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Outlook for Investment Markets 

Most asset classes have done well. Bond yields have 

dropped back, despite the Fed tightening US monetary 

policy, as investors reckon that the strong fiscal stimulus 

they previously expected from the incoming Trump 

administration will, at a minimum, be delayed. Equities 

have benefited from both lower bond yields and from 

more evidence that the global economy is improving. 

Looking ahead, bonds will face serious headwinds as the 

world economy continues to pick up; equities have the 

potential to make further gains, but on expensive 

valuations (particularly in the US) they have limited 

capacity to absorb any unexpected adverse setbacks. At 

home, the robust economic cycle continues to support 

local property and equities. 

 

New Zealand Cash and Fixed Interest—Review 

Short-term interest rates are unchanged, reflecting the 

unchanged stance of monetary policy: The Reserve Bank 

of New Zealand left the official cash rate at 1.75% at its 

most recent policy announcement on 11 May, and the 90-

day bill yield continues to trade at a little below 2% 

(currently 1.94%). Long-term yields have continued to 

track developments in the US bond market: The local 10-

year government bond yield rose late last year, held at 

those higher levels to March of this year, and has been 

gently sliding since, exactly the pattern traced out by its 

US Treasury equivalent: Currently the local yield is 2.75%, 

down 0.6% since the start of the year. After some 

volatility in the wake of the election of President Trump, 

the New Zealand dollar dropped steadily up to early May, 

in both headline US dollar and overall trade-weighted 

terms. It has since risen: At its current level, it is up 4% 

from its early May low point and is almost exactly 

unchanged from where it started the year. In USD terms, 

it is up 3.5% for the year to date, at USD 0.721, as the 

USD has been globally weaker.  

 

 

New Zealand Cash and Fixed Interest—Outlook 

The RBNZ’s official line is that it will keep interest rates 

where they are until late 2019, at which point it envisages 

a 0.25% increase in the OCR. Perhaps it will be proved 

right: As discussed in the fixed-interest sections of this 

update, there is a respectable argument to be made that 

inflation will take a long time to get back up to the central 

banks’ typical target of 2% and will require ongoing 

monetary stimulus to get there at all. 

 

Now, however, few other people believe the RBNZ’s 

argument. Forecasters don’t: The consensus view in the 

latest (June) quarterly poll run by the New Zealand 

Institute of Economic Research shows that the 90-day 

bank bill yield is expected to be 0.3% higher for the year 

to March 2019, which is consistent with a 0.25% increase 

well before the RBNZ’s timing. Some forecasters have the 

first increase occurring quite soon, with the BNZ, for 

example, picking a 0.25% increase by March 2018. The 

financial futures market also expects a relatively early 

increase by June of next year. There will be no quick or 

large improvement to the returns from the likes of bank 

deposits, but some small increase next year is beginning 

to look a real possibility.  

 

Local long-term yields will likely continue to reflect the 

evolution of the US bond market. In recent months 

opinion has been shifting towards a slower pace of bond 

yields increases in the US, but the likelihood is that, while 

the move may be more modest than previously 

anticipated, local yields will also head higher during the 

coming year. The NZIER forecaster poll anticipates that 

the 10-year government bond yield, which averaged 2.8% 

in the March year just finished, will average 3.4% during 

the coming March year, a 0.6% increase. 

 

Opinions are mixed on the outlook for the dollar. ASB’s 

survey of those closest to the coalface–the exporters and 

importers in its latest (June quarter) "Kiwi dollar 

barometer" poll–expects the NZD to gradually fall against 

the USD, down to around USD 0.65 by the middle of this 

June 2017 
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year. ASB itself, however, thinks the NZD will appreciate 

to more like USD 0.74 by June next year. The NZIER poll 

found that forecasters on average expect some modest 

depreciation in the coming year but stability in the 

following two years. The best summary might be that, 

while the outlook is rather uncertain, some further modest 

boost to investors’ returns from unhedged overseas 

assets looks more likely than not. 

 

New Zealand Property—Review 

The recent decline in bond yields has been good for the 

listed property sector: It had dropped sharply when bond 

yields rose in the "Trump trade" era of late 2016 and early 

2017 but has been regaining lost ground since mid-

March. For the year to date the S&P/NZX All Real Estate 

Index is now showing a 3.6% capital gain and has 

delivered a total return of 6.3% (6.9% including the value 

of imputation credits). It has, however, underperformed 

relative to the wider share market, which delivered a total 

return of 9.8% (10.4% with imputation). 

 

New Zealand Property—Outlook 

The outlook for listed property is much the same: strong 

operating conditions, which are very supportive of 

tenancy levels and rental growth, set against potentially 

higher bond yields, which could have an impact on the 

relative attraction of the sector. 

 

Except for parts of the local retail sector, which share the 

global e-shopping challenge coming from the likes of 

Amazon, property has been booming because of strong 

population growth and the buoyancy of the business 

cycle. Colliers’ latest (June) monthly report said, for 

example, that “Growth in white collar jobs will continue to 

drive demand for office space especially in Auckland, 

where overall vacancy is at its lowest ever level of 5.3%,” 

and even though new supply is in the pipeline, the 

strength of demand means that vacancy rates will not 

blow out. In Wellington, “The market still heavily favours 

landlords with the removal of [earthquake impacted] 

stock pushing up rental rates for the remaining prime 

office space in the Wellington CBD [central business 

district].” And the industrial sector is also experiencing 

very low vacancy levels: “Buildings that have been 

speculatively built are strongly in demand.” 

 

The latest news at the company level also shows the 

strength of current business conditions. At time of 

writing, Kiwi Property was looking to raise some $160 

million in a rights issue to fund further development of its 

Sylvia Park mall in Auckland and other projects hinged to 

strong population growth in the wider Auckland region. 

 

The only downside to what would otherwise be a strong 

investment story is the prospect of rising bond yields as 

an investment alternative: As noted earlier, bond yields 

could well rise to around the 3.4% mark in the next year. 

This would still leave a useful gap between bond yields 

and the yield on listed property (currently 5.0%), and 

there would likely be ongoing investor interest in the 

sector, but it would also act as some modest brake on 

sector returns. The most likely outlook is more of the 

same: positive returns, but underperformance compared 

with the wider share market. 

 

Australian and International Property—Review 

It was the same story with the Australian A-REITs, which 

have also benefited from a lessened threat of imminently 

higher bond yields. There, too, the sector bottomed out in 

March and has recovered as bond yields have fallen; for 

the year to date the S&P/ASX200 A-REITs Index has 

provided a capital gain of 3.0% and a total return including 

dividends of 3.9%. The total return exactly matched the 

return from the wider equity market. 

 

Global listed property has also done well since mid-March 

as the threat of rapidly higher global bond yields receded. 

The FTSE EPRA/NAREIT Global Index in USD has delivered 

a total return (including taxed dividends) in USD of 8.4% 

for the year to date. The improving eurozone economy has 

been a big plus, with eurozone REITs as a whole up 17%, 

led by a very substantial gain of 22.1% for German 
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property shares. Asia ex Japan has also been very strong, 

with a 27.2% return; Hong Kong, for example, returned 

24%, and the emerging markets returned 11.9%. The UK 

did surprisingly well, given the Brexit and election 

uncertainties, with a 10.9% return, though the size of the 

immediate post-Brexit slump means that despite these 

recent rises it is still 2.1% down on a year ago. In the 

context of the generally large gains elsewhere, the 

Japanese market returned a distinctly modest 2.8%, and 

the US market was also lacklustre with a 2.2% return. (All 

regional returns are in USD for consistent comparison.) 

  

Australian and International Property—Outlook 

Operating performance has been reasonable rather than 

strong, reflecting the ongoing subdued state of the 

national economy, and with significant regional and 

sectoral variation: New South Wales in particular has 

been doing well. By sector, retailing faces the most 

difficult outlook. As Knight Frank’s recent report on the 

Melbourne retail sector noted, “Numerous retailers going 

into administration over the past 12 months including 

Marcs, David Lawrence, Herringbone, Rhodes & Beckett, 

and Topshop highlight the increasingly competitive 

Australian retail market. The upcoming arrival of Amazon 

into the Australian retail market will further add to the 

competition.” 

 

On the other hand, retail’s loss has tended to be 

industrials' gain. Knight Frank’s latest report on the 

Sydney industrials sector found that “the rise of online 

retailing has further boosted demand for warehousing, 

transport, and logistics facilities across the state” and 

that “Positive tenant demand and low speculative supply 

have resulted in Sydney’s vacancy falling to its lowest 

level on record.” The demand shows no sign of lessening, 

either, with the report saying that “The arrivals of global 

retailers such as Amazon, Lidl, and Decathlon will further 

strengthen demand for well-located warehouses, cold 

storage, and logistics facilities in Sydney. The positive 

outlook is extended over the medium term.”  

 

The main issue is the prospect of higher bond yields. 

Given that there is a wider than usual gap of 2.6% 

between the yield on A-REITs (around 5.0%) and the yield 

on 10-year Commonwealth bonds (2.4%), compared with 

the long-term average of a little less than 2%, the sector 

can absorb a narrowing of the differential without too 

much difficulty. As with New Zealand listed property, 

however, it likely points to sector underperformance 

relative to the overall equity market. 

 

The valuation challenge from potentially higher bond 

yields looks to be rather more challenging for overseas 

property, given that the global index yields only 3.7%, but 

there may still be a case for property continuing its good 

year-to-date run. 

 

Some analysts believe that the global search for yield will 

continue to underpin global listed property even if bond 

yields rise. Cushman & Wakefield’s latest global 

investment "Atlas" report concedes that “Alarm bells are 

ringing for some that the end of the cycle is near” but also 

argues that “The combination of unsatisfied demand, a 

steady supply of debt, and still high returns relative to 

other asset classes indicates that strong demand for real 

estate investment will continue in 2017. Indeed, the 

current cycle could be stretched by as much as two extra 

years if certain US policy proposals on taxes and spending 

come to fruition.” It says that yields could move even 

lower: “Despite increases in global bond yields, further 

yield compression remains likely in core [property] 

markets, with perhaps a 15-20 basis point fall as a 

shortage of quality assets and the real estate yield 

premium to bonds rewrites achievable pricing 

benchmarks.” And it also points out that higher bond 

yields in any event would reflect a healthier global 

economy, which would tend to improve property rentals. 

 

JLL’s latest Global Market Perspective report is also 

reasonably upbeat on the outlook, saying that “Global 

investment and leasing volumes are largely unchanged 

from last year and are expected to remain solid through 
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2017, with investors continuing to seek exposure to real 

estate and signs that economic growth in developed and 

emerging markets is once again moving in tandem.” JLL 

expects small increases in rents (2%) and capital values 

(3%) this year. 

 

On an optimistic reading, overseas REIT prices could 

conceivably continue their recent good form, but their 

expensive valuations leave them particularly exposed to 

any setback to global growth or other adverse shock. 

  
Global Infrastructure—Review 

Global listed infrastructure has continued to be an 

especially popular equity sector: For the year to date the 

S&P Global Infrastructure Index in USD has delivered a 

capital gain of 13.91% and a total net return of 15.6%, 

comfortably outstripping the 11.0% net USD return from 

the MSCI World index. 

 

Global Infrastructure—Outlook 
Infrastructure continues to hit the sweet spot for 

investors. While a few subsectors have missed out–

notably fixed-line telcos and oilfield services like 

pipelines–most have scored large gains. The FTSE family 

of global sectoral indexes shows that in terms of total 

year-to-date return, subsectors such as alternative energy 

(18.8%); gas, water, and multiutilities (16.3%); utilities 

(14.6%); electricity (13.7%); and mobile communications 

(13.4%) have all outpaced the 11.8% return from the FTSE 

World Index. 

 

There have been several drivers of performance. The 

Trump administration had promised a large boost to US 

infrastructure spending, and although (like the promised 

corporate tax reforms) nothing has yet been put into 

effect, investors still expect an eventual payoff. A yield 

differential over the wider equity market has also been 

attractive to income-oriented investors: The yield on the 

S&P Infrastructure Index is 3.6% compared with the 2.4% 

on the FTSE World Index. 

 

Infrastructure has also been well-placed to benefit from a 

pickup in world economic activity and is less exposed 

than bonds to the rising interest rates and higher inflation 

that tend to accompany faster economic growth. As 

infrastructure managers CBRE Clarion put it in their latest 

quarterly market commentary, “While long-term bond 

yields may rise, listed infrastructure companies are not 

bonds and will provide good inflation protection via their 

regulatory and contract structures...We estimate that 

nearly 85% of the market has some level of inflation 

protection, which should benefit investors in terms of 

cash flows and dividends.” 

 

Throw in the longer-term attractions of the asset class–

infrastructure managers Cohen & Steers mention “the 

need to upgrade aging infrastructure systems in 

developed economies after decades of neglect, and the 

demographically fuelled growth in new infrastructure 

associated with bringing higher standards of living to 

emerging regions"–and it makes an attractive package. 

Expensive valuations may eventually take the gloss off the 

sector, but for now it looks to benefit from strong ongoing 

investor support. 

 

Australasian Equities—Review 

New Zealand shares have been doing well. Although 

overseas equities have been a little weaker in recent 

weeks after peaking in early June, local equities have had 

a better month, and for the year to date the S&P/NZX50 

Index is showing a capital gain of 7.6% and a total return 

including dividends of 9.8% (10.4% including the value of 

imputation credits). 

 

Australian shares have been more in line with overseas 

developments: Although there has been significant day-

to-day volatility, Australian shares are a little lower than 

where they started at the beginning of June. For the year 

to date the S&P/ASX200 Index is up 1.9% in capital value 

and has returned 3.9% including dividend income. The 

modest scale of gains, especially in comparison with 

overseas markets, reflects the drag of the miners (down 
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3.6% for the year to date), who have been affected by 

recently lower commodity prices, and the financials 

sector (down 1.8%), which has worn the impact of a 

proposed new tax on bank profits. Other sectors have 

fared better, led by industrials (13.4% capital gain) and IT 

stocks (6.3%). 

 

Australasian Equities—Outlook 

The economy continues to grow strongly. The latest 

(May) ANZ Bank business survey was robust across the 

board: As the ANZ team put it, “The economy’s excellent 

adventure continues. Firms are upbeat, and prepared to 

hire and invest. That’s an economic expansion that is still 

going full steam. Survey indicators are elevated but not 

stratospheric, consistent with the economy evolving into 

a mature stage of the expansion.” Importantly, 

expectations for profits, which had already been high by 

historical standards, rose a bit further again.  

 

The same picture came through from the Business 

NZ/BNZ sectoral performance indexes. At time of writing 

the May readings were only available for manufacturing 

and were very positive: “The PMI [Performance of 

Manufacturing Index] has now pushed up to its highest 

level in 16 months. It all makes the mild slowdown we 

saw at the beginning of the year a distant memory. 

Positivity is prevalent throughout the May survey, across 

the major components of production, new orders and 

employment, as well as across firm sizes, industries, and 

regions.” It is likely that the services index, when 

published, will also show strong ongoing growth.  

 

There has also been good news on the commodity price 

front, with the ANZ’s latest (May) commodity price index 

in NZD terms up 22.3% on a year ago and now only 5% 

below its all-time peak in March 2011: “The stark 

difference this time around is that while the previous 

spike was driven largely by dairy prices, recent gains are 

much broader across forestry, horticulture, and meat as 

well. This means the gains are being more widely spread 

across sectors, regions, and individual businesses.”  

 

The NZIER poll of forecasters also found that the current 

business cycle has some further distance to run: GDP 

growth of 3.0% in the March year just finished is 

expected to be followed by growth of 3.1% in the current 

year to next March, and by 3.3% the following year. 

 

In its own small way, the New Zealand market is a good 

example of the global challenges facing equities. The 

economic outlook is broadly positive–more so, indeed, in 

New Zealand than in many other developed economies–

but equities are expensively priced at 19.9 times 

projected earnings (on Standard & Poor’s calculations). 

The market can continue to perform well, but it absolutely 

requires the economy and individual corporates to 

continue to meet high expectations. 

 

In Australia, the latest official data on how the overall 

economy has been travelling showed that the economy 

grew by a scant 0.3% in the March quarter and by 1.7% a 

year earlier. At face value, that looks a poor outcome, but 

there can be quite a lot of statistical "noise" from one 

quarter to the next, which can suggest more is happening 

than is actually the case. Forecasters had been expecting 

a low number around the 0.3% mark, after quite a high 

1.1% outcome in the December quarter, so the outcome 

came as no surprise to the financial markets. Averaging 

out the two most recent quarters at 0.7% growth per 

quarter probably gives a better read and shows an 

economy growing at something like a 2.5%-3.0% annual 

pace. 

 

More recent data has generally been on the bright side. 

The latest (May) jobs numbers in particular were stronger 

than expected: There were 42,000 new jobs (forecasters 

had expected around 10,000), and the unemployment 

rate dropped to 5.5% (forecasters had expected it to 

remain unchanged at 5.7%).  

 

The latest business surveys have also generally been 

encouraging. All three of the Australian Industry Group’s 
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sectoral indexes on their latest (June) readings have been 

signalling sustained periods of expansion ranging from 

three months (for services) to eight months 

(manufacturing), whereas previously the indexes had 

been a mix of some sectors doing well but others lagging. 

And National Australia Bank’s latest (May) monthly 

business survey found that business conditions (trading, 

profits, employment) while slightly down on April’s 

readings were still at historically high levels. NAB 

commented that “The strength looks to be quite broad-

based, with all industries recording positive business 

conditions for only the second time since 2010–although 

conditions are only neutral for retail in trend terms, 

weighed down by the softer trends in the household 

sector.” 

 

The reference to the softer household sector is a 

reasonably large caveat to the picture of good business 

conditions. The latest weekly ANZ Roy Morgan consumer 

confidence survey (measured on 10-11 June) shows that 

confidence is at best roughly level with its long-term 

average, but with a pronounced split between 

households’ views of their own financial conditions (which 

are clearly positive) and their expectations for how the 

economy is going to unfold (which are clearly negative). 

The latest (June) monthly consumer survey run by 

Westpac and the Melbourne Institute showed much the 

same picture: Pessimists outnumbered optimists, and 

again financial conditions were seen as good but the 

economic outlook was seen as problematic. 

In sum, the economy has continued to encounter cross-

currents that have combined to keep the growth rate 

below 3.0%. While Australian shares are not as expensive 

as some other major markets–S&P’s latest estimate is 

that they are priced at 15.3 times expected earnings–and 

are consequently not as exposed as some markets to 

unexpected earnings disappointments, the likelihood is 

that there will have to be clearer evidence of growth 

picking up from current levels to underpin larger equity 

gains. 

 

International Fixed Interest—Review 

The key event for the asset class has been the Fed’s 

latest policy move. While recent inflation data in the US 

has been a little below the Fed’s target 2%–the exact 

measures vary but are generally around 1.5% to 1.7%–the 

Fed was nonetheless widely expected to keep to its 

recent policy of very gradually raising US interest rates. 

And so, it proved at the Fed’s latest meeting on 14 June, 

when it raised the target range for the federal-funds rate 

by 0.25%, from its previous 0.75%-1.0%, to 1.0%-1.25%. 

It also signalled that another 0.25% is in the cards before 

the end of the year, although clearly that will depend on 

whether the recent lower than expected inflation is 

temporary, as the Fed believes: It reckons the low rate of 

unemployment in the US (currently 4.3%) will lead to 

stronger wage growth and, eventually, an inflation rate 

closer to its desired 2%. 

 

The Fed also announced that it would start running down 

the massive USD 4.5 trillion stockpile of bonds it had 

accumulated under its quantitative easing programme. Up 

to now, it has been reinvesting all the funds that became 

available as bonds in its portfolio matured: This has meant 

it has been reinvesting a bit more than USD 40 billion per 

month. The Fed has not said exactly when it will change 

its approach, but sometime this year it will likely stop 

reinvesting all the maturing funds. Following what the Fed 

chair Janet Yellen called “a very gradual and predictable 

plan,” the Fed will initially stop reinvesting USD 10 billion 

per month, and each quarter the amount reduced will 

increase until it hits USD 50 billion a month. 

 

Despite the Fed’s move to tightening, bond yields actually 

fell in the wake of its decision, partly because the bond 

market has also been focussing on inflation remaining 

below the 2% target and partly because the Trump 

agenda of corporate tax cuts seems as far away as ever: 

Bond yields had risen strongly in late 2016 and earlier this 

year on expectations of a quick and large fiscal boost to 

the US economy, which has failed to materialise. Lower 

US bond yields, with roughly steady yields in other major 
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markets, mean that bonds have performed reasonably 

well. The Bloomberg Barclays Global Aggregate indexes 

for the year to date show a 4.9% USD return for both 

government and corporate bonds, with somewhat higher 

returns from two of the more popular "hunt for yield" 

options, global high yield (low credit quality) in USD has 

returned 6.3% and emerging-markets bonds 5.7%. 

 

International Fixed Interest—Outlook 

It is possible that something has changed in how 

economies behave, and inflation will remain lower than 

would normally be expected in a US economy with a low 

unemployment rate, and will also remain low in other 

economies growing more slowly than the US. It is 

possible, too, that the tax cuts investors had expected 

from the Trump administration will continue to be 

delayed: Recent events have not given much confidence 

that significant policy programmes can be developed and 

successfully shepherded through the US Congress. The 

bond market might continue with its current abnormally 

low bond yields or even see them drift further back 

towards their historical low point (under 1.4% in mid-

2016), in which case investors would see ongoing gains 

from the asset class. 

 

But that does not look like the most plausible outcome. 

Forecasters are clearly of the view that inflation in the US 

will return to the Fed’s target 2% level, or even a bit 

above: The latest (June) monthly poll of forecasters in the 

Economist magazine, for example, shows that the 

consensus pick for American inflation is 2.2% this year 

and 2.1% in 2018. If so, 10-year US bond yields would 

need to rise significantly from their current 2.15% to offer 

a real (that is, above inflation) rate of return, especially on 

an aftertax basis. 

 

A more likely prospect is that we are coming to the end of 

a very unusual period when yields were pushed, 

temporarily, to levels that are unsustainable from any 

longer-term perspective: Fitch Ratings, for example, 

estimates that there are currently some USD 9 trillion of 

government bonds that offer negative yields. As a result, 

prices were driven up to very expensive levels: The latest 

(June) investor survey run by the CFA Society in the UK 

found that 84% of respondents think corporate bonds and 

82% of government bonds are overpriced. 

 

It may be a slow and volatile process, but it looks as if 

this period of ultralow yields is beginning to reverse. The 

US is clearly in the vanguard with higher rates and an 

unwinding of bond-buying support, but it is also beginning 

to happen elsewhere. In June, for example, there was an 

unexpectedly tight vote (5 to 3) at the Bank of England’s 

latest policy meeting to keep interest rates unchanged: 

The minority wanted to start raising rates now. In the 

eurozone, the European Central Bank has said that it will 

not ease any further, although it has yet to get to the 

point where it will actually start raising rates or cutting 

back on its bond-buying programme. Only in Japan is 

there is still the prospect of monetary policy being 

maintained on an ultraeasy setting. 

 

In sum, barring some geopolitical or financial shock that 

might resurrect safe-haven buying, the economic outlook 

is not favourable to bonds. And it is worth remembering 

that if equity investors’ expectations for shares are 

correct–a world economy that is likely to grow somewhat 

faster than in recent years–then bond investors’ 

expectations of unusually low inflation and interest rates 

are likely to be wrong. 

  

International Equities—Review 

World shares have continued to do well. Although prices 

have drifted down, month to date, from their peak at the 

start of June, the recent decline has been modest in the 

context of the earlier strong performance, and for the year 

to date the MSCI World Index is up 7.8% in the currencies 

of the overseas markets and by 9.8% in USD terms 

(11.0% including the taxed value of dividend income). 

Local investors further benefited from the NZD’s 3.5% 

year-to-date depreciation against the USD. 
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Outcomes in the main developed markets have been in 

close alignment with local economic developments. 

Evidence of a strengthening eurozone, plus positive 

results from the French presidential and parliamentary 

elections, mean that eurozone equity markets have 

performed well, with German shares up 11.1% for the 

year to date and French shares 8.2%, while the ongoing 

American expansion has helped the S&P 500 to an 8.7% 

gain. The unexpected general election result in the UK, 

which heightened already significant Brexit risks, has held 

UK shares to a more modest 4.5% gain, while slower-

than-expected GDP growth in Japan means that the 

Nikkei Index has also been a relative laggard, with a 4.3% 

increase. 

 

Emerging markets continue to outperform the developed 

world, with the MSCI Emerging Markets Index up 12.2% 

in the currencies of the emerging markets and by 16.3% 

in USD terms. There were mixed fortunes for the key BRIC 

economies. Brazil had been one of the best-performing 

markets up to 18 May, when an alleged bribery scandal 

involving President Temer led to an 8.8% drop in a single 

day for the benchmark Bovespa Index, and it has failed to 

recover since then: For the year to date it is up 2.3%. 

Russia has been affected by lower oil prices, and the FTSE 

Russia Index is down 15.5%. Only India has continued to 

power along, with the Sensex Index now up 16.6%. 

Shares are showing very little net movement in China, 

where the Shanghai Composite Index is only very slightly 

up (0.6%) on its opening year level. 

 

International Equities—Outlook 

In the past couple of weeks, we have seen two major 

reports on the outlook for the world economy, which 

came to much the same conclusion: The immediate 

cyclical outlook is reasonably good, though not outright 

strong. 

 

First cab off the rank was the World Bank. Its latest 

Global Economic Prospects report, while subtitled "A 

Fragile Recovery," nonetheless expects the world 

economy to grow by 2.7% this year, a bit faster than the 

2.4% achieved in 2016, and to pick up a little more steam 

in 2018 (growth of 2.9%) and 2019 (again 2.9%). Growth 

prospects are somewhat lopsided by region, with the 

developed economies likely to grow by only 1.8% next 

year compared with the 4.5% expected for the developing 

and emerging economies (mostly owing to expected 7.5% 

growth in India and 6.3% in China). The "fragility" bit 

comes from the report’s assessment that “the balance of 

risks remains tilted to the downside, although slightly less 

so than at the start of the year.” It said that “Increased 

protectionism, persistent policy uncertainty, geopolitical 

risks, or renewed financial market turbulence could derail 

an incipient recovery.” 

 

The OECD’s latest update of its Economic Outlook was 

somewhat more upbeat. Its world growth numbers are a 

bit higher: 3.0% for last year, 3.5% for this year, and 3.6% 

next year, and like the World Bank it has the developed 

world growing more slowly this year (2.1%) than the 

developing world (4.6%, once again with India and China 

at the forefront). And it can even see the possibility of 

some positive surprises: “There are upside risks to the 

projections for investment, trade, and productivity. 

Evidence from business surveys and from data suggests 

that the ageing of the capital stock may spur investment 

in higher quality capital with more advanced technology,” 

with assorted positive side effects.  

 

But it worried about much the same set of risks as the 

World Bank–“Geopolitical shocks and trade protectionism 

could catalyse snap-backs in asset prices and realise 

downside risks through a variety of channels”–and the 

OECD appeared especially concerned about risks from the 

financial markets, where both bond and equity prices are 

unusually high. It said that “Big corrections in various 

asset prices would weigh on economic activity” through a 

variety of channels. 

 

The latest (June) monthly survey of international fund 

managers run by Bank of America Merrill Lynch showed 
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that the managers strongly believe global equities are 

overvalued. A record net 44% of them were of that view 

(a "net 44%" result being what you get, for example, 

when 67% subscribe to the expensive view and 33% do 

not). They saw the US market as especially dear, with a 

remarkable net 84% (that is, virtually everyone) picking it 

as the most expensive market in the world; the tech 

sector in particular was seen as pricey. The fund 

managers rated investing in the tech-heavy Nasdaq 

market as currently the most "crowded" investing 

strategy, where the weight of money herding into the 

market has most distorted the value on offer.  

 

Despite these views, the fund managers continue to hold 

overweightings inequities, though with pronounced 

regional variations: Heavily underweight in the US and 

well underweight in the UK, neutral in Japan, and 

overweightings everywhere else, particularly the eurozone 

(where France and Germany are the top picks) and the 

emerging markets. 

 

The reason for the overweighting in equities, despite their 

priciness, is high expectations for global profits growth. If 

all goes well, for example along the lines the World Bank 

expects, then high valuations may well prove justified. But 

equally, as the BAML commentary said, “Market 

vulnerability to profit weakness is very high.” The survey 

asks managers what risks they are most worried about 

that might derail their optimistic expectations. This time 

round, the answers were (in descending order) a wheel 

coming off in China, a crash in global bond markets–the 

managers believe monetary policy is now too stimulative 

and interest rates will need to rise, hence the risks to 

bonds–and prolonged inability to enact US corporate tax 

reforms (which may be a proxy for a wider concern about 

US economic policy direction). 

 

All going well, world equities may continue to grind out 

further gains, but it is against a background of potential 

risks that investors continue to undervalue: The VIX index 

of expected equity volatility in the US, often used as a 

"fear gauge," remains at historically low levels. 

 

Performance periods unless otherwise stated generally 
refer to periods ended 16 June 2017.  
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