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After an exceptionally strong 
start to the year, a sharp rise in 
US bond yields has served as a 
reality check for equities. A lot 
of good news remains priced 
into markets and this raises 
vulnerability to further 
disappointment. However, US 
equities which have led the 
sell-off, have given back only 
half of their January gains and 

are still up 23% since the start of 2017! We view the current 
correction as a healthy development for markets which were 
beginning to show early signs of exuberance. Over the 
medium term, we are undeterred. The outlook for equities 
remains positive, supported by improving economic growth 
fundamentals, a continuation of easy liquidity, a corporate 
earnings upgrade cycle and further asset allocation shifts out 
of bonds and into equities.

Investors should expect to experience much greater financial 
market volatility over the coming year as global central banks 
begin to unwind what has been an unprecedented level of 
monetary policy stimulus (the RBA included by late 2018). 
This is not necessarily bad. The global economy is finally 
coming off life support as policy conditions that were set 
at the depths of the financial crisis slowly reverse. Similarly, 
after a decade of erring on the side of caution, it is unlikely 
that policy makers will intentionally jeopardize an economic 
recovery that they have worked so very hard to set in motion.

What it does mean is that we have almost certainly passed 
the low point for interest rates in the post global financial 
crisis (GFC) cycle and this will have implications for capital 
allocation. However, we are encouraged by the continued 
improvement in global growth, by the absence of broad 
inflationary pressures and by fiscal policy which is becoming 
more supportive for economic growth and corporate 
earnings across the globe. This combination of factors allow 
a slow and relatively measured rise in global policy rates 
through the coming year. 

While we worry about the risk of a correction, we are less 
worried that it will be the result of a meaningful deterioration 
in economic and equity market fundamentals. Historically, 
sustained corrections tend to be driven by one of two things 
– either an economic growth shock (pricking an earnings 
bubble) or an interest rate shock (pricking a valuation 
bubble). At this stage, leading indicators are not pointing 
towards either, but the rapid ascent of equity markets does 
warrant some caution as we settle into the New Year.

Asset class preferences 
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Perhaps the more important question is what would we do if 
markets did began to correct? Ultimately this has to depend 
on the driver of the correction (i.e. whether it is technical / profit 
taking versus a fundamental shock), but if 2018 is an above 
trend growth year, a below trend inflation year and a year where 
financial conditions remain accommodative and not tight, than 
we expect equities to be higher and sovereign bonds lower by 
year end.

This suggests maintaining a pro-cyclical stance with a 
preference towards growth and real assets. Equities will endure 
more volatility through 2018 but should finish higher. Interest 
rates will rise but will peak at a lower high than prior cycles and 
this should ensure the thirst for high quality yield assets (both 
listed and unlisted) will remain well sought after. 

Investors should not fear higher rates, but recognise that this 
shifts the focus towards quality dividend growers or earnings 
growth stocks that have not simply profited from a lower cost 
of capital. Finally, the benefit of a fully diversified asset allocation 
and/or portfolio strategy becomes significantly more valuable in 
a world where cross correlations begin to decline. 

The bull market is aging but not dead.

Jason and the Investment Team
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Global – Growth becoming more self-sustaining

Data over the past few months point towards a global 
economic recovery that continues to gain traction (see chart 
below). While growth momentum is likely to peak sometime 
in 1H, global economic growth should nevertheless remain 
above trend throughout the year, with Macquarie economics 
team forecast of 3.4% growth in 2018. Encouragingly, 
domestic demand is now improving across all major 
economies with consumer spending and private sector 
business investment also beginning to emerge from its 
slumber. 

Global PMIs continue to track higher
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It is not yet clear whether the global economic recovery is self-
sustaining and/or capable of absorbing another substantial 
shock like the European crisis (2011/12) or oil price collapse 
(2015). However, leading indicators have reached their 
highest level post the GFC and the breath of improvement 
now encompasses both developed and emerging economies 
as well as both public and private sectors. 

China and other emerging markets (EM) are crucial in 
driving the absolute level of global growth – accounting 
for 64% of World gross domestic product (GDP) in 2018 
– but, it is encouraging that the US is now beginning to 
shoulder some of the weight in supporting global growth 
with recent tax cuts helping to boost US confidence, 
business investment and employment expectations. 
Our US economics team estimate that the tax cuts will 
provide a boost to consumer spending of ~0.6% of GDP 
through 2018/19 although in this assessment they are also 
expecting some leakage with the US to become a global 
stimulus via firmer imports. 

We expect the trend of slowing Chinese growth to continue, 
but EM growth will be better supported by both Brazil 
and Russia which have emerged from recession. Europe 
continues to exceed expectations with employment steadily 
improving and Japan has had its longest stretch of positive 
growth prints since 2001. It is clear that a rising tide is 
beginning to lift all boats and should help to sustain global 
growth through at least the next 12 months. 

China accounts for 35% of 2018 global growth
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We are not likely to see any of the major economies 
providing outsized growth surprises, but in combination with 
further spare capacity and limited inflation pass through, the 
potential for rates to remain skewed towards “easy” also 
remains high. In fact, we see less risk to growth than we do 
for how markets might react to a draining of global liquidity 
and/or potential negative surprises around inflation. 

Macquarie’s economics team believe that while global bond 
yields will gradually creep higher, the combination of still low 
inflation (reflation will remain gradual), negative European 
policy rates, near zero Japanese 10 year yields and 
numerous other structural drivers (demographics, savings 
glut, political uncertainty), that long bond yields will stay 
relatively range bound  for most of 2018.

Economic update

Economic update | Global
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Fed beginning to shrink balance sheet

-60

-40

-20

20

0

40

60

80

100

120

140

Jan-13 Jan-14 Jan-15 Jan-16 Jan-17 Jan-18 Jan-19 

Forecast

Monthly change in Federal Reserve balance sheet

Forecast

US$b

Source: FactSet, Macquarie Resarch, MWM Research, February 2018

Are we drinking too much happy juice? Dancing too close 
to the flame? It is possible, but we continue to evaluate the 
risks of a sharper growth slowdown and/or more aggressive 
tightening in rates as tail events that investors should insure 
portfolios against rather than position for. We think we 
have passed the point which requires a maximum “risk-on” 
allocation. But tactically, the signs of euphoria and excess 
are not yet broadly evident and consequently we think it is 
too early to be bearish. 

Lastly, if interest rates are the key risk for markets than 
we point out that historically rate hikes, in isolation, have 
rarely been the primary driver of G7 recessions. Over the 
past 50+ years, there has only been a 1 in 3 chance of 
recession in the 2 years following a 100bps policy rate hike. 
Moreover, this has generally been when rate hikes occur 
in combination with other areas of excess or speculative 
behavior such as weakness in the banking sector, 
credit binges or overvalued assets according to Capital 
Economics.

Australia – Starting to surf the  
global upswing
We are constructive on the Australian economic outlook. 
Stronger global growth is supporting a moderately better 
domestic outlook, as are supportive domestic monetary 
and fiscal policies. 

Our Australian economics team is expecting the drivers 
of domestic growth to change as we progress through 
the year. Housing construction will take a step back, but 
non-mining business investment is expected to strengthen 
further. Government spending (23% of GDP) and resource 
exports will remain strong (although the latter is not 
expected to provide much employment upside), while 
mining investment’s drag on growth will diminish further. The 
A$ is expected to provide modest support to exporting and 
import-competing firms but fluctuate around US$0.80. 

Consumer spending is likely to muddle along amid 
ongoing weak wages growth. This is a continuation of the 
trend seen in recent years. The weak outlook for wages 
growth (~2.5% with real growth ~0%), coupled with some 
expected slowing in employment growth in 2018, implies 
that households’ saving ratio must continue to decline to 
support even moderate rates of consumption growth.

Australian business confidence trending to  
10-year highs
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Economic update | Australia
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We don’t think this is a great outlook given consumption 
represents ~65% of GDP, but neither is it particularly bad. 
In fact, outside of a faster than expected slowdown in the 
Chinese economy, we think the risks for growth remain 
skewed to the upside as Australia is dragged along by a 
rapidly improving global growth backdrop. The bears will 
point towards an over leveraged consumer and elevated 
house prices as domestically driven downside risks. While 
these remain threats to the outlook, it is difficult to see 
either as the major source of downside over the coming 12 
months. We think 2018 is a window for economic growth to 
find a firmer footing with as major drags normalise.

Debt servicing highly sensitive to rising rates
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At this stage, there is little reason for the RBA to step up 
its tightening rhetoric and/or surprise with an early hike. 
We expect the Reserve Bank to begin its tightening cycle 
in 2018 but not until 3Q with the cash rate peaking at only 
2.75% over the following 2 years. High household debt will 
keep the economy susceptible to adverse shocks but the 
transmission mechanism is via weaker household incomes 
and this is becoming less likely in a world that remains on 
an upward growth trajectory. 

Political uncertainty is often thrown around as something 
to upset the apple cart. We prefer to characterise the 
backdrop as one of political malaise which weighs on 
sentiment and spending – ebbing and flowing – but which 
never quite reaches the point of deterioration which would 
result in a significant hit to consumer and businesses 
confidence, spending and/or hiring. 

Economic update

Economic update | Australia 
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Australian equities – Can equities grow into their high valuations?

We are upgrading Australian equities to overweight – 
consistent with our overweight tilt to risk assets (equities 
over bonds and real estate). Macquarie’s equity strategy 
team expects a total return of approximately 10% from 
current levels for calendar year 2018. If the domestic 
economy can deliver on current growth expectations 
(Macquarie Research estimates 3.0% for 2018 and 2.6% 
for 2019) then we see the potential for some minor upside 
in earnings growth estimates via banks, construction, 
resources and even some consumer areas which have been 
savaged over the past 12 months on a combination of fears 
– not least Amazon’s entry. 

The next 12-18 months will be a bumpy ride for domestic 
equity investors. However, the risks that appear to have 
captured the majority of mind share – rising interest 
rates, an overleveraged consumer, expensive valuations 
and a lack of earnings growth – are headwinds for 
outperformance rather than reasons to become overly 
negative in aggregate. 

For instance, if one fears rising interest rates then 
be underweight rate sensitive areas; if one fears an 
overleveraged consumer then be underweight retail and 
shopping malls; if one fears expensive valuations then be 
underweight high price/earnings (PE) stocks which have 
declining growth momentum and if one fears a lack of 
earning then be underweight low earnings growers.

PE multiples are high
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We believe conditions through 2018 and beyond will drive 
a much higher degree of stock and sector differentiation 
rather than broad deterioration. This time last year our 
concerns for the Australian equity market were elevated 
property prices and the potential for a weaker labour market 
both spilling over into consumption growth. 

A year on, we are more confident that prudential regulation 
and credit rationing (via mortgage repricing and tightening 
lending standards) have been quite successful in removing 
the “froth” from the housing market without creating a 
broader correction. We are not on the other side of the 
tunnel, but the fear of the unknown is a little lower and we 
think the lucky country is not about to run out of luck.

Earnings expectations have picked up
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This leads us to make the following assertions for the  
equity outlook:

1. Earnings upgrades will remain selective. Be prepared 
to remain overweight areas where there is upside 
risk to earnings. We think this applies to commodity 
stocks (energy and mining), those with direct offshore 
earnings exposure (predominantly US and European), 
those leveraged into the “investment” thematic (private 
sector via mining and public sector via infrastructure) 
and banks (as a benign credit cycle offers the potential 
for write backs in provisioning). We like Alphinity 
Concentrated Australian Share (HOW0026AU) and 
Bennelong Concentrated (BFL0002AU) as high 
conviction Australian equity managed funds.  
In addition, BHP Billiton (BHP) provides a strong tilt 
towards the commodity area with earnings upside 
at spot prices and potential to surprise on capital 
management.

Asset class outlook

Asset class outlook | Australian equities
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2. Remain underweight on pure income generating rate 
sensitive areas which are suffering from structural 
competitive and price pressures (Telcos & REITs) with a 
preference towards income generating growth stocks 
(Infrastructure) and/or those which are historically cheap 
with some pricing power capacity (Banks). Our preferred 
income fund is Nikko AM Australian Share Income 
(TYN0038AU) and our preferred income constituents  
are shown in the Equity Portfolio tables on page 15.

3. Overweight offshore Industrial stocks which are 
leveraged into the global upswing (predominantly the 
US post recent tax cuts). Money managers have a short 
window for flows and performance driver upside. We 
like Aristocrat Leisure (ALL), Boral (BLD), James Hardie 
(JHX), Brambles (BXB), Reliance Worldwide (RWC) and 
Treasury Wine Estates (TWE).

International equities - GFC scars 
fading fast as earnings support 
gathers momentum…

Time heals all wounds and the further we get from the 
GFC the smaller the battle scars become. Markets stared 
death in the face, leaving any less significant event, less 
impactful than it was prior to the crisis when viewed in light 
of accommodative central banks. Concerns around growth 
sustainability and equity valuations are valid. But if evidence 
begins to emerge that the global economic or earnings 
recovery is not self-sustaining, then central banks simply 
keep policy settings unchanged. 

On this basis, we see a further window of opportunity for 
International equities where improving earnings growth 
momentum offsets a gradual creep higher in the bond yields. 
We think this sets a relatively positive backdrop for further 
gains up until the point where US bond yields begin to get 
closer to 3.0%. Over a 3-5 year horizon, equities will find 
current valuations (the PE ratio for global equities sits at 17x 
next 12-months earnings) a much more significant hurdle 
particularly as volatility begins to reduce risk adjusted returns.

Earnings growth and industrial production (IP)  
both rising
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Earnings growth estimates for MSCI World are currently 
sitting at 16% - a remarkable turnaround from -10% at 
the start of 2016. With the exception of the UK, all major 
markets are now showing a healthy trend of accelerating 
growth (US, Europe and Japan). Emerging markets show 
an even stronger trend with forward earnings growth of 
almost 28%. 

The general trend of improving earnings growth across 
most major regions will be supported by broadly 
accommodative monetary policy (the US and Canada are 
the only major central banks expected to lift rates with 
Europe and Japan simply slowing balance sheet growth) 
and continuing synchronised global economic growth. 

Asset class outlook | International equities  

Asset class outlook
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Markets can continue to expect central banks to normalise 
policy in a gradual, predictable and generally supportive 
trajectory for growth assets.

The consensus view on equities in Europe has been shaped 
by consistent forward guidance from the European Central 
Bank (ECB). Political risks are also lower in the wake of 
French and Dutch elections and the recent hiatus in the 
Catalan crisis. A key threat to our positive outlook on 
European equities, where forward EPS is growing at over 
20%, is that the ECB changes its dovish rhetoric. Some 
European economies, Germany for instance, have the 
capacity to use fiscal policy to offset a tightening in credit 
conditions. However, we assess this as a low risk and are 
confident that an ECB will continue to deliver in accordance 
with forward guidance, making European markets the value 
trade vis-à-vis the US where the relative PE is 0.8x.

The United States is entering the ninth year of its current 
economic expansion and, despite what is perceived 
as a recovery getting a little long in the tooth, leading 
economic indicators are at robust levels. Historically the 
“expansionary” phase of the economic cycle, when the yield 
curve is flattening (both short and long rates are rising), has 
been associated with the strongest period of equity market 
returns. 

We expect the US yield curve to flatten further through 
2018 but this is a signal for where we are in the economic 
cycle rather than a reason to become negative (the cycle 
moves from recovery to expansion to overheating to 
downturn). Bear markets have traditionally corresponded 
with economic recessions. We see little chance that this 
likely over the coming 12-18 months. 

Substantial corrections usually correspond with 
recessions
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We recommend investors stick with the global reflation 
trade. The debate around value versus growth is not where 
we chose to focus. Instead, we think allocations should be 
tilted towards cyclicals over defensives particularly those 
which are rate sensitive. It is quite likely that both elements 
of growth and value can perform well over the coming year 
provided they have sufficient earnings tailwinds and/or are 
not exposed to the risk of higher rates. 

We like Europe for cyclical upside, the US for quality (and 
potential benefits of repatriated funds finding their way back 
to shareholders). Japan is a proxy play on the Yen and we 
are less confident on EM’s absorbing a US tightening.

Asset class preferences 
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Real assets - Not to be over complicated

For most of 2017 global REITs were under pressure from 
both rising interest rates and structural concerns regarding 
the decline of traditional bricks and mortar retailing. 
However, by year end M&A activity began to put a much 
firmer bid under listed property stocks. We have conviction 
that interest rates are heading higher but we don’t know 
how fast or how far.

If everything works to plan and rates move up at a steady 
and gradual pace that is differentiated by growth and 
inflation (rather than all markets being dragged up by the 
US), then REITs are likely to be market performers - at 
best. This should not be controversial against a view where 
markets are in a reflation upswing. But, if interest rates go 
higher any faster than expected, it is likely that REITs will 
underperform.

This might be not be the trade for the entire year, particularly 
if equities continue to rise at their current pace, but REITs 
usually underperform during periods of increasing bond 
yields which is where we are in the current cycle. In 
addition, the sensitivity of relative performance to bond 
yields has actually increased over the past 12 months 
versus history potentially due to a combination of factors 
including positioning (the bond yield proxy trade has been 
the preferred trade for many years) and the starting point for 
valuations.

REITs underperform when bond yields rise 

Bond period  
sell off

Increase  
in bond yield (bps)

REIT absolute 
performance

REIT relative 
performance

May 2003  
to Dec 2007

1.5% 114.6% -33.4%

Jan 2009 
to June 2009

1.5% -0.6% -17.3%

May 2012  
to November  
2013

1.3% 32.8% -7.0%

Source: Macquarie Research, IRESS, MWM Research, February 2018

We believe REITs should be bought for yield and/or with a 
focus on higher growth areas (office & offshore). According 
to Macquarie’s property team, A-REITs dividend per 
share spread sits at 233 basis points above the 10 year 
bond yield versus the long term average of 200 bps. This 
is an attractive yield spread in totality. We do expect to 
see some further cap rate compression in the office and 
industrial REITs. However, we expect the path of cap rate 
compression to moderate from here. 

From a fundamental perspective, Sydney and Melbourne 
offices will continue to benefit from favourable supply 
and demand dynamics till 2020, supporting strong rental 
growth. The Australian residential market is expected to 
slow down further across major cities on the back of macro-
prudential tightening while retail REITs remains challenged 
due to structural changes.

We have a divergent view on infrastructure assets. We 
like the prospect for stocks which have usage based 
assets such as toll roads, airports and ports. A strong 
economy generally underpins increases in volumes/usage 
of these assets. In addition, due to their monopoly/duopoly 
positions, these assets enjoy minimum pricing power which 
drives inflation-linked price escalation (e.g. toll increases and 
airport passenger charges). 

We think this will help to partially offset bond yield impacts 
on financing costs and often their long duration nature. 
Conversely, the impact on the availability-based assets 
(hospitals, schools, water) are more limited due to their fixed 
or contracted revenue streams from the government, with 
cost base closely tied to their revenue.

Valuations cheaper, but not in “buy” territory
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We prefer Vanguard Australian Property Secs Index and 
Cromwell Phoenix Property Securities for A-REITs exposure 
and Vanguard International Property Secs Index Hedged 
and Resolution Capital Global Property for G-REITs.

Asset class outlook

Asset class outlook | Real assets
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Alternatives – selective opportunities

Amid elevated equity valuations and an increasing bond 
yield environment, investors are turning to non-traditional 
asset classes to deliver returns. 

Alternatives is the most heterogeneous asset class. Not 
surprising, changes to market and economic conditions 
are unlikely to impact these strategies the same way, 
potentially resulting in abrupt performance rotation within 
the alternative space. This makes it difficult to predict the 
next top performers. To enhance portfolio diversification,  
we prefer diversified alternative funds with low correlation  
to traditional markets, such as Winton Global Alpha and  
AQR Delta.

We discuss the potential drivers for some of the alternative 
strategies in 2018. 

Long/short equity: A maturing economic cycle and 
a gradual unwinding of quantitative easing (QE) could 
spur greater volatility, declining market correlations 
and increasing fundamental dispersion in sectors and 
geographies. This environment bodes well for long/short 
equity strategies which are able to profit on both long and 
short positions. However, continued distortion in market 
pricing and subdued volatility will be unfavourable for this 
strategy. 

Event driven: Global M&A activity accelerated at the end 
of 2017 with announcement of a number of larger deals 
including 21st Century Fox/Disney, Westfield/Unibail-
Rodamco and Qualcomm/Broadcom. Merger arbitrage 
strategies are likely to see support in 2018 from cheap 
funding, reasonable deal spreads and more clarity on US 
tax reforms. On the negative side, increasing regulatory 
constraints on cross border transactions and anti-trust 
concerns, will weigh on global M&A activity. 

Macro: A potential pickup in volatility in 2018 driven in part 
by divergence in global monetary and fiscal policies and 
potential geopolitical instability could benefit discretionary 
macro managers.  Excluding the fourth quarter, 2017 has 
proven to be a challenging year for systematic macro 
managers or CTAs due to lack of strong trends. If the 
goldilocks economy is set to continue, leading to range 
bound financial markets, this will prove challenging for 
CTAs. 

Private equity: Private equity valuations are expected to 
remain elevated thanks to an overhang of “dry powder” now 
exceeding US$1 trillion globally and heightened competitive 
bids, according to Preqin. 

2017 witnessed the highest level of capital raising for private 
equity funds of US$453 billion as well as unprecedented 
fund size. With US$100 billion Softbank Vision Fund and 
US$24.6 billion Apollo Fund IX raised in 2017 became 
the largest ever private equity fund and buyout fund, 
respectively. 

Global private equity fundraising reached new peak 
in 2017
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The elevated purchase-price multiples (see below) could 
potentially diminish some of the expected returns in this 
asset class. Given the high valuation for large leveraged 
buyouts (LBOs), small and mid-sized transactions could 
offer some value.  According to Pitchbook Data, private 
equity dealmakers are most bullish on technology and 
healthcare (life science) companies in 2018 due to high 
growth and recurring revenue.

Average purchase price multiple of pro forma trailing 
EBITDA for LBOs
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Asset class outlook
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Fixed interest and cash - Growth and inflation differentials to drive allocations

Growth and policy differentials will be the key driver of 
fixed income allocations through 2018. We believe the 
key determinants between asset allocation (bonds versus 
equities), country allocation and government versus 
corporate credit will be primarily determined by where 
central banks are in their policy tightening phase. 

We expect these preferences to shift through the year as 
expectations around a more uniform global policy tightening 
stance gets closer and bond market volatility also starts to 
undermine one-sided expectations – notwithstanding that 
both corporate and government debt are trading towards 
the high end of historical valuations. 

However, in the near term, we think the skew between 
those central banks raising rates (US) versus those which 
are only slowing QE (Europe) versus those likely to maintain 
a dovish stance (yield curve control (YCC) in the case of 
Japan) will be the strongest guide for our allocations. 

US yield curve continues to flatten
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At an asset allocation level, we are underweight 
(government) bonds versus equities and short duration. The 
US drives a more negative outlook on bonds with stronger 
growth and a gradual increase in inflation expectations likely 
to push US 10 year yields closer to 3% by year end (mostly 
via an increase in TIPS over real rates). We think this will 
push global bond yields higher, although with significant 
variation across regions/countries. Perversely, as global 
growth momentum becomes more synchronised, global 
monetary policy is becoming less synchronised! An under 
recognised risk for higher rates is also coming via a weaker 
US$ (driving easier financial conditions) which the Fed 
may be forced to lean against at some stage if the trend 
continues.

The ECB is beginning to taper but not tighten and Japan 
prefers to run inflation hot and keep in place its yield curve 
targets. This lends itself to being underweight US bonds 
while being more favourable towards both Australia and 
the UK where inflation risks remain below the RBA’s target 
in the case of the former and where growth slippage is the 
major risk for the latter. Japan becomes the hedge against 
a global bond rout while Europe sits somewhere in between 
(but both are at risk of having to communicate a more 
hawkish rather than dovish strategy through the year). 

Bond yield increases expected to be modest
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Globally we continue to see credit as a preferred option to 
government bonds. While credit spreads are historically 
tight, the potential for further cyclical improvement and a 
more pro-business backdrop in the US are likely to keep 
spreads tight even into a gradual shift higher in bond yields.

RBA joins the tightening cycle late 2018 
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Domestically, our economics team believe the RBA will 
not begin raising the cash rate until August 2018. The 
risks remain skewed to a later “lift off” if wages/inflation 
data don’t give the RBA enough ammunition to effectively 
communicate the rationale for rate rises at that time. On the 
other hand, persistent strength in Australia’s labour market 
and global growth in 1H would give the RBA significant 
confidence that inflation would eventually return to the 2-3% 
band. 

Australian spreads close to lows 
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At the longer end of the curve, the outlook for US yields 
have a strong influence on Australian yields. Here, we 
forecast Australian 10-year yields to rise by only a little more 
than US 10-year yields by end 2018. In part this is driven 
by the fact that the Australian economy has more scope to 
see a lift in growth from current sluggish rates. Historically, 
the Australian-US 10-year yield spread has moved relatively 
closely with changes in the relative performance of the two 
economies.

Our preferred short duration credit funds are:

• Kapstream Absolute Return Income Fund
(HOW0052AU)

• Macquarie Income Opportunities (MAQ0277AU)

• VanEck Australian Floating Rate ETF (FLOT)

Commodities – A divergence  
of fortunes as supply responses 
ramp up

We are neutral on the commodity outlook for 2018 
expecting it to be a year of divergent returns. Our 
commodity team expects to see some areas of strength 
(precious metals and those areas tied into Electric Vehicles 
(EV) – cobalt and lithium) but equally some areas of 
weakness, particularly around base metals. This would 
imply that like other financial markets, a divergence of 
fortunes across the commodity spectrum will drive declines 
in metal cross-correlations, reversing the increased 
correlations of the 1990s and 2000s as China boomed.

We don’t expect to see an aggregate driver that lifts all 
commodity prices together. China will continue to dominate 
the outlook for commodity markets irrespective of an 
improving developed world economy. Unfortunately we 
can only see China continuing to slow – not dramatically 
so – but enough to add an ongoing headwind to demand 
for most key commodities. Over recent months, commodity 
markets have been buoyed by the rally in crude oil and 
weakness in the US dollar lifting all boats. In fact, ongoing 
Chinese supply-side reforms and inventory restocking, 
combined with continued improvement in the developed 
world has been a nice tailwind for commodities.

We are not expecting these tailwinds to remain as 
supportive through 2018. Coal and iron ore have rallied 
strongly ahead of Chinese winter pollution controls and 
fears of a wet season risks impacting seaborne bulk trades, 
according to our commodity team. These factors will 
likely fade into the New Year even if China’s property and 
infrastructure sectors hold up better than expected. We 
are expecting thermal coal to average ~US$100/t through 
2018, soft coking coal to average ~US$112/t and iron ore 
around US$66/t. This does not translate into much upside 
for coal and small downside for iron ore from current levels.

On a 12-month basis, the commodity pecking order 
is precious metals (on persistent USD weakness) over 
both base metals and industrial metals which we expect 
will all experience some slippage in 2018 on the back 
of the recent price strength spurring additional supply. 
The EV story remains one of long term structural growth 
(benefiting cobalt and lithium) but in the near term the risk of 
ballooning supply is rising. Consequently, we are holders of 
commodities in this space rather than buyers.

Asset class outlook

Asset class outlook | Commodities
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Currencies – USD the driver of all 
FX trends

We expect the USD to be the key determinant of cross 
rates through 2018. Our longer term fundamental view is 
that the USD continues its bear market trend established 
from early 2016. However, we think near term catalysts 
support a short term reversal of USD weakness as relative 
growth momentum for US versus World ex US begins to 
improve and as the market ramps up its expectations of 
Fed tightening. 

Our FX team believe that large repatriation flows from recent 
tax changes are potentially being overestimated and will be 
spread over a number of years. We believe the greenback 
might well be oversold but that any short term bounce will 
be followed by a resumption of a bear trend. We think the 
recent Australian dollar strength has been a function of 
the deterioration in US fundamentals relative to Australia, 
rather than due to a significant improvement in domestic 
momentum. Going forward, we expect the Australian dollar 
to remain relatively range-bound between US$0.76-0.82. 
Interest rate spreads are potentially bouncing around 
lows and the risk of significant upside appears limited. In 
addition, inflation data for 4Q17 disappointed which curbed 
the local dollar’s ascent. Our economists continue to expect 
a 3Q18 rate hike, but the RBA will need data to justify a 
hike. The soft inflation result should see some of the more 
aggressive rate hike expectations from economists pushed 
back to later this year.

While the EUR is now coming under increased political 
pressure after its recent ascent, we think that leading 
indicators continue to support EUR/USD strength although 
we are more cautious about the extent of additional upside 
from this point on. Our forecasts for FX: Euro dollar to 
strengthen to 1.27 in 3 months, 1.33 by the end of 2018, 
and 1.40 by end 2019; dollar yen to fall to 105 in 3 months, 
100 by end 2018, and 95 by end 2019; and the Aussie 
dollar to remain at around US$0.80 over the course of 
2018, and to weaken to only US$0.75 by end 2019, despite 
near low interest differentials.   

Asset class outlook

Asset class outlook | Currencies  
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The strategic portfolios are designed for long-term wealth accumulation. They are driven by strategic asset allocation and the 
selection of best of breed investment managers.

The portfolios are designed for five risk profiles at three levels of active management. The intuitive structure enables the two 
most important investment decisions to be made: 

1. What mix of assets best fits my risk profile? 

2. How much active or passive management to include?

These portfolios are built for long term investing. The models range from the passive, low cost, broadly diversified and tax 
efficient portfolios (Core), through a core-satellite approach (Core Plus), to actively managed funds offering potential for 
outperformance (Active).

The strategic portfolio is unlikely to be the best performer in any one period, but is designed to preserve wealth in crises and 
participate in good times and in so doing, grow the most over the long term.

Asset Class Investment Balanced portfolio weightings

Core

Domestic Equity iShares Core S&P/ASX 200 ETF 19.0%

International Equity
Vanguard MSCI Index International Shares ETF 18.4%

iShares MSCI Emerging Markets 4.6%

Domestic Property Vanguard Australian Property Secs Index 2.0%

International Property Vanguard International Property Secs Index Hedged 3.0%

Growth Alternative
AQR WS DELTA 1F 4.0%

ETFS Physical Gold 4.0%

Domestic Fixed Interest iShares Core Composite Bond ETF 21.0%

International Fixed Interest
Vanguard International Fixed Interest Index Hedged 13.3%

iShares Core Global Corporate Bond (A$ hedged) ETF 5.7%

Cash 5.0%

Core Plus

Domestic Equity

iShares Core S&P/ASX200 ETF 8.1%

Investors Mutual Australian Share 4.0%

Alphinity Australian Equity 4.0%

SGH ICE 2.9%

International Equity

Vanguard MSCI Index International Shares ETF 11.0%

MFS Global Equity Trust 5.5%

Lazard Global Small Cap W 1.8%

Aberdeen Emerging Opportunities 4.6%

Domestic Property Vanguard Australian Property Secs Index 2.0%

International Property Vanguard International Property Secs Index Hedged 3.0%

Growth Alternative
Winton Global Alpha 4.0%

ETF Gold 4.0%

Domestic Fixed Interest

iShares Core Composite Bond ETF 10.5%

Legg Mason Western Asset Aus Bd A 7.4%

Kapstream Wholesale Absolute Ret Inc Fd 3.2%

International Fixed Interest
Vanguard International Fxd Intr Idx Hdg 9.5%

PIMCO Global Bond W 9.5%

Cash 5.0%

Strategic portfolios

Strategic portfolios
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Asset Class Investment
Balanced portfolio weightings

Active

Domestic Equity

Investors Mutual WS Australian Share 8.1%

Alphinity Wholesale Australian Equity 8.1%

SGH ICE 2.9%

International Equity

MFS Global Equity Trust 15.0%

Magellan Global 1.6%

Lazard Global Small Cap W 1.8%

Aberdeen Emerging Opportunities 4.6%

Domestic Property Cromwell Phoenix Property Securities 2.0%

International Property Resolution Capital Global Property Secs 3.0%

Growth Alternative Winton Global Alpha 8.0%

Domestic Fixed Interest
Legg Mason Western Asset Aus Bd 14.7%

Kapstream Wholesale Absolute Ret Inc Fd 6.3%

International Fixed Interest
PIMCO Global Bond W 13.3%

Macquarie Income Opportunities 5.7%

Cash 4.9%

Please contact your adviser to choose a portfolio which is appropriate for your return objectives and risk tolerance.

Strategic portfolios

Strategic portfolios
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Equity portfolios
Growth portfolio

Code Company Recommendation Target price ($) EPSg (%) ROE (%)

A2M The a2 Milk Company Outperform 8.29 78.7 53.2

ABC Adelaide Brighton Outperform 6.75 9.1 16.4

ALL Aristocrat Leisure Outperform 26.35 30.9 47.8

AMC Amcor Outperform 16.60 5.3 82.0

ANZ ANZ Banking Group Outperform 31.00 -0.6 11.3

BHP BHP Billiton Outperform 38.00 30.9 14.8

BLD Boral Outperform 8.25 4.7 8.3

BXB Brambles Neutral 10.10 3.2 21.8

CBA Commonwealth Bank Neutral 81.50 4.4 16.0

CIM CIMIC Group Outperform 51.12 20.8 20.6

CSL CSL Outperform 154.00 17.7 44.0

JHX James Hardie Outperform 24.40 10.0 nfm

MFG Magellan Financial Neutral 29.35 16.5 52.1

NAB National Australia Bank Outperform 32.50 -1.3 12.7

OML oOh!media Outperform 4.90 25.9 13.8

ORA Orora Outperform 3.41 6.9 12.6

RHC Ramsay Health Care Outperform 74.50 8.9 24.1

RWC Reliance Worldwide Outperform 4.40 22.9 35.4

SEK Seek Outperform 18.70 4.4 14.3

SIQ Smartgroup Outperform 11.20 42.5 32.9

Weighted average 16.1 25.4 

Source: Macquarie Research, MWM Research, February 2018 

Income portfolio
Code Company Recommendation Target price ($) Yield (%) Franking (%)

AMC Amcor Outperform 16.60 3.9 0

AMP AMP Neutral 5.50 5.4 90

ANZ ANZ Banking Group Outperform 31.00 5.6 100

AZJ Aurizon Holdings Outperform 5.09 5.8 65

CBA Commonwealth Bank Neutral 81.50 5.5 100

CGF Challenger Outperform 13.44 2.5 100

DLX Dulux Group Neutral 8.00 3.6 100

DXS Dexus Outperform 10.58 4.8 0

GPT GPT Group Outperform 5.60 4.7 0

NAB National Australia Bank Outperform 32.50 6.6 100

SHL Sonic Healthcare - - 3.5 20

SUN Suncorp Group Underperform 12.65 5.4 100

SYD Sydney Airport Outperform 7.33 4.9 0

TAH Tabcorp Outperform 5.88 4.0 100

TCL Transurban - 0.00 4.5 6

TLS Telstra Neutral 3.70 5.9 100

WBC Westpac Outperform 35.00 6.0 100

WES Wesfarmers Outperform 45.55 5.1 100

Weighted average 4.8 64

Source: Macquarie Research, MWM Research, February 2018 Equity portfolios
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Monthly performance

January 2018

Australian equities

The Australian market had its first negative month since 
September, with the S&P/ASX 200 Accumulation Index 
returning -0.4% during January. The best performing 
S&P/ASX 200 sector were HealthCare (+3.2%) and 
Information Technology (+2.0%) while Utilities (-4.5%) and 
Real Estate (-3.3%) were the worst performers. Amongst 
larger companies the best returns were from CSL Limited 
(CSL, +3.6%) and BHP Billiton (BHP, +2.1%) while the 
underperformers were Westfield (WFD, -3.7%) and 
Transurban Group (TCL, -3.3%).

The S&P/ASX Small Ordinaries Accumulation Index (-0.5%) 
slightly underperformed the S&P/ASX 200 Accumulation 
Index. Positive highlights were Sirtex Medical (SRX, +66%) 
and Bellamy’s Australia (BAL, +42%) while Impedimed 
(IPD, -21%) and Retail Food Group (RFG, -21%) were the 
laggards.

International equities

US equity indices surged higher in January with the 
strongest monthly return since March 2016. The Dow Jones 
Industrial Average (+5.8%) and S&P 500 (+5.6%) delivered 
similarly solid returns. The tech-heavy Nasdaq Composite 
Index (+7.4%) was the highlight though, partially driven by 
Amazon (+24%), Microsoft (+11%) and Alphabet (+12.2%).

European equities advanced sharply higher with the 
exception of the UK market. The best regional performers 
were Italy (MIL30, +7.6%), Spain (IBEX 35, +4.1%) and 
France (CAC 40, +3.2%), Germany (DAX, +2.1%) delivered 
a more modest return while the UK (FTSE, -1.7%) was the 
main laggard.

Asian equities were similarly buoyant. The Hang Seng Index 
(+9.9%) and Shanghai Composite Index (+5.3%) were the 
best performers while Japan (+1.5%) was hampered by a 
stronger yen.

Property

Australian REITs were sold off as bond yields surged higher 
with all index constituents finishing in the red. Scentre 
Group (SCG, -1.0%) and Vicinity Centres (VCX, -1.1%) were 
the best of a bad bunch while Iron Mountain (INM, -12.6%) 
and Abacus Property Group (ABP, -10.0%) were punished. 

Fixed interest and cash

Australian fixed interest finished slightly lower with the 
Bloomberg AusBond Composite 0+Yr Index down 0.3%  
for the month. The benchmark 10-year Australian 
government bond yield increased 6.0% to finish the 
month at 2.79%. Corporate bonds (0.0%) outperformed 
Government bonds (-0.4%). Short-term bonds (+0.2%) 
outperformed and long-term bonds (-1.0%).

Currency

The Australian dollar continued to rally against the US dollar 
(+3.2%), although this was primarily a weak US dollar story. 
Australia’s trade-weighted index (+1.1%), which tracks a 
basket of currencies weighted by goods and services trade, 
is actually at a similar level to this time last year. Reflecting 
this dynamic, the $A was either flat or weaker against  
other major currencies including the Japanese Yen  
(+0.0%, 87.99), Euro (-0.2%, 0.6490), Chinese Renminbi 
(-0.3%, 5.0641), New Zealand Dollar (-0.6%, 1.0939) and 
UK Pound (-1.7%, 0.5677).

Market Performance – January 2018

-0.4 

-0.5 

2.0 

3.7 

5.1 
-3.3 

-0.3 

-0.7 

0.2 

12.2 

22.4 

16.0 

20.3 

29.7 

7.5 

2.7 

2.7 

1.7 

-5 0 5 10 15 20 25 30 35 

Aust Equities 

Aust Small Companies 

Int'l Dev Mkt Equities (Unhedged) 

Int'l Dev Mkt Equities (Hedged) 

Int'l Emerg Mkt Equities (Unhedged) 

Australian Listed Property 

Australian Fixed Int 

Int'l Fixed Int (Hedged) 

Cash 

Return % 

1 month 12 months 

Source: IRESS, Bloomberg, MWM Research, February 2018 



17

Market performance – January 2018

Market Indices 
31 January 2018

1 month 
%

3 month 
%

1 year 
%

3 year 
%pa

5 year 
%pa

Australian Shares

S&P/ASX 200 Accumulation -0.45 3.02 12.18 7.31 9.07

S&P/ASX 200 -0.45 2.18 7.41 2.61 4.35

All Industrials Accumulation -0.74 1.25 10.34 6.46 10.89

All Resources Accumulation 0.80 11.36 20.73 11.10 2.06

All Industrials -0.74 0.24 5.44 1.63 5.85

All Resources 0.80 11.33 16.76 7.18 -1.30

S&P/ASX 100 Accumulation -0.37 2.78 11.29 6.87 9.16

S&P/ASX Small Ordinaries All Accumulation -0.54 6.65 22.35 13.82 6.39

International Shares

MSCI World Index Hedged in A$ 3.67 6.31 20.28 10.48 12.59

MSCI World Index (A$ Unhedged) 1.98 3.30 15.97 8.31 15.32

MSCI Emerging Markets (A$ Unhedged) 5.06 6.67 29.71 7.94 8.75

Regional Markets (local currency returns)

Dow Jones 5.79 11.86 31.64 15.06 13.54

S&P 500 5.62 9.65 23.91 12.28 13.52

Toronto Comp -1.59 -0.46 3.68 2.82 4.69

Nikkei 1.46 4.94 21.31 9.33 15.70

German Dax 2.10 -0.30 14.34 7.24 11.15

FTSE 100 -2.01 0.54 6.12 3.73 3.72

Hang Seng 9.92 16.43 40.78 10.30 6.75

NZSE 50 0.50 3.14 15.07 8.99 9.91

Property

S&P/ASX 200 Property Trust Accumulation -3.28 2.06 7.46 7.09 11.51

Cash and Bonds

Bloomberg Composite Bond All Maturities -0.27 0.08 2.75 2.41 4.14

Bloomberg Bank Bill Index 0.16 0.43 1.75 2.02 2.32

Citigroup World Government Bond Index 
Hedged

-0.73 -0.39 2.70 2.75 4.88

Citigroup World Government Bond Index 
Unhedged

-1.92 -2.33 1.30 1.03 5.91

Source: IRESS, Bloomberg, MWM Research, February 2018 
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