it is likely that they are in a happier
state in recent months given the ongoing recovery in
house prices in the major cities. Corelogic’s data for
October showed another rise in national house prices,
which have now risen for four months in a row.

The main issue for the sector is valuation. So far, rising
bond yields have only had a modest impact, with A-REIT
prices trading sideways rather than falling (as they
typically have in overseas markets), and investors still
enjoy a decent yield pickup compared with bonds. But the
combination of a gradual narrowing in yield pickup, high
prices relative to the value of the properties owned, and
the middling operating outlook suggests that future
investment performance will be challenged.

Overseas, recent market analyses have principally
focused on the impact of slower growth in the world
economy. JLL's latest Global Market Perspective, for
example, said “The synchronised slowdown in the global
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economy is starting to filter through to real estate market
activity with a slight moderation in investment and leasing
volumes expected, albeit from record levels.”

In the same vein, the latest (September quarter) global
commercial property monitor run by the Royal Institution
of Chartered Surveyors said that "Although the key indices
monitored ... have only edged lower in a modest way,
there is still a sense from respondents that the real estate
cycle is gradually moving into a downturn phase. In terms
of the key group of markets that we focus on, more than
half of all contributors are now suggesting that the sector
is either in a downturn phase or approaching a floor for
the cycle compared with roughly two-fifths previously too,
it may be that we have passed the high water mark for
income-oriented REIT demand.”

Since those reports, the global outlook has perked up a
bit on greater optimism about trade dispute resolution,
which helps the sector, but on the other hand bond yields
have risen, and the global REIT index has consequently
been dropping back from its early October peak. The
cross-currents suggest the recent strong price rises will
be difficult to repeat.
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Australian Equities — Review

Australian shares have had a good year to date. The
S&P/ASX 200 index year is up 20.3% in capital value and
has returned 25.1% including dividends. IT shares
continue to do best, with a 35.5% capital gain, but most
other sectors have also had a good outing, particularly
consumer discretionary (up 28.3%) and the industrials (up
24.8%). The mining shares have gained 17.2%. The
financials are the relative laggards, up 11.8%. Recent
challenges have included the share price dilution from
Westpac's planned AUD 2.5 billion capital raising, as well
as the impact of dividend cuts by National Australia Bank
and Westpac.

Australian Equities — Outlook

The economic indicators continue to point to ho-hum
business conditions. The latest official data has been
outright poor with retail sales in September markedly
weaker than expected, and the October jobs data showed
a completely unexpected drop of 19,000 jobs when
forecasters had been looking for a 15,000 increase. The
unemployment rate rose a bit, to 5.3%.

Business surveys do not show as weak a picture, but they
confirm a period of sluggish business activity. The results
from the latest (October) National Australia Bank business
survey “continue to point to only modest outcomes in the
business sector, though forward-looking indicators have
improved slightly and may be pointing to a stabilisation in
conditions ... our read is that the survey continues to
point to weak outcomes in the private sector, and that
business’ own outlook is for more of the same.”

Along similar lines, the Commonwealth Bank's
performance indexes are also underwhelming. Its index of
the services sector in October showed that “subdued
growth of the service sector occurred concurrently with
the weakest increase in new business for seven months.
Anecdotal evidence suggested the wider economy had
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lost some momentum and the business environment had
become more challenging.”

It is not the most congenial environment to expect strong
corporate profit growth. The RBA in the November
Monetary Policy Statement pointed out that what profit
growth there has recently been was heavily concentrated
in the mining sector, that profits in the financial sector
were steady, but in other sectors “Underlying profits for
listed companies outside the resources and financial
sectors declined slightly compared with the same period
last year.” The global firming in equity sentiment, and
further cuts in local interest rates, may help sustain the
recent solid performance of Australian shares, but there is
some risk of an eventual disconnect between ever higher
equity prices and the earnings results companies are
likely to put in the window.

International Fixed Interest — Review

As has been the case for some time, international bond
and equity markets have been very responsive to changes
in sentiment about global growth. Over the past month,
sentiment has improved significantly, mainly in response
to signals the U.S.-China trade frictions might be reaching
at least a provisional truce on some of the items in
dispute. Respondents to the latest (November) Bank of
America Merrill Lynch, or BAML, survey of big fund
managers reported a dramatic improvement in
expectations. A large majority (a net negative 34%) had
been pessimistic in October, but this changed to a small
optimistic majority (positive 6%) in November, which was
the largest month-on-month change in sentiment in 20
years.

Bond yields have consequently risen: the 10-year Treasury
yield in the U.S. is now 1.83%, well up on its recent
cyclical low below 1.5% in early September. Yields have
also risen in other major bond markets. In Japan, for
example, the 10-year yield was nearly negative 0.3% in
early September, and is now negative 0.07%.
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However, the recent increases have not been large
enough to make much of a dent in the capital gains
recorded earlier in the year when bond yields had fallen
sharply, and the asset class is still ahead for the year to
date. In U.S. dollars the Bloomberg Barclays Global
Aggregate index is up by 6.1%.

International Fixed Interest — Outlook

Increased optimism about the global economic outlook
has been the key driver of higher bond vyields, and
(providing there is no sharp setback on the U.S.-China
trade talks), is likely to lead to further rises in yields in
coming months.

Another contributory factor pointing towards higher yields
is the indication from the Fed that it has stopped easing
monetary policy. On Oct. 30, the Fed cut its target range
for the federal-funds rate by 0.25%, to a 1.5% to 1.75%
range, but made it clear that this third cut is the last in
the current easing cycle, provided the economic outlook
remained in reasonable shape. The futures market agrees,
seeing little near-term chance of further easing. The
Chicago Mercantile Exchange’s FedWatch tool, based on
futures prices, currently shows the most likely outlook is
for the Fed to hold interest rates steady out to mid-2020,
with some chance of a 0.25% cut later in 2020.

Forecasters in the latest (November) poll run by the Wa//
Street Journal expect U.S. bond yields to rise modestly in
coming years, by about 0.25% in both 2020 and 2021.
Monetary policy still on ultra-easy settings militate
against similar rises in the eurozone and Japan, but even
there the recent trend to (at least) less negative interest
rates looks likely to travel further.

Provided the world economy does not hit a reef—and the
trade wars could still take it onto the rocks—it looks as if
the global macroeconomy may be slowly shifting back up
from ultra-low vyields. Bonds will still have insurance
value—not to be discounted going into the U.S.
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presidential election campaign, in particular, but the
economic backdrop is running against them.

That is certainly how the BAML managers are positioned.
They overwhelmingly believe equities will be the best
performing asset class over the next year, with very few
takers for bonds to do well, and over the past month, they
have increased their underweight allocation to fixed
interest. It is also interesting that "a bond bubble" is their
second most picked investment risk (after trade wars).
Between investors chasing yield at almost at any price,
and central banks pursuing aggressive  (and
unconventional) monetary policy ease, bond prices had
got to unsustainable levels. A gradual unwind of
overvaluation looks a likely outcome.

International Equities — Review

It has been a good month for world shares, which have
been heartened by the Fed's latest interest rate cut and
by signs of progress on the U.S.-China trade dispute.
Much of the media attention has focused on the S&P 500
index in the U.S. hitting new record highs. It hit a new
peak on Oct. 21 and has moved higher since. World
shares have got less notice, but they too have moved into
all-time record territory. In the MSCI World index of
developed markets in U.S. dollars hit an all-time high on
Nov. 1 (going past its previous peak on Jan. 26, 2018)
and has also progressed further since then.

Year-to-date, the MSCI World index of developed markets
is up 21.2% in U.S. dollars. Performance continues to be
boosted by the U.S. markets—ex the U.S. the World
index is up by 15.6%—as the S&P 500 (up 24.3%) and
the Nasdagq index (up 28.6%) have performed particularly
strongly. Eurozone and Japanese shares have also done
well, and among major markets, the only clear laggard is
the U.K., where Brexit uncertainties have held the FTSE
100 to a relatively small 8.5% gain.

Emerging markets have not done as well as the
developed economies: the MSCI Emerging Markets index
in U.S. dollars is up 8.6%, and the core BRIC markets
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(Brazil, Russia, India, China) are up 10.5%. Russia has
been the key contributor, with the MSCI Russia index up
34% in U.S. dollars. The asset class threw up some
reminders of the relative political instability of the asset
class, notably widespread protests in Chile, which until
recently had been regarded as a relatively rare example of
good economic management in Latin America. The MSCI
Chile index is down 18.1% in U.S. dollars year to date.

International Equities — Outlook

The outlook remains much the same as before. Even if the
Fed has signalled it is going no further for now, share
valuations are still being supported by generous liquidity
from the world's central banks, and by the prospect of
ongoing modest growth in global business activity. This
scenario is however unfolding against a background of
ongoing high levels of risk, including geopolitical risk that
remains very difficult to analyse.

The business outlook remains moderately supportive. The
main concerns have been about the impact of the trade
frictions on the U.S. and China.

The good news is that neither of the two principal parties
seems to be hugely impacted so far. In the U.S., the
latest data on jobs, wage growth and consumer spending
have all been positive. In China, there looks to be a
greater impact, with the latest statistics showing slower
rates of growth than previously, but the absolute levels of
growth are still quite strong. Industrial production in
October was 4.7% up on a year earlier, and fixed
investment up 5.2%.

The downside however is that the uncertainty over the
trade spat and its potential collateral damage has spread
beyond the two main protagonists. The latest (October)
J.P. Morgan Global Composite index, which adds up a
wide variety of local business surveys (including ones in
New Zealand and Australia) shows that world business
activity is still growing, but only slowly: “The global
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economy made a weak start to the final quarter. The rate
of output growth slowed to its joint second weakest
during the current seven-year sequence of expansion.
New order inflows also rose at a weaker pace, while job
losses were registered for the first time in almost a
decade.”

Three times a year, data company |.H.S. Markit (organiser
of the country surveys in the J.P. Morgan index) also
produces a global business outlook poll. It found that
“Businesses around the world have become gloomier
about their prospects...Sentiment has  worsened
continually since peaking in early-2018, with the latest
surveys showing a further erosion of confidence amid
trade war tensions, wider geopolitical uncertainty and
worries about slowing economic growth or recessions.”

While the businesses polled fell short of picking an
impending recession—a modest net positive balance of
respondents picked ongoing growth—it is evidently not a
great environment for corporate profits. Respondents still
expect a small increase in profits, but they are much less
optimistic than usual: “The outlook for profits had already
slipped sharply in the June survey and edged further
lower in October, with the net balance of positive 6%
running below any levels previously recorded since the
GFC and down sharply since peaking at positive 24% in
early-2018."

As for the main uncertainty overshadowing business
confidence, at time of writing equity markets had risen on
expectations that at a minimum a stop-gap "phase one
agreement appears on the cards: as noted earlier, the
prospect of some sort of settlement had a dramatic effect
on fund manager optimism in the latest BAML survey. The
core element appears to include increased Chinese
purchases of U.S. goods (particularly soybeans) is
exchange for a halt or a rollback of some U.S. tariffs.

But, despite the fund managers’ high hopes, the situation
remains very unclear. It is not (apparently) settled that
there is indeed a quid pro quo agreement, and even if
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there is, it could unravel if other important points at issue
(such as protection of U.S. intellectual property) lead to a
breakdown in the negotiations. Both sides also have
political considerations high on their agenda, and
economic analysis of what might be a reasonable
outcome may get sidelined by a tussle for geopolitical
advantage.

So far, however, both the global economy and the world's
bourses have dodged the bullet, as they have through
previous "crises" in the current long post-GFC expansion.
It remains a reasonable investment view to expect more
of the same. But the ongoing level of risk and uncertainty
also makes it advisable to continue to build protection
into portfolios (through overall diversification and through
more defensive positioning within asset classes) against
the real risk that the global equity market's long run of
good fortune comes to an end.

Performance periods unless otherwise stated generally
refer to periods ended Nov. 15, 2019.
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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
before making any decision to invest.

Copyright

© The material contained in this document is copyright of
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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
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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
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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@marningstar.com

Advisers/Institutions/Others
Tel: +61 29276 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
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