, \ l financial - estate - lending

Quarterly economic and
market update

March quarter 2024

Quarter in review

Global equities reached record highs by quarter end
despite a hawkish view from investors on interest rates
as inflation cooled slower than expected. This equity
strength was driven by still-resilient economic data that
continued

to support the prospect of a ‘soft landing’. However,
the shift higher in yields over the quarter hampered
fixed income assets, with the Bloomberg Global
Aggregate Index (AUD Hedged) posting a -0.3% return.
Australian yields, however, were broadly lower over the
quarter, lifting Australian bond returns to 1.0%, with the
Reserve Bank of Australia (RBA) also softening its
hawkish forward guidance in its

March meeting. For Australian denominated
assets, REITs outperformed, followed by global equities
(Figure 1).

Global growth stocks outperformed, led by technology
as Al boom sentiment continued to intensify. Japanese
equities outperformed despite the Bank of Japan
announcing

an end to its negative interest rate policy and yield
curve control. Australian equities advanced 5.4% but
lagged peers, with the materials sector detracting
while small caps outperformed. Chinese equities
rebounded 1.2% over the quarter from better
economic

data and some policy easing from the People’s Bank of
China (Figure 2).

Commodity prices were broadly higher in March, led by
precious metals and energy, while agricultural products
were broadly weaker. The

U.S. dollar started to appreciate again as a less aggressive
cutting cycle from the U.S. Federal Reserve (Fed) was
discounted by markets.

Figure 1. Australian REITS shine
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Note: Returns are cumulative total returns in local currency.
Source: Bloomberg, as of 31 March 2024.

Figure 2. Global equities reached record highs
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Economic and market outlook

Despite inflation cooling among most major developed
economies and providing some comfort to central
banks, there are clear regional differences. The U.S.
exceptionalism hasn’t shown any meaningful signs of
fading out, with growth still above the pre-COVID trend
and boosted further by supply side forces. The
Australian economy has proven broadly resilient, with
signs of recovering consumer sentiment, business
confidence significantly improving this year, and the
government running a modest fiscal deficit to fund
investment in certain key sectors.

The story elsewhere has been very different, with
tentative signs that economic momentum in Europe
bottomed in Q4 2023 and may remain below trend in
2024 amid still restrictive monetary and fiscal policy, and
the lingering effects of the energy crisis. The Chinese
economy is still challenged by persistent headwinds,
including a prolonged property downturn, subdued
business confidence, with the output gap expected to
close by end-2025, while inflation is likely to remain
subdued given the widening supply-demand imbalance.

Australia has seen growth moderating, as intended by
the RBA’s cash rate policy. Still, domestic and wage-
driven inflation are poised to remain elevated, buoyed
by incremental increases in real household income,
resurgence in the housing market, and sustained
investments in key sectors such as education, healthcare,
and transportation, facilitated by a modest fiscal deficit.

The inflation call also rests on the developments in

the housing and labour markets. Although the
unemployment rate has ticked up of late, strong wage
growth and slow productivity gains have led to a
slower disinflation process than expected. As
productivity growth has lagged, unit labour costs are
outpacing levels consistent with the

RBA’s 2—-3% inflation target, reflecting some of the
‘sticky’ components of inflation. Moreover, inward
migration has added to housing demand, feeding into
sticky price pressures via higher rents. The labour
market also remains at historically tight levels, with the
employment- to-population ratio close to a multi-
decade high, so the path to eventual policy easing could
be longer.

Figure 3. Rate cuts not expected for Australia until end of 2024 at the earliest
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Note: Monthly data through March 2024. Forecasts thereafter run through year-end 2024 and 2025.
Sources: Vanguard calculations, based on data from Bloomberg as of 31 March 2024



Looking forward, broad pressures may persist, but
earnings growth abroad should remain

a larger driver of returns for international equities than
for the local Australian market. Meanwhile, markets
also looked towards interest rate cuts, grappling with
data releases and policymaker commentary. Upside
from rate relief for valuations may be limited, offsetting
but not erasing the effects of elevated valuations.
According to Vanguard Australia, Australian equities are
expected to return around 4.3-6.3% per year on
average over the next decade, and international
markets are expected to return 4.9-6.9%.

Although this is lower than returns investors

have experienced over the past decade, equities are
still expected to play a key role in driving portfolio
returns over the long term.

In bond markets, government bond yields have broadly
moved sideways as rate expectations recalibrate. While
rates may fall in many developed markets, secularly
higher neutral rates will likely support bond yields over
the longer term. Credit spreads remain relatively tight,
but positive supply-demand dynamics, combined with
higher yields, may dampen price movements. For
aggregate bond indexes, Vanguard Australia expects
returns of 3.7—4.7% for Australian bonds and 3.9-4.9%
for global bonds.

Figure 4. Drivers of equity returns have varied by region
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