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Summary of Key Views 
Divergence increasing? 
 

In last month’s Investment Outlook Report, we 

discussed the rotation away from the ‘defensive’ and 

‘quality’ end of the equities market towards cyclicals 

and banks. The drivers for this rotation have been well 

documented and have certainly been reflected in the 

increased divergence in fund manager returns over the 

past 12 months. We have also noted increased 

divergence in valuations within asset classes. If we look 

at global equity markets, including most valuation 

measures, the market looks to be trading between fair 

value to expensive.  

When we break this down across regions the picture is 

mixed, with our models suggesting that the US appears 

expensive, Europe appears to be trading at around fair 

value, and Japan looks cheap. At the same time, we 

have also noted a fall in correlations between assets 

classes. There are numerous reasons for these trends, 

however a key driver is the prospective shift away from 

central bank policy, quantitative easing, as well as the 

potential subsequent influence of monetary policy on 

the direction of markets and an increased focus on 

fundamentals.  

If this comes to fruition, the ability to select individual 

investments will become of greater importance, with 

potentially less value in playing the ‘beta’ trade. 

Furthermore, a significant fall in correlations may be 

indicative that we are approaching the late stage of the 

cycle. On average, bull markets tend to last around six 

years, while bear markets tend to be shorter but more 

pronounced. Overall, we believe that economic 

fundamentals have been improving, with indicators 

such as PMIs and jobless claims trending down, and 

EPS figures have also been improving. Valuations 

looked mixed across regions, with the US looking the 

most expensive based on measures such as the cyclically 

adjusted prices earnings (CAPE) ratio.  

Market momentum has been strong, with one of the 
risks being that the market has overshot. Markets have 
factored in a fair amount of goodwill, banking on 
President Trump’s ability to execute on his economic 
growth initiatives. However, if he falls short of 
expectations, markets will most likely retract. 
Interestingly, despite the strong momentum supporting 
markets, investors remain cautious. The CBOE SKEW 
Index, which is based on the price of tail risk, indicates 

that the market is pricing in a higher probability of more 
extreme risk events.  
 
In the last quarter, we reduced our underweight 
exposure to equities and reduced our exposure to 
property. We recognised the improvement in economic 
fundamentals and improvement in company earnings, 
however we noted that valuations are not compelling, 
and that markets may have overplayed the ‘Trump’ 
effect. Time will tell. Overall, we remain cautious. 
 
 
Market developments during February 
2017 included: 

Equities 

Despite the Australian market experiencing a sober start 
to 2017 following the highs late in 2016, the S&P/ASX 
200 Accumulation Index gained 2.25% following 
January’s loss of -0.79%. As also evident in January, 
strong gains were again evident in the Health Care 
sector (3.84%) led by CSL Limited 4.95%, Ramsay 
Health Care Limited (4.46%), Resmed INC (4.82%) and 
Sonic Healthcare Limited (3.36%). Consumer Staples 
(4.86%) was the best performing sector for the month of 
February with the A2 Milk Company Limited (4.25%) 
continuing to outperform expectations. With a possible 
expansion into China whilst capitalising on the exit of 
Rob Wooley, Chairmen of Bellamy, ahead of a potential 
board spill, this has seen the continued appreciation in 
A2’s share price. Both Wesfarmers Limited (6.11%) and 
Woolworths Limited (4.72%) assisted in contributing to 
the positive return of Consumer Staples.  

 

Real Estate improved from its performance in January 
with the sector up 4.13%. However, contrasting its 
previous strong performance in January, Materials 
declined by -3.66% largely due to a reduction in 
commodity prices, in particular copper, from mid – 
February onwards. Ultimately, this translated into 
losses for companies such as Rio Tinto Limited. 

 

Fixed Interest 

Yields continued the trend of stabilisation established in 
January contrasting to the rapid movement of yields 
exhibited in November and December 2016. Again, the 
prospect of higher inflation has been supported by 
recent CPI releases in both Europe and the US, which 
would be supportive of higher yields. However, such 
rising yields on high-yield debt could adversely impact 
company earnings. In February, the US 10-year 
Treasury yield finished at 2.39% after reaching a high of 
2.49%. The return on US corporate investment grade 
bonds was 1.13% in February up from 0.30% in January, 
while US high yield debt returned 1.45%, still benefiting 
from a risk-on environment. Credit spreads were further 
compressed in February, with the BofA Merrill Lynch 
US High Yield OAS falling from 4.00% to 3.74%. Global 
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bonds, measured by the Barclays Global Aggregate TR 
Index, returned 0.91% in February (in AUD hedged 
terms). Returns on Australian corporate bonds were 
0.33% with the yield on Australian 10-year Treasuries 
increasing slightly from 2.73% to 2.75%. The UK 10-year 
Gilt yield decreased from 1.42% to 1.15% in February 
resulting from weak labour market figures and ongoing 
Brexit negotiations. The German 10-year Bund yield 
decreased from 0.43% to 0.21% while the 5-year Bund 
remains negative at -0.57%. The Japanese 10-year yields 
decreased from 0.08% to 0.06% 

REITs (listed property securities) 

The S&P/ASX 300 A-REIT Accumulation Index gained 
4.13% in February, thereby helping to erase the loss 
recorded in January of -4.71%. This reversed the 
occurrence of the loss in January and continued to the 
trend of appreciation in this index, underpinned by 
strengthening property markets and Sydney and 
Melbourne combined with falling vacancies of rental 
properties. GPT Group (5.34%) and Dexus Property 
Group (5.12%) were two constituents who improved 
their performance throughout February after 
experiencing the largest losses in January, 
respectively.  

Despite the GPT Group and Dexus Property Group’s 
commercial property portfolios being most sensitive to 
rises in long-term bond yields, rising property price 
and falling rental vacancies have continued to place 
upward pressure on REIT prices. With the possibility 

of persistent equity market volatility, this appreciation 
may continue to be evident throughout 2017 as 
investors seek to stabilise returns.  

Globally, REITs improved in February, with the FTSE 
EPRA/NAREIT Developed NR Index returning 3.29%. 
With a rising interest environment, reverberated with 
the likelihood of a rate increase in the US March, 
REITs will continue to face additional pressure on cap 
rates and leasing spreads. However, considering the 
aforesaid, as stated in January’s review investors may 
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 February indicate that the 
index increased by 1.7 per cent (on a monthly average 
basis) in SDR terms, after increasing by 4.2 per cent in 
January (revised). An increase in the price of iron ore 
was partially offset by a lower coking coal price. Both 
the rural and base metals subindices increased in the 
month. In Australian dollar terms, the index declined by 
0.9 per cent in February. 

Over the past year, the index has increased by 56.0 per 
cent in SDR terms, led by higher coking coal and iron 
ore prices. The index has increased by 41.0 per cent in 
Australian dollar terms. 
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for providing investment consulting advice to clients, which includes model portfolios, approved product lists and other financial 
advice. Lonsec’s fees are not linked to the financial product rating(s) outcome or the inclusion of the financial product(s) in model 
portfolios, or in approved product lists. Lonsec may hold any financial product(s) referred to in this document. Lonsec’s 
representatives and/or their associates may hold any financial product(s) referred to in this document, but details of these holdings 
are not known to the analyst(s).  
Warnings: Past performance is not a reliable indicator of future performance. Any express or implied rating or advice presented in 
this document is a “class service” (as defined in the Financial Advisers Act 2008(NZ)) or limited to “general advice” (as defined in 
the Corporations Act 2001(Cth) and based solely on consideration of the investment merits of the financial product(s) alone, 
without taking into account the investment objectives, financial situation and particular needs (“financial circumstances”) of any 
particular person. Before making an investment decision based on the rating or advice, the reader must consider whether it is 
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should obtain and consider the Investment Statement or the Product Disclosure Statement for each financial product before making 
any decision about whether to acquire the financial product.  
Disclaimer: Lonsec provides this document for the exclusive use of its subscribers.  It is not intended for use by a retail client or a 
member of the public and should not be used or relied upon by any other person. No representation, warranty or undertaking is 
given or made in relation to the accuracy or completeness of the information presented in this document, which is drawn from 
public information not verified by Lonsec.  Financial conclusions, ratings and advice are reasonably held at the time of completion 
(refer to the date of this report) but subject to change without notice. Lonsec assumes no obligation to update this document 
following publication. Except for any liability which cannot be excluded, Lonsec, its directors, officers, employees and agents 
disclaim all liability for any error or inaccuracy in, misstatement or omission from, this document or any loss or damage suffered 
by the reader or any other person as a consequence of relying upon it. 
Copyright © 2016 Lonsec Research Pty Ltd (ABN 11 151 658 561, AFSL No. 421445) (Lonsec). This report is subject to copyright of 
Lonsec. Except for the temporary copy held in a computer's cache and a single permanent copy for your personal reference or other 
than as permitted under the Copyright Act 1968 (Cth), no part of this report may, in any form or by any means (electronic, 
mechanical, micro-copying, photocopying, recording or otherwise), be reproduced, stored or transmitted without the prior written 
permission of Lonsec. 
This report may also contain third party supplied material that is subject to copyright.  Any such material is the intellectual 
property of that third party or its content providers. The same restrictions applying above to Lonsec copyrighted material, applies 
to such third party content. 

 


