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Market Watch 

Market and economic 
overview 

Australia  

Australia exceeded growth 

expectations with the economy 

expanding by 1.1% in the quarter to 

take Gross Domestic Product (GDP) 

growth year-on-year to a two-year 

high of 3.5%. This may have been 

due to the positive impact from 

historically low interest rates on 

consumption and housing, a strong 

export impetus and a faster transition 

of growth away from mining 

investment or could even be a 

statistical distortion due to poor 

seasonal adjustments to data. 

Nevertheless, some key headwinds 

such as the high Australian dollar and 

the declining capital investment in the 

mining industry could potentially limit 

further growth over the coming year 

causing the Reserve Bank of 

Australia (RBA) to maintain current 

record low interest rate levels or even 

lower it.  

United States 

Revisions to the US first quarter 

GDP was the first negative quarter 

since Q4 2011, with the economy 

contracting by -1.0% on an 

annualised basis, largely due to the 

impact of severe weather 

conditions. The outlook appears to 

be brighter with partial June data 

indicating a reasonable bounce 

back. It is likely that the US Federal 

Reserve (Fed) will continue to taper 

quantitative easing as planned, with 

a view to its completion by October 

this year.  

Eurozone 

At its June policy meeting, the 

European Central Bank (ECB) 

announced a suite of unprecedented 

policy measures, with ECB President 

Draghi indicating that the Bank, if 

required, would act swiftly with further 

monetary policy easing. Perhaps this 

comes with the aim of surprising 

markets and lowering market interest 

rates and the currency, or perhaps to 

arrest the threat of deflation. 

Reaction has been mixed, with the 

Euro initially falling but then 

appreciating once again.  

United Kingdom 

A robust recovery continues to unfold 

in the UK along with a welcome ease 

in the pace of housing activity.  
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Whether or not this continues is a key focus for the 

Bank of England (BOE) as they examine ways to 

ensure that the housing sector does not pose a 

significant financial risk to the overall economy. 

Against this backdrop, the BOE May Inflation 

Report indicated no rush to raise interest rates - a 

move it believes is still dependent on the degree of 

slack in the economy, and the prospects for its 

absorption.  

Japan 

Recent data post the April sales tax hike points to a 

sharp decline in economic activity with a possible 

bounce back later in 2014. Bank of Japan (BOJ) 

Governor Haruhiko Kuroda reaffirmed his 

confidence that the economy can withstand the 

sales tax increase while  Prime Minister Shinzo Abe 

is due to announce the specifics of his structural 

reform, which will be crucial for potential economic 

growth later this month.  

China 

China’s slowdown continues, prompting the 

People’s Bank of China (PBOC) to announce 

further targeted monetary stimulus to help soften 

the downturn. The authorities have also stepped up 

rhetoric on proposed structural reforms that they 

believe will help drive more sustainable long term 

growth, yet it appears that progress is slow. We 

remain cautious on China, because of the potential 

risks to the economy from the shadow banking 

sector and the property market.  

Asset class summary                        

Domestic equities 

Modest returns are expected over the next twelve 

months for Australian Equities. The market has 

advanced very strongly over the last two years 

despite modest economic growth domestically and 

mixed corporate profitability. After such a strong 

period of returns we believe that the market would 

need a broad based earnings recovery to kick in for 

it to advance more robustly from current levels. 

Resources based companies are anticipated to 

have a strong rebound in their earnings of around 

30% over the previous year (this was until recently 

40% but has since trended down) yet the outlook 

for demand and commodity prices in the resources 

sector remains soft at a time when supply is 

increasing. Most recently the price of iron ore, the 

dominant commodity for Australia, fell to its lowest 

levels in over two years as indicated in the chart 

below. This will have a large impact on the level of 

profitability for many of our resource related 

companies. 

 

Global equity markets 

Global equity returns over the next 12 months are 

looking to offer moderate upside and are unlikely to 

match the strong returns over the last year. 

However, we think that the trend of global equity 

market outperformance will continue over the year 

given the gradually improving macro backdrop, still 

accommodative monetary policy settings, improving 

earnings outlook and continued corporate re-

leveraging. The major driver of returns is expected to 

come from earnings growth rather than valuation 

expansion. While our outlook over the next 12 

months is more positive, we certainly continue to 

acknowledge that risks remain and investors need to 

be cognisant that equities have had a strong run 

over the past few years, equity valuations are full 

and it remains a very policy driven environment. 

 

Cash, Bonds and Fixed Interest 

 

Cash:  Expected returns from the cash asset class 

for the coming twelve months are at 2.8%, a return 

below International Fixed Interest, but above 

Australian Fixed Interest.  
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Australian Fixed Interest: Australian Fixed Interest 

asset class is anticipated to return around 1.9% over 

the next year; a return below Cash and International 

Fixed Interest.  

Bonds: A return of around 3.8% for global bonds 

when fully hedged into Australian dollars is expected 

over the next twelve months. This is a higher 

expected return than either Cash or Australian Fixed 

Interest.  

Commodities and Currencies 

Commodities: Continue to behave in a more 

idiosyncratic fashion rather than closely tracking 

“risk” which has been the norm in the last few years. 

One of the benefits of investing in a diversified 

commodities allocation is that underlying 

commodities themselves should respond to their 

own unique supply and demand dynamics, delivering 

a less volatile return stream to the overall portfolio 

than each commodity in isolation would suggest. 

This year weather events, geopolitical fears and 

economic expectations have had profound impacts 

on different sectors within commodities, some 

positively and some negatively. 

 

Currencies:  Volatility in Foreign Exchange markets 

remains unusually low. Despite the prospects of US 

Federal Reserve (Fed) tapering, European monetary 

easing and Japanese stimulus, cross rates between 

these currencies are not moving as many macro 

strategists would expect. The implications of current 

and further weakness in China, and consequently 

commodities, are also having little impact on the 

Australian dollar, which is proving to be stubbornly 

resistant.  

 

Even emerging market currencies in general have 

experienced a strong rebound from their declines at 

the beginning of the year, although there are 

certainly differences between them due to varying 

fundamentals. Some of these currencies will remain 

under pressure as their economies start to face 

headwinds, due to the reversal of US monetary 

policy and a reversal of the strong capital inflows that 

have prevailed as investors searched for yield.  

Property and REITs 

Globally, the valuations of Real Estate Investment 

Trusts (REITs) currently appear fair by longer term 

standards given a relatively attractive yield and the 

continued prospect of earnings growth. With 

generally healthy balance sheets and access to 

multiple sources of investment capital, most listed 

REITs are able to focus on earnings growth 

organically or through acquisition and, where 

appropriate, modest new development.  

 

Consistent with history, higher bond yields typically 

results in the REIT sector underperforming the 

broader equity market over the shorter term. Over 

the longer term a pickup in economic momentum 

coinciding with the recent pullback in REITs, renders 

the sector attractive on a relative basis. 
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