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Summary of Key Views 

Flash rally 
Markets have continued their upward trajectory post 
the US elections, with most key equity markets posting 
strong positive returns. The ‘risk on’ rally has been 
underpinned by a rotation away from traditional 
‘defensive’ sectors in favour of more cyclical sectors 
such as resources and materials, which have certainly 
driven the Australian market over the past 12 months. 
 
For some time, we have discussed the so called ‘bond 
proxy’ sectors which have dominated market returns for 
the past several years. Sectors such as REITs and 
‘defensive’ equity sectors such as telcos, healthcare and 
infrastructure have all benefited from a low interest rate 
environment. However, this dynamic has been 
gradually unwinding as economic growth figures have 
been picking up for the last nine months or so. The 
recent spike in bond yields post the US election has 
accelerated the rotation out of these sectors towards 
more cyclical sectors, most notably resources and 
materials, as well as the banks. Over the past three 
months alone the resources sector has returned 8.17% 
(S&P/ASX 300 Resources Index) compared to healthcare, 
which returned -8.77% (S&P/ASX 300 Healthcare Index) 
as at 31 December 2016. Indicative of this trend has been 
the price of copper which has risen 13.88% (LME 
Copper 3 Months AUD). 
 
There is a growing belief that the US Federal Reserve 
will be more emboldened to raise rates following a 
Trump election win with one rise already announced 
and we have already witnessed some Australian banks 
raise their variable rates on investment property loans. 
This may put further pressure on some of the ‘bond 
proxy’ sectors which even post a retracement of gains in 
recent months don’t look particularly cheap. 
 
As to the persistence of this rally from a bottom up 
perspective, we have noted that many equity analysts in 
the market have upgraded their EPS forecasts for next 
year. We have also noted an improvement in earnings 
momentum, however our overall asset allocation 
positioning remains cautious with valuations across 
most asset classes still not presenting significant value. 
Despite cyclicals performing exceptionally well we 
continue to remain cautious on the longer term earnings 
profile of the market. From a relative asset class 
perspective, we have communicated for some time that 
REITs and infrastructure have been fully priced, but that 
the low rate environment has provided support for 
these prices. Despite the recent fall in prices these 
sectors remain expensive and, with the increased risk of 
rate hikes, we have reduced our exposure to these 
sectors and reallocated the exposure to equities. 
 
2017 will be as eventful as 2016. Geopolitics are likely to 
continue to dominate headlines, with Trump formally 
taking the reins in the White House and key elections 

coming up in Europe. This will likely be the year we see 
whether the ‘lower for longer’ thesis in relation in rates 
holds true, or whether we start to see a ‘normalisation’ 
of rates. Inflation will also be something to watch, with 
inflation-linked bonds beginning to price in some 
inflation. No doubt there will be more left-field events 
impacting markets this year — we certainly had some of 
those during 2016. 
 
 
Market developments during December 
2016 included: 

Equities 

The Australian market ended 2016 on a high note, with 
the Santa rally in full swing. The S&P/ASX 200 
Accumulation Index rose 4.38% on the back of 
November’s 2.99% increase. All sectors enjoyed positive 
returns, with strong gains from the Utilities (8.70%) and 
Energy (6.09%) sectors, while Consumer Staples (1.79%) 
and Health Care (0.89%) managed only modest returns 
following large declines in November. 

Galaxy Resources (22.09%) continued its late-year surge 
as it announced it had agreed to sell 120,000 tonnes of 
lithium at USD 905/t, while auto parts supplier Bapcor 
gained 10.11% as it edged closer to gaining control of 
NZ’s Hellaby. Small cap shares came under pressure in 
December, weighed down by losses from Consumer 
Staples such as Bega Cheese (-14.34%) and A2 Milk Co (-
14.29%), which have tried to differentiate themselves 
from the troubled Bellamy’s. Small miners such as 
Perseus Mining (-42.74%) and Dacian Gold (-30.64%) felt 
the pain as the price of gold fell. The S&P/ASX Small 
Ordinaries Accumulation Index managed a return of 
3.61% in December, underperforming ASX 20 shares, 
which returned 4.39%. 

The US market still appears unbreakable, with the S&P 
500 TG Index adding 4.05% in December. Valuations, 
while not at egregious highs, are making investors 
wary. The US market is second only to Denmark as the 
most expensive in the world on both a 10-year cyclically 
adjusted price-to-earnings (CAPE) and price-to-book 
value basis. Quality growth shares have been dominant 
in recent years, but some managers are now anticipating 
a shift in the cycle that could favour value. 

The US Utilities sector, which sold off in the wake of the 
presidential election, regained ground in December, 
moving 4.94% higher in USD terms, with the strongest 
gains from energy-related shares. A potential shift in 
energy policy under the incoming Trump 
administration is seen as slightly positive by investors, 
but so far has not been enough to completely undo the 
sector’s November losses. Telecommunications also 
gained (8.12%), led by major carriers AT&T and 
Verizon. 
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The commodities rally has delivered a major boost to 
European share markets, especially the Oil and Gas and 
Resources sectors. Europe’s miners have returned 
66.11% in EUR terms over the 12 months to December 
2016, compared to a 2.30% return across the entire Euro 
Stoxx 600 Index. The FTSE 100 TR Index gained 6.33% in 
AUD terms, while in Asian markets the Nikkei 225 
Index rose 4.40% in local currency terms while the 
Shenzhen CSI 300 Index lost -6.44%. As Japan’s 
deflation continues, companies have hoarded cash, and 
have built some USD 3.2 trillion in cash reserves, which 
has impacted both yields and growth. 

Fixed Interest 

Yields continued to undergo further expansion through 
December, after being propelled higher in November on 
the back of anticipated inflation and a rotation into 
equities. The US 10-year Treasury yield rose from 2.38% 
to 2.45%, reaching an early high of 2.60% following the 
Federal Reserve’s decision to raise the target rate range 
by 25 bps. The return on US corporate investment grade 
bonds was 0.67% in December, while US high yield debt 
returned 1.82%, benefiting from a risk-on environment. 

Credit spreads were further compressed in December, 
with the BofA Merrill Lynch US High Yield OAS falling 
from 4.67% to 4.22%, the narrowest it has been since 
September 2014. Global bonds, measured by the 
Barclays Global Aggregate TR Index, returned  
-0.32% in December (in AUD hedged terms). Returns on 
Australian corporate bonds were -0.17% while 
government bonds returned -0.15%, with the yield on 
Australian 10-year Treasuries rising from 2.72% to 
2.77%. 

The UK 10-year Gilt yield fell from 1.42% to 1.24%, 
retracing part of its post-Brexit recovery and now 
slightly lower than its July high of 1.37%. The German 
10-year Bund yield turned positive in October, moving 
higher in November but falling through December from 
0.27% to 0.20%. The 5-year Bund remains in negative 
territory, falling from -0.43% to -0.54%. Japanese 10-year 

yields turned positive in November and continued to 
rise in December from 0.02% to 0.04%. 

REITs (listed property securities) 

The S&P/ASX 300 A-REIT Accumulation Index gained 
6.75% in December after managing a small positive 
return in November. The index suffered significant 
losses over the three months to the end of October, 
dragged down by rising bond yields and losing 
14.04%. December showed the continued resilience of 
Australian listed property, which is still seen by 
investors as having solid fundamentals. While rising 
yields will put pressure on A-RIET values, the sector 
may continue to be a source of stability, especially if 
equity market volatility persists through 2017. 

Globally, REITs recovered in December, with the S&P 
Global REIT NTR Index returning 4.50% (in AUD 
hedged terms), and the FTSE EPRA/NAREIT 
Developed NR Index gaining 3.58%. In a rising rate 
environment, REITs will face additional pressure on 
cap rates and leasing spreads, but many investors still 
anticipate that rates will be ‘lower for longer’, 
meaning demand for yield-producing asset classes 
like REITs may be able to withstand current market 
movements. 

Alternatives 

Preliminary estimates for December indicate that the 
index increased by 8.1 per cent (on a monthly average 
basis) in SDR terms, after increasing by 11.8 per cent in 
November (revised). The increase was led by the prices 
of coking coal and iron ore. The base metals subindex 
increased in the month, while the rural subindex 
declined. In Australian dollar terms, the index rose by 
9.3 per cent in December. 

Over the past year, the index has increased by 45.5 per 
cent in SDR terms, led by higher coking coal and iron 
ore prices. The index has increased by 39.7 per cent in 
Australian dollar terms. 
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