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2018 has not been an easy 

year for investors to 

navigate.  

An aging bull market and 

further monetary policy 

tightening by the US Federal 

Reserve are not necessarily 

a toxic combination for 

financial markets but, 

adding in trade war tensions; rising geopolitical risk; 

sharply higher oil prices; potential election uncertainty in 

Europe; and concerns that selected emerging market 

weakness may have broader spill over effects, poses a 

much greater headwind for risk assets. 

Macquarie believe that global growth remains on course 

with 2018/19 still likely to be around the long term trend 

levels at ~3.3%. However, downside risks have been 

rising all year and this is creating an asymmetric return 

skew. If everything goes right, equity markets can 

probably move higher, albeit modestly. But, if things go 

wrong, it is unlikely that equity markets can hold onto 

current levels and could move meaningfully lower.  

Asset class returns have been volatile through 2018 

-0.4

0.4

-3.8

3.9

1.1

2.1

-1.1 -1.1

2.8

0.1

-3.3 -3.3

0.1

4.5

3.1

-0.3

0.3
0.8

-0.3

0.7

 (5)

 (4)

 (3)

 (2)

 (1)

 -

 1

 2

 3

 4

 5

January February March April May

% Australian equities World equities A-REITs Fixed income

 

Source: FactSet, MWM Research, June 2018 

To be clear, the positive supports for risk assets have 

not disappeared. Earnings growth remains strong, 

valuations have corrected throughout the year, financial 

conditions remain broadly stimulative and economic 

growth is solid. But, risk appetite is not stable and this is 

driving volatility across financial markets and significant 

fluctuations in relative asset class performance.  

Macquarie do not believe that US-China trade ructions 

will de-rail the global economic recovery. Similarly, with 

the world becoming more desensitised to political 

shocks, they do not see the uncertainty created by 

recent Italian leadership changes (or a potential election) 

as substantial enough to also alter the path for the 

global economy.  

But, investors don’t buy the economy and while we 

remain comfortable that the economic outlook is robust 

enough to weather these risks, it is the performance of 

financial assets that matter for investors and markets are 

very good at overreacting to risk events (shooting first 

and asking questions later). This type of investor 

behaviour is symptomatic of aging bull markets where 

sentiment is flaky and the capacity to absorb 

disappointment is lower than in the early stages of 

recovery when policy tailwinds are stronger. 

Energy and banks bucking the historical 
performance trend during rising rates 
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At this stage, we think the preservation of capital has 

taken a step up in importance over the return on capital. 

We do not know with certainty what President Trump’s 

response will be in a tit for tat trade war (unconventional 

minds do not have conventional bounds). Similarly, we 

don’t know with certainty whether the Fed is in front or 

behind the curve in its rate hike cycle, whether recent 

emerging market weakness (currency and equites) will 

remain contained to only the most externally vulnerable 

economies or whether oil breaks through the US$80bbl 

level and begins to undermine consumer spending.  

Our base case is that the world can likely absorb these 

threats, but the extent of uncertainty that this creates 



 

 

means risk aversion is not stable and markets are likely 

to continue reacting violently to uncertainty and 

disappointment. This drives a need for some level of 

insurance and to also reduce large bets that are 

binomial in nature (making money if our view in right but 

losing money if we are wrong).  

We still favour risk assets over defensive assets, but we 

are cutting our exposure to equities as we believe the 

near term risk-reward has deteriorated. We are reducing 

our overweight on European equities back to neutral and 

dropping our Emerging market exposure to 

underweight. US equities remain our key developed 

market exposure while we also cut our overweight on 

Australia back to neutral on the expectation that the 

ASX200 is unlikely to break its year to date trading range 

of ~5800-6100.  

Within equities, we think the definition of what is 

defensive changes when the cycle is maturing and 

interest rates are rising. High dividend yield is not a 

hedge against rising rates but dividend growth and high 

quality franchises are. This has been clearly seen in the 

performance of the Australian bond proxies / high yield 

stocks, which have been substantial underperformers 

into rising interest rates year to date.  

A-REITs are now trading at a discount to net tangible 

asset (NTA) and offer exposure to both growth and yield. 

We think property is unlikely to provide sustained 

outperformance so early in the rate hike cycle and as the 

drivers of recent earnings performance continue to fade. 

However, they are our preferred play across the 

traditional yield sectors where both Banks and Telco’s 

face ongoing structural profit pressures.  

We are recommending maximum exposure to alternative 

assets which have a low correlation with equites and 

provide portfolio diversification and volatility-reducing 

properties. While the path for global interest rates is not 

as clear cut as earlier in the year, we continue to think 

that the trend will be towards higher rates. Similarly, we 

find it hard to see credit spreads tightening further form 

these levels, but do not expect to see a strong reversal. 

On this basis we retain our underweight on fixed 

income.  

 

Jason and the Investment Team 

 

 

 

Asset class preferences 

Allocation

Australian Equities Downgrade Market likely to remain rangebound until support from rate sensitive areas improves

International Equities Equity market fundemantals still positive (earnings, valuation, growth, financial conditions)

US High quality growth supported by strong earnings growth. 

Europe Downgrade Value proposition but cyclical momentum has deteriorated and poltical risks rising

Japan Solid run of fundamental data supported by monetary policy but market has run ahead

EM Downgrade Vulnerable to further strength in US$ and premature rate hiking cycle to defend capital outflows

Property Upgrade Passive REITs are cheaper but we prefer growth REITs

Fixed Interest Underweight duration, continue to expect rising global rates

Alternatives Hedge against equities and high volatility

Cash Upgrade Reflects rising uncertainty across risk assets and the potential for positve Bond-Equity correlction

Strong 

Overweight
ReasonMonth 

Change

Strong 

Underweight
Underweight Neutral Overweight

 

Source: MWM Research, June 2018 
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Global economics – Absorbing the hits for now 

 Global growth momentum has peaked but trend 

growth still likely in 2018 and 2019; 

 Politics and the direction of interest rates will remain 

the key drivers of risk aversion throughout the year; 

and 

 US continues to lead the economic recovery. China 

is slowing but not collapsing. A weaker Europe is the 

new development. 

2017 was the most synchronized year of global growth 

since 2010. However, the start of 2018 has seen a more 

divergent picture begin to emerge with global growth 

momentum appearing to have peaked early in the year 

as evidenced by the sharp contraction in economic 

surprises and more recently the decline in manufacturing 

leading indicators (PMIs). 

The air pocket has been relatively widespread with 

Europe slowing considerably on its run rate into year 

end, the UK disappointing through 1Q and with 

Japanese gross domestic product (GDP) slipping into 

negative territory for the first time in over 2 years. The 

US, which has recently taken over the baton for driving 

global growth, was weaker than expected through the 

start of the year, although at 2.5% it has remained 

relatively elevated. 

Global Industrial Production back to trend 
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Source: Macrobond, Macquarie Macro Strategy, June 2018 

While the deterioration in growth through 1Q was 

stronger than we expected, we do not yet see signs that 

it was anything more than a correction from 

unsustainably strong levels coming into the 2018. We 

believe global IP has only slipped back to trend and is 

likely to remain around this level through 2018 and 2019 

with our economics team forecasting global GDP to 

average 3.3% and 3.2% through year end 2018 and 

2019 respectively. However, the positive narrative 

surrounding the global growth backdrop has been 

wounded in recent months as a result of five key factors: 

1. Broadly weaker growth momentum and declines in 

leading economic indicators (PMIs); 

2. Concerns around a US-China led trade war; 

3. A break above 3% in US 10 year bond yields; 

4. A sell-off in a number of externally vulnerable 

emerging market currencies / equity markets; and  

5. A spike in crude oil prices post the withdrawal by 

the US from the 2015 Iran nuclear deal. 

Cyclical turning points are always difficult to navigate 

and the desynchronized nature of major global 

economies is adding significant cross winds to the 

outlook given the variation in inflation and monetary 

policy cycles.  

We continue to think that higher interest rates and not 

weaker economic growth, rising trade ructions, or higher 

oil prices are the major threat for asset markets. 

However, we acknowledge that the outlook is becoming 

much more clouded as we progress further into the year 

with risks becoming more tilted to the downside than 

upside as was the case through 2017. 

Citi surprise index – Eurozone bottoming out? 
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Source: FactSet, MWM Research, June 2018 

Nevertheless, at this stage, oil has not yet reached a 

level that is driving broader inflation and/or weaker 

spending pressures and may in fact be working to 

reduce pressure on the Federal Reserve rate hike cycle 

given the tightening in monetary conditions that has 

occurred in combination with a rising US$.  

Similarly, after several months of uncertainty, peace 

appears to have broken out in the “trade wars”, with the 

US agreeing to suspend plans to impose tariffs on 

China. It has been suggested that China has agreed to 
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increase purchases from the US by US$200 billion per 

year. However the final statement from the US/China 

summit left out detailed targets, rather noting that Beijing 

promised to “significantly increase” its purchases of 

American farm exports and energy, with talks continuing 

over the Northern summer. While the de-escalation is 

welcome, Macquarie believe that it is too early to declare 

victory, with President Trump’s negotiating style is 

almost certain to invoke further volatility as we slowly 

move to a final agreement. We believe the global growth 

backdrop remains solid with the US increasingly taking 

the lead as China slows. Europe appears as the key 

downside risk driver with emerging markets also 

vulnerable to further US$ strength and capital flight. 

 US takes the lead: As we look through to year end, 

we expect the US will continue to lead growth, with 

the pace of economic expansion likely to increase in 

Q2 as the odd seasonal pattern of recent years 

reasserts itself. The rebound is likely to be 

supported by a resurgence in investment across the 

energy sector. As the price of oil has recovered, we 

expect US energy investment to provide a significant 

boost to activity as the tax cuts begin to provide 

broader support to both investment and 

consumption.  

 China slowing, but at a controlled pace: While the 

US remains the most important global growth 

locomotive, China has shown in recent years that its 

policy can have a large impact on the rest of the 

world. Recent data continues to suggest that the 

structural slowdown is occurring at a very slow and 

controlled pace. Importantly, while credit growth 

continues to slow, the People’s Bank of China 

(PBoC) recently eased policy, and government 

spending has rebounded, suggesting that the 

government remains focused on gradual reform 

rather than a more abrupt change. 

 Eurozone a source of rising risk: As has often been 

the case in recent years, Europe has been the 

source of many of the concerns, however while the 

outlook on the continent definitely bears watching, 

Macquarie think the slowdown has mostly run its 

course. The moderation looks to be a function of the 

unsustainable pace of growth in 2H last year (note 

that the surveys were much stronger than GDP), a 

significant inventory cycle, as well as the impact of 

extreme weather. We note that while GDP growth 

slowed to 1.6% in 1Q, the surveys are showing early 

signs of stabilisation as we enter 2Q (the final 

manufacturing PMIs for April were stronger than the 

preliminary readings, suggesting that the period of 

downward revisions may be over). 

 Emerging economies flashing red flags 
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Australian economics – Incrementally getting better 

 The Australian economy continues its solid but 

unspectacular run; 

 Inflation data is putting little pressure on the Reserve 

Bank of Australia (RBA) to raise rates anytime soon. 

The market is increasingly moving towards a 2H19 

lift-off; and 

 East Coast house prices are weakening faster than 

expected but offsets from government investment 

and a bottoming in mining investment are strong. 

The outlook for the Australian economy remains solid 

albeit unspectacular. Growth over 2017 was ~2.75%, a 

significant improvement from average rates of the past 

few years, driven by stronger growth in business 

investment and resilient growth in household 

consumption and public spending. Our Economics team 

is forecasting growth to pick up gradually to 2.9% in 

2018 and just over 3% in 2019, supported by low 

interest rates and continued strength in the global 

economy. 

The drivers of GDP growth are changing 
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Source: Macquarie Research, MWM Research, June 2018 

Australia’s economic cycle is less mature than the cycles 

of many other advanced economies. During May, the 

unemployment rate edged a little higher to 5.6% (from 

5.5%), a very different position than elsewhere in the 

advanced economies.  

While the Australian jobs market appears to have hit an 

“air pocket” in recent months, forward looking indicators 

point to further declines in the jobless rate through the 

rest of the year. Macquarie think the risks are skewed 

towards a faster fall in unemployment than consensus, 

or the RBA, currently expects. 

Government investment rising strongly 
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Source: ABS, Macquarie Research, MWM Research, June 2018 

The key risks to the growth outlook are: 

 Currency: our economics team have lowered their 

forecast for the A$ to from US$0.78 this year to 

US$0.75. We see little change in the A$ through 

year end 2018. Beyond 2018, we expect the 

currency to appreciate as the RBA comes out of 

hibernation and starts to hike the cash rate and as 

the Australian economy relatively outperforms other 

advanced economies which are slowing into 2019. 

 Household spending: improving labour market 

conditions, and evidence that wages growth is 

starting to gradually eke higher support a reasonably 

solid outlook for consumer spending growth. Slower 

housing price growth, however, is a headwind to 

spending, with history pointing to the greatest 

susceptibility being among retail categories. 

Subdued housing prices and softer apartment sales 

imply an increased risk of weakness in dwelling 

investment from 2019. 

 Investment: total private and public non-residential 

investment could surprise us on the upside. The 

Federal and State governments appear to be 

doubling down on infrastructure spending and 

incoming capital goods imports data remain strong. 
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RBA rate hikes continue to be delayed  
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Source: Macquarie Research, MWM Research, June 2018 

The RBA is likely to stick to the sidelines for some time 

yet as spare capacity remains in the economy. Our 

economics team believe that the RBA will begin to 

gradually wind back policy stimulus in early 2019, but 

the risks are building that they could be on hold for 

longer, possibly much longer.  

Falling housing prices (albeit slowly), the spectre of 

modestly higher mortgage rates due to higher short-

term funding costs and at least some tightening of credit 

availability to households are not a cocktail for pushing 

rates higher anytime soon. Additionally, while there is a 

risk of faster than expected falls in the unemployment 

rate later this year, the global experience suggests that 

“full employment” is below prevailing estimates of 5% for 

Australia. Markets are pricing just one 25 basis points 

(bps) rate hike for 2019 (by August). 
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Australian equities – Not likely to break the 2018 trading range soon 

 Equities have range traded year to date. There is little 

to break the market out of this sideways band. We 

reduce Australian equities back to neutral; 

 Banks continue to de-rate with rate sensitive areas 

also under relative performance pressure; and 

 Our preference remains to growth companies with 

sustainable earnings momentum. 

Australian equities have been range-bound through 

2018 with the S&P/ASX 200 trading between 5,800 and 

6,100. We don’t see the index breaking out of this range 

in the near-term. If this were to occur on the downside it 

would require a sell-off in the commodity sectors 

(Energy and Materials) as well as in some of the market 

darlings (e.g. CSL, Aristocrat Leisure, Cochlear, Qantas, 

BlueScope) that have performed strongly year to date. 

On the other hand, a break higher would likely require a 

re-rating in the market laggards (Banks, REITs, Telcos) 

which also appears unlikely given the combination of 

recent earnings concerns and rising interest rates fears. 

Relative value lies in areas under structural pressure 
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This places the market in a bit of a bind. It is capped on 

the upside by a lack of support from traditional value 

sectors but protected on the downside by continued 

strong earnings and price momentum from offshore 

earners, high growth and commodity-related stocks.  

Ultimately this is not a sustainable backdrop. Earnings 

momentum for the commodity related areas is already 

fading as evidenced by recent revision momentum. 

Similarly, a number of growth stocks have been caught 

up in profit taking off the back of weaker / less 

transparent guidance in the past month (A2 Milk, 

Treasury Wines, Amaysim) which is narrowing the 

breadth of performance and widening the valuation 

dispersion even further. 

Earnings revisions are once again negative 
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Source: Macquarie Research, MWM Research, June 2018 

The key question for the equity market is whether Banks 

and Telcos are now adequately discounted for earnings 

and dividend risk. The Royal Commission has been 

worse than our Bank’s team had expected and while the 

shock factor has already been felt, it is likely that the 

consequences will weigh on sentiment for some time to 

come. 

Short interest in banks has increased with offshore 

investors viewing Australian banks as expensive versus 

global peers and subject to continued structural profit 

pressures. On the other hand, domestic investors take a 

relative view versus an expensive Industrial market and 

this puts the Banks back at 2008 and 2016 relative 

lows. We don’t think banks are particularly cheap and 

the same can be said for Telstra which is under 

structural earnings pressure. We think investors should 

view the market heavy-weight yield stocks as yield plays 

but with little to no near term capital upside.  

We think REITs are likely to be the best defensive 

yielding sector within the market simply based on being 

the best house in a bad neighbourhood. Investors 

should be focused on dividend growth and not just 

dividend yield where the latter is likely to come under 

pressure if rates surprise on the upside. Our preference 

remains for growth over value (see Investment Matters – 

Aging Bull) where we argued investors should seek 

stocks/sectors with earnings upside, despite higher 

valuations. The nuance with high multiple stocks is to 

avoid those where leverage is high and hence vulnerable 

to a rising cost of capital. We cut to neutral, recognising 

that the next few months are unlikely to provide much 

upside for returns. 
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International equities – Struggling to move higher into rising bond yields 

 Global equities have struggled to move higher into 

rising bond yields through 2018; 

 Equity fundamentals are positive but risk aversion is 

unstable, driving risk-on / risk-off bouts; and 

 Emerging markets are increasingly vulnerable to 

capital flight, European equities are being forced to 

absorb rising political risk and weaker growth data. 

We downgrade both.  

Developed equities have gone sideways year to date 

with Emerging equities also starting the year on a poor 

note. These are testing times for equity investors. Not 

only have returns been weak, but they have come 

against a backdrop of rising financial market volatility 

which has repeatedly threatened to burst the resolve of 

equity market investors. 

We don’t see a speedy transition towards a more 

market friendly environment, which we would classify as 

a combination of stronger returns and lower volatility. 

While fundamentals are not deteriorating at a rate that 

requires moving to an outright defensive position in risk 

assets, we now no longer think the risk-reward outlook 

supports being so overweight equities.  

Consequently we are reducing our overweight in 

European equities back to neutral and cutting our 

Emerging equities position to underweight. This tilt is 

designed to reflect a more unpredictable path for equity 

markets through year end, one which is susceptible to 

disappointment from an increasing list of potential risks 

including rising bond yields, (geo)politics, disappointing 

economic data and rising oil prices. 

US versus Europe return spread widening 
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What is constraining global equity markets? We believe 

rising bond yields are at the heart of developed equity 

market malaise and that they are also responsible for 

causing weakness in the more externally exposed 

emerging markets. US 10 year bond yields have risen 48 

bps this year and for the most part, when rates have 

been moving higher, equities have been moving lower (a 

positive correlation has re-emerged between bond 

prices and equities). This is creating an asymmetric 

outlook for equities where markets are managing to hold 

flat into a gradual move higher in interest rates, but 

selling off when rates look to be rising faster than 

expected.  

We believe this relationship can break in two ways. 

Either equity markets becomes comfortable that higher 

rates and tighter liquidity are not going to choke off the 

economic recovery, or rates begin to decline and 

equities are given another reprieve. Our central case is 

for US rates to continue to rise through the remainder of 

2018 and into 2019. In fact, Macquarie believe there is a 

growing risk that the Federal Reserve is now falling 

behind the curve in its rate tightening cycle. 

Consequently, we think the Fed will have to raise rates a 

further 3 times in 2018 and between 3 and 4 times in 

2019. Until the market gets comfortable that this will not 

de-rail the growth backdrop, we think equities will 

struggle to move meaningfully higher as the Fed 

continues its tightening phase.  

Minimising exposure to high risk areas: Year to date 

there has been substantial performance dispersion 

across global equity markets. We think the drivers of this 

performance dispersion are unlikely to reverse as we 

move further into the year. On this basis, we 

recommend investors remain vigilant in attempting to 

minimize exposure to areas of downside risk which have 

the potential to more than offset positive gains in other 

areas. 

Emerging market returns have already come under 
downward pressure 
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We think this applies towards emerging markets, which 

have already shown signs of weakness, and to 

allocations towards stocks and sectors which may come 

under pressure from central bank rate hikes, rising long 

bond yields, weaker currency and widening credit 

spreads.  

We acknowledge that Emerging Markets (EM) are not 

homogeneous and that it is dangerous to generalize 

given regional and country differences. However, 

weakness in a large number of emerging market 

currencies (Argentina, Indonesia, India, Turkey, Brazil) 

has raised concerns over external vulnerabilities to 

further US$ strength and rising interest rates. We prefer 

to be tactically underweight emerging equities given our 

expectation that US rates will continue to move higher 

and in the near term potentially drag the US$ higher. 

There is also a risk that commodity prices begin to 

weaken on a stronger US$ which would add another 

downside risk to EM performance (as the split between 

commodity producers and commodity consumer 

narrows).  

We are also reducing our overweight on Europe back to 

neutral. While we continue to like the valuation appeal of 

Europe alongside the benefits the region receives from a 

steep yield curve and continued European Central Bank 

(ECB) monetary policy support, we are worried that the 

political backdrop (Spain and Italy) will weigh on overall 

sentiment. The risk in downgrading our allocation 

towards Europe is that the ECB once again steps up 

and provides a backstop for markets by prolonging its 

quantitative easing (QE) program. However, we don’t 

think the expectation of ECB support is enough to offset 

downside risks if the political backdrop deteriorates 

further form this point.  

 

 

 

 

 

 

 

On the other hand, we remain biased towards markets 

which have some valuation appeal, are underpinned by 

strong domestic fundamentals and/or have a strong 

quality and growth weighting. The US therefore 

becomes our preferred equity market exposure despite 

being the most directly exposed to Fed rate hike risk.  

Our logic is that if the Fed needs to accelerate its rate 

tightening cycle then emerging equities are more at risk 

than developed equities. Similarly, the US will benefit 

from being the defensive safe haven equity market and 

growth proxy. On the other hand, if markets do not face 

the prospect of rate risk, then the US market remains 

supported by strong domestic fundamentals and 

relatively attractive valuations given their contraction year 

to date.  
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Real assets – Now offering growth and yield options 

 Upgrade property to neutral;  

 Outperformance will remain constrained by rising 

interest rates but valuation de-rating is largely 

complete; and 

 Sector offers both growth and yield options. 

We upgrade our tactical position on A-REITs to neutral. 

On a rolling 12 month total return basis, the sector has 

underperformed the ASX200 by 359 bps, not an 

inconsiderable amount for a defensive yield-sensitive 

sector that also offers growth opportunities. While we 

see no strong reason why A-REITs will break their 

correlation with bond yields (if bond yields are moving 

higher, sustained outperformance is unlikely), we do 

think the big de-rating in bond yield proxies is largely 

complete with the sector now trading at a ~4% discount 

to net tangible asset (NTA). 

REITs are now back close to crisis point valuations 
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Source: Macquarie Research, MWM Research, June 2018 

Like other “value oriented” and “dividend yield” driven 

sectors (i.e. banks, telcos and utilities), the movement in 

broad macro variables tends to have an overwhelming 

influence on both absolute and relative performance in 

the absence of strong stock specific drivers such as 

earnings or dividend upgrades.  

Until we see more conclusive evidence on where the 

cost of credit is heading, we are not compelled to run an 

overweight on the sector particularly as both the speed 

and magnitude of rate increases act as a headwind for 

performance. However, rates are likely to have more of 

an impact on relative performance than drive further 

multiple de-rating. 

We have a preference for growth exposure over pure 

bond proxy exposure. This differentiation is based on 

the view that recent sources of growth will continue to 

abate, such as a lower cost of debt, strong retail 

earnings and residential pre sales, while direct asset 

competition remaining high in certain markets. This 

drives an overweight in Lend Lease (LLC), Goodman 

Group (GMG), Charter Hall Group and Mirvac (MGR). 

Macquarie’s Property team recommend supplementing 

this with areas of clear value, particularly within retail 

(GPT Group, Scentre Group and Aventus Retail Property 

Fund), where there has been an improvement in sales. 

We are also seeing an increased focus by a number of 

players in new products and markets. Charter Hall 

Group is looking to launch a debt fund, Dexus (DXS) has 

a focus in healthcare and Mirvac/Lend Lease are trying 

to launch multi-family developments (likely needs 

government tax concessions). At our recent Australian 

Conference there were a number of consistent themes 

in REIT presentations. This included: 

 Densification - This theme was not specific to a 

particular sub-sector, but was consistent across 

office, retail, residential and industrial REITs. 

Strategies in place to capitalise on this theme 

include mixed use in shopping malls and office (e.g. 

Vicinity Centre pending strategy update and DXS 

mixed-use assets), MGR inner modern urban focus, 

Stockland town home strategy and the changing 

nature of industrial assets; 

 Sustainability (the power of the sun) - sustainability 

was a common theme across the REITs, with an 

increased focus on solar;  

 Technology investment (productivity over cost-out). 

There is a greater emphasis on productivity 

enhancements and technology investments 

(following a decade of cost-out). By far, the most 

common reason for retailers investing in new 

technologies is to increase productivity levels (as 

opposed to scaling up the business), and in some 

instances we think this will end up supplementing 

the lack of opportunities for scale and footprint. 

Other reasons expressed for investing in technology 

include (i) improving existing products; (ii) reducing 

exposure to labour costs; (iii) up-skilling and training; 

and (iv) complying with increasing government 

regulations and complexities;  

 Continued regionalisation - It has been clear for 

some time that Australia is a two-speed economy. 

Performance variation across regions continues, 

with strength in NSW /VIC overshadowing 

weakness in WA/SA and in some instances QLD. A 

few presentations noted early signs of a recovery in 

WA but this was scattered and not strong. 
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Alternatives – continues to attract capital  

 Maintain maximum overweight to alternatives amid 

high valuations for listed equities and rising volatility;  

 Hedge funds continue to attract capital, with event 

driven and fixed income-based relative value 

receiving the bulk of net inflows in 1Q 2018; and 

 Equity related strategies continue to experience 

outflows as investors diversify from equity. 

We maintain our maximum overweight to alternative 

assets. The backdrop of high valuations for traditional 

assets and rising financial and economic volatility make 

alternatives an attractive diversifier of returns. 

Large inflows into M&A and relative value in 1Q 
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Despite the volatility bout in February, hedge funds 

attracted net inflows of US$1.1 billion during the quarter, 

continuing the strong inflows of approximately US$10 

billion in 2017 according to Hedge Fund Research 

(HFRI). This increased the total global hedge fund capital 

by US$4.5 billion to a new record of US$3.2 trillion. 

HFRI expects “the reallocation from equity beta to M&A 

and credit market exposure and relocation from 

fundamental macro towards trend following CTAs will 

continue to drive industry growth and performance”. 

Event driven strategies and fixed income-based relative 

value arbitrage received the largest inflows during the 

quarter, while equity hedge strategies experienced large 

outflows. Macro strategies received a small net inflow 

despite being the only hedge fund strategy in the red 

during the quarter. 

Equity hedge delivered the strongest returns last year 

and 2018 year-to-date. However, it is not surprising 

equity hedge strategies continue to see outflows during 

the 1Q 2018 and 2017 as investors continue to diversify 

away from equity market beta.  

Within event driven, deal spreads widened in March and 

April on the back of regulatory risk. There were concerns 

of the possibility of the retaliation from the Ministry of 

Commerce of China (MOFCOM), which is responsible 

for approving all cross-border deals as well as the 

treatment of vertical mergers by the US Department of 

Justice (DoJ). We saw significant widening in deal 

spreads of the larger deals like Qualcomm/NXP, 

AT&T/Time Warner and CVS Health/Aetna in March and 

April. However, there is a high likelihood that MOFCOM 

and DoJ might approve Qualcomm and AT&T deals 

respectively. This is evident in the tightening of deal 

spreads in May, which drove the recovery of the merger 

arbitrage strategies. Together with the continuation of 

strong M&A volumes (in particular in healthcare, real 

estate and consumer), CEO optimism and strong 

corporate cash, this could provide support for merger 

arbitrage over the next few quarter, according to Lyxor, 

a hedge fund research firm.  

Relative value strategies remains attractive as both 

credit and duration risks becomes more important amid 

rising interest rates and multi-year low credit spreads. 

Relative value managers were well positioned in this 

environment due to their ability to hold shorter duration 

and generate alpha from rising sector dispersion (high 

yield, investment grade credit).  

Macro strategies continue to receive inflows. The 

outlook continues to improve for discretionary macro 

strategies. The rising geopolitical risk, confluence of 

political elections and the divergence of monetary policy 

decisions in the US, Europe and Asia are expected to 

provide trading opportunities. The significant economic 

dispersion within emerging markets will present 

opportunities in currencies, interest rates and 

commodities.  

CTAs received significant inflows during 1Q. Improving 

trend following conditions across certain asset classes, 

in particular commodities, helped CTAs to deliver strong 

returns in May (approximately +2.96% to 21 May), 

offsetting the 1Q negative returns. The oil price rallied 

thanks to OPEC’s decision to cut production, 

geopolitics and production disruptions. Increasing 

volatility will benefit CTAs, although trend reversals can 

be a headwind. 
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Fixed interest – the reset to higher rates is not yet complete 

 US bond yields to continue to creep higher, dragging 

other global long rates with them; 

 Credit spreads to gradually widen, but supported by 

low corporate default risk and a solid growth 

backdrop; and 

 The RBA to remain on hold through to early 2019 but 

the Australia-US long bond spread differential is 

already close to its lows. 

We remain underweight fixed income. We believe the 

rise in global government bond yields is only partially 

complete. We are now long past the inflection point in 

the way investors view inflation risk, and it is clear that, in 

the US at least, we have transitioned from a deflationary 

and disinflationary era to one of potential inflation 

surprises. This has been the key reason why US bond 

yields have steadily marched higher, as equities have 

struggled with elevated volatility. 

US inflation breakeven rates have further to rise 
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US 10 year yields recently broke above 3.10% before 

retracing to 2.89%. Macquarie believe that long bond 

yields will consolidate around the 3.00-3.10% level 

before lifting off towards the end of the year with an 

expectation that they hit 3.75%. While we are bearish 

fixed income, we are not expecting to see a bond 

market rout (where bond yields spike dramatically 

higher), but equally, the headwind even from a gradual 

increase in bond yields will remain in place for financial 

markets. 

Despite the tick higher in US bond yields, funding costs 

have remained stable following a sharp rise earlier in the 

year. In addition, there has been limited evidence of 

contagion across corporate credit markets. LIBOR-OIS 

spreads have also been broadly steady in recent 

months. It is true that they have risen to their highest 

level post GFC, but the panic that accompanied the 

initial spike has not spread into other funding markets 

with high yield spreads still not far from record tight 

levels. 

Moves to price-in a further three Fed rate hikes this year, 

and up to four next year, should mean higher yields 

across the curve. Macquarie’s base case though is for 

the curve to bear steepen in the short term (long rates 

moving up faster than short rates), on a combination of 

improved long-term growth forecasts and a lengthening 

of duration in upcoming US Treasury bonds supply. The 

market is still gradually repricing the US long term 

potential growth rate, especially in the face of Trump’s 

tax reform, after marking it down sharply since the global 

financial crisis. 

Credit spreads have bottomed for this cycle 
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The RBA is likely to remain on the sidelines for some 

time yet as spare capacity remains in the economy. Our 

core view is that the RBA begins to gradually wind back 

policy stimulus in early 2019 but the risks are building 

that the Bank could be on hold for longer. We maintain 

our underweight call on fixed interest with a preference 

to short duration credit. 

Falling housing prices (albeit slowly), the spectre of 

modestly higher mortgage rates due to higher short-

term funding costs and at least some tightening of credit 

availability to households are not a cocktail for sending 

rates higher anytime soon. Additionally, while we see a 

risk of faster-than-expected falls in the unemployment 

rate later this year, the global experience suggests that 

“full employment” is below, possibly well below, 

prevailing estimates of 5% for Australia. Markets are 

pricing just one 25bps rate hike for 2019 (by August). 
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Currencies – USD the key to global currency moves 

 Rising US Treasury yields pulling the USD higher; 

 AUD has been supported by strong commodity 

prices despite downward pressure from relative 

growth and interest rate differentials with the US; and 

 A more dovish RBA could drive another leg lower in 

the AUD.  

The US dollar has responded more meaningfully to the 

recent rise in US Treasury (UST) yields and better US 

data when compared to other major economies. 

Macquarie’s global macro team believe this recent 

strength could continue particularly if US 10 year yields 

were to break above the 3.05% mark and remain there.  

We see two ways to position for an extension of this 

yield-driven US dollar revival. First, we would expect the 

USDJPY to be the clearest beneficiary, as higher UST 

yields and higher USD borrowing costs incentivise 

Japanese real money investors to reduce currency 

hedges on their USD fixed income exposure. Second, 

they believe it will drive further weakness in the 

AUDUSD.  

A stronger USD suggests weaker commodity prices too, 

leaving AUD uniquely vulnerable amongst its developed 

market peers. Early RBA hawkishness would put a stop 

to the move lower, but that prospect seems very remote 

for now.  

USD rebound could drive a further leg lower 
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There’s a window of opportunity for EURUSD to go 

lower over the next few months too, responding to 

broad-based USD strength. Although we see a strong 

likelihood that the ECB will end its QE purchases by 

year-end, we also expect radio silence about the ECB’s 

intentions until the 26th July policy decision. And the 

speculative market remains heavily long EUR, presenting 

scope for unwind.  

A steeper UST yield curve would also likely intensify 

pressure on higher yielding currencies such as the Indian 

rupee (INR), Indonesian Rupiah (IDR), Turkish lira (TRY), 

South African rand (ZAR) and Brazilian real (BRL). For 

the same reasons, these are amongst some of the 

weakest currencies over the past few months. But yield 

curve dynamics are not the only challenge facing EM 

Asian economies. Macquarie believe the threat of trade 

wars between the US and China may also hurt 

sentiment for major exporting economies.  

Macquarie’s base case is for an all-out trade war to be 

avoided. We think the final outcome will likely entail 

negotiations that will culminate in an agreement for 

China to open its markets further to foreign goods, 

including reducing import tariffs, while the US erects 

some trade barriers to “balance the playing field”. 

RBA rate hikes pushed even further into 2019 
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The Australian dollar recently fell below US$0.75, down 

substantially on its late January peak of US$0.81. The 

retracement has been the result of both weaker than 

expected domestic fundamentals and stronger US 

fundamentals (in particular inflation and rate concerns). 

Macquarie previously expected the A$ to average 

around US$0.78 this year before depreciating a little to 

US$0.75 next year. They have now marked-to-market 

the near-term forecasts and expect the A$ to average in 

the mid US$0.70s this year.  

This implies a somewhat stronger net exports 

contribution to growth this year and slightly higher 

inflation. While we continue to see the A$ anchored 

around US$0.75 a couple of years from now, we see 

potential for some appreciation in 2019 as the RBA 

comes out of hibernation and starts to hike the cash rate 

and as the Australian economy outperforms other 

advanced economies. 
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Monthly performance - May 2018 

Australian equities 

Despite a sell-off in the latter half of May, the Australian 

market delivered another positive month, albeit it weaker 

than April. The S&P/ASX 200 Accumulation Index closed 

last month 1.1% higher, whereas the S&P/ASX Small 

Ordinaries finished the month with a 3.7% increase. The 

best performing S&P/ASX 200 sectors were HealthCare 

(+5.6%) and Consumer Discretionary (+5.1%) while 

Telecoms (-10.2%) and Consumer Staples (-0.4%) were 

the worst performers.  

Amongst larger companies the best returns were from 

CSL Limited (CSL, +9.1%) with the health sector 

behemoth upgrading its FY18 profit guidance in mid-

May, and Macquarie Group Ltd (MQG, +8.1%). Telstra 

continued underperforming the other large cap peers, 

losing 11.9% over the month. Brambles Limited (BXB, -

8.5%), drifted lower after its release of FY18 third quarter 

operations update. 

The S&P/ASX Small Ordinaries Accumulation Index 

(+3.7%) outperformed S&P/ASX 200 Accumulation 

Index, driven higher by Seven West Media (SWM, 

+47.8%) and logistics software developer Wisetech 

Global (WTC, +46.4%). The worst performers were 

Ainsworth Game Tech (AGI, -39.3%) and amaysim 

Australia (AYS, -32.6%). 

International equities 

The US markets concluded the month in positive 

territory despite a period of political uncertainty 

emanating from Europe, and a rally in US 10-year bond 

yields. The Nasdaq led the performance with a 5.3% 

increase, as technology companies regained investor 

favour. The S&P 500 Index gained 2.2%, while the Dow 

Jones lagged, adding 1.1%.  

Italy’s political crisis spooked both its domestic equity 

market and the Euro Zone neighbours. During the 

month, Italy (MIB 30,-9.2%), Spain (IBEX 35, -5.2%), 

and France (CAC 40, -2.2%) erased gains from April and 

closed the month well into the red. Germany (DAX, 

-0.1%) was steady, while the UK’s FTSE gained 2.2%. 

Asian stock markets retreated on the back of the 

strengthening US dollar. China’s Shanghai Composite 

ended the month marginally higher (+0.4%). Elsewhere 

in Asia, Hong Kong’s Hang Seng and Japan’s Nikkei, fell 

1.1% and 1.2% respectively.  

Property 

Australian REITs (+3.1%) extended the strong rally which 

began in mid-February. The REITs sector has 

successfully reclaimed year-to-date losses, with 2018 

returns +0.8% so far. Investa Office Fund (IOF, +15.0%) 

led the rise in the real estate sector on the back of 

Blackstone’s bid.   

Fixed interest and cash 

US 10 year bond yield ended the month at 2.9%, falling 

from a fresh high 3.11%, a level not reached since July 

2011. The Australian 10-year government bond was 

relatively stable, with the yield down slightly to 2.67%. 

The Bloomberg AusBond Composite 0+Yr Index inched 

higher by 0.7%, with both Government bonds (+0.8%) 

and Corporate bonds (+0.5%) contributing marginally. 

The long-term bonds (+10-year, +1.3%) outperformed 

the short-term bonds (0-3 years, +0.3%).  

Currency 

The persistent US dollar strength paused towards the 

end of May. While the A$/US$ oscillated around 0.75 for 

much of the month, the A$ appreciated against other 

majors, including the UK Pound (+4.1%, 0.5694), Euro 

(+3.8%, 0.6472), and New Zealand Dollar (+1.0%, 

1.0811). The A$ was flat against Japanese Yen (+0.0%, 

82.35). 

Market Performance – May 2018 
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Market performance – May 2018 

Market Indices 1 month 

% 

3 month 

% 

YTD 

% 

1 year 

% 

3 year 

%pa 

5 year 

%pa 

31-May-18             

              

Australian Shares             

S&P/ASX 200 Accumulation 1.09 1.08 0.99 9.63 5.94 8.76 

S&P/ASX 200 0.49 -0.07 -0.88 5.02 1.34 4.06 

All Industrials Accumulation 0.72 -0.47 -0.60 4.99 4.91 9.51 

All Resources Accumulation 2.61 7.74 7.87 33.35 10.23 5.42 

All Industrials -0.04 -1.54 -2.47 0.39 0.15 4.56 

All Resources  2.61 6.19 5.94 28.76 6.55 1.83 

S&P/ASX 100 Accumulation 0.89 0.74 0.74 8.35 5.49 8.63 

S&P/ASX Small Ordinaries All Accumulation 3.70 4.11 3.58 25.40 11.55 9.69 

International Shares       

MSCI World Index Hedged in A$ 1.00 0.22 -0.01 9.13 6.51 9.96 

MSCI World Index (A$ Unhedged) 0.06 1.75 2.73 7.60 5.96 12.52 

MSCI Emerging Markets (A$ Unhedged) -4.00 -3.44 -0.11 9.56 4.12 7.10 

Regional Markets (local currency returns)       

Dow Jones 1.05 -2.45 -1.23 16.22 10.67 10.07 

S&P 500 2.16 -0.32 1.18 12.17 8.68 10.65 

Toronto Comp 2.91 4.01 -0.91 4.64 2.27 4.89 

Nikkei -1.18 0.61 -2.47 12.98 2.59 10.02 

STOXX® Europe 600 Net Return 0.13 2.55 0.28 0.98 1.36 7.86 

German Dax -0.06 1.36 -2.42 -0.08 3.36 8.59 

FTSE 100 2.24 6.17 -0.13 2.10 3.21 3.12 

Hang Seng -1.10 -1.22 1.84 18.74 3.57 6.35 

NZSE 50 2.34 2.02 1.70 12.48 9.40 9.29 

Property       

S&P/ASX 200 Property Trust Accumulation 3.07 7.75 0.79 5.29 7.38 11.34 

Cash and Bonds       

Bloomberg Composite Bond All Maturities 0.69 1.18 1.21 1.67 2.93 4.07 

Bloomberg Bank Bill Index 0.17 0.48 0.77 1.78 1.96 2.24 

Citigroup World Government Bond Index Hedged 0.20 1.20 0.43 1.69 3.37 4.78 

Citigroup World Government Bond Index Unhedged -1.45 1.69 2.69 0.41 3.21 5.94 

 

Source: IRESS, Bloomberg, MWM Research, June 2018 
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