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Across emerging markets, the impact of the pandemic 

is still being felt in key markets, including India, Russia 

and parts of Latin America. Growth in these regions will 

come under pressure and likely to continue to lag 

behind. In China and East Asia, the effective control of 

the pandemic, largely due to proactive government 

policies has enabled a much faster pace of economic 

normalisation. This has resulted in global supply chains 

recovering quickly to meet rising pent up demand i.e. 

‘revenge spending’ across households that have been 

under lockdown. The global trade cycle has rebounded 

and we expect this will continue over 2021. 

As the initial wave of the pandemic fades, the major 

issues for 2021 will be centred on the economic 

adjustment process. Global unemployment remains 

high and large wage subsidy programs are still 

distorting the labour market. Despite cyclical 

unemployment benefiting from the return of 

businesses post lockdowns, structural unemployment 

remains a challenge. Trends across the digital economy 

accelerated this year due to remote working and 

isolation, resulting in advances in automation and 

artificial intelligence. These disruptive technologies are 

likely to place traditional sectors at risk for 

displacement. Across developed markets, productivity 

growth has remained low and the current set of fiscal 

policies have focused on income supplementation as 

opposed to driving higher productive investment 

across public infrastructure, transport and utilities. This 

suggests the ensuing economic recovery is still going to 

be centred around low underlying growth.  

support the economy and the financial markets beyond 

traditional tools such as cutting interest rates. 

Quantitative easing, forward guidance and yield curve 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

Introduction

The Global Pandemic of 2020 has had 

an unprecedented impact on financial 

markets and the economy and it is not 

over yet. Governments around the 

world implemented lockdowns in an 

attempt to slow the spread of 

transmission; stopping all forms of 

activity and resulting in some of the 

largest declines in economic output in 

the modern era.

Once lockdown measures eased, economic activity 

gradually recovered. However, the onset of the second 

wave in parts of Europe and the United States (US) is 

likely to delay a full recovery until transmission of the 

virus recedes. 

Globally, we expect the economy to continue its 

recovery over 2021, which is well supported by 

government stimulus and ultra-accommodative 

monetary policy. However, this pace of recovery will be 

uneven as only a small number of countries, including 

China, South Korea, Taiwan (PRC) and the US are likely

to see total output surpass 2020 levels. For most 

developed economies, including Australia and New 

Zealand, we expect growth to slowly return to pre-crisis 

levels by the end of 2021.

under lockdown. The global trade cycle has rebounded 

and we expect this will continue over 2021. 
given low bond yields and elevated equity market 

valuations in the US stock market.

https://bit.ly/392AxhT


Inflation fell in 2020 as demand contracted and

producer prices in key manufacturing hubs including 

China still show dis-inflationary trends due to lower

input prices and commodities. Wage growth is          

unlikely to rise due to excess supply in the labour 

market, which suggests inflation is still likely to be 

significantly below central bank targets. Monetary 

policy over this period has turned ultra-

accommodative as central banks support the           

economy and the financial markets beyond                

traditional tools such as cutting interest rates. 

Quantitative easing, forward guidance and yield 

curve control policies have effectively pinned down 

the yield curve, which has continued to provide an 

easing in financial conditions for corporates and 

households. With interest rates anchored at the ‘zero 

lower bound’ we do not expect monetary policy to 

tighten over the next three year period.

Over 2021 one of the key risks for the economy and 

financial markets remains in the policy domain. Large 

fiscal policies geared towards income support has 

managed to prevent a much larger downturn but 

questions remain as to whether these policies are 

sustainable over the long run. Any retrenchment of 

fiscal support at a time when growth fundamentals 

still remains weak could result in a double dip            

recession.

Another more permanent risk to the landscape is the 

ongoing US and China tensions, which has resulted in 

technological conflicts and prompted more calls 

towards regionalisation, which could disrupt global 

supply chains. Finally, any unanticipated pickup in 

inflation could potentially derail financial markets 

given low bond yields and elevated equity market 

valuations in the US stock market.
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growth has remained low and the current set of fiscal
policies have focused on income supplementation as
opposed to driving higher productive investment
across public infrastructure, transport and utilities. This
suggests the ensuing economic recovery is still going to
be centred around low underlying growth.

https://news.cbre.co.uk/london-is-worlds-most-liquid-real-estate-market/#:~:text=Key%20findings%3A&text=The%20largest%20five%20cities%20in,global%20liquidity%20ratio%20of%208.6%25.
http://www.mercer.com/our-thinking/wealth/international-non-core-real-estate.html


Global economic outlook 
and policy

The global pandemic has currently exceeded 67 million (as at 8 December) 

confirmed cases and is still rising across many parts of the world. In order to 

fight the virus many governments opted for the lockdown approach, which 

meant people were ordered to stay at home and numerous economic          

activities came to a halt. Though an effective approach in reducing the person-

to-person transmission, the lockdown did inflict severe economic damage 

causing a very deep recession in the first half of the year.

The global economy started to rebound over the 

second half of the year as transmission was controlled 

which led to an easing of restrictions. Manufacturing 

orders boomed over Q3 due to consumer pent up 

demand and supply shortages. Global supply chains 

have also recovered as China quickly emerged out of 

lockdowns, which has led to a strong rebound in the 

global trade cycle. We expect this will continue over 

2021. In most parts of the developed world, 

consumption rose sharply on a combination of ‘panic 

buying’ and income effects from government transfer 

payments. This one-off boost to consumption is 

unlikely to be sustained and retail sales have eased 

from this  initial bounce. However, underlying           

consumer demand has remained robust.

From here, we are more positive on the outlook for 

consumption as the vaccine is rolled out on an 

increasing scale in the first half of 2021. There are 

considerable excess savings and pent-up demand 

of government support measures and the reduction in 

interest rates by central banks.

Source: Bloomberg, Mercer

Global trade growth vs lead index

Chart 1: Global trade recovery is well underway

policies. 

to be released by consumers while businesses are 

in the middle of a restocking cycle as inventories 

are at an almost ten year low. We anticipate 

services spending will likely rise sharply over 2021. 

Global consumer confidence has remained 

positive on a combination of government support 

measures and the reduction in interest rates by 

central banks. 
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Over 2021, we continue to expect the global economy 

to recover although the pace of the recovery is likely 

to be uneven due to differences in the policy mix,

both in relation to the management of the pandemic 

and the economy. A small group of countries

including the United States, China, South Korea and 

Taiwan (PRC) will likely see their 2021 growth exceed 

2020 levels with most advanced economies including 

Australia and New Zealand expected to recover 

gradually towards 2020 levels by the end of 2021. 

Across emerging market economies, the recovery is 

likely to lag behind advance economies due to poorer 

public infrastructure, which is an impediment to virus 

control and limited room to implement sizeable fiscal 

policies.

Across developed markets and China, co-ordinated 

fiscal and monetary policy have come under the 

spotlight for enabling the economy to withstand the 

impact of the lockdowns. Fiscal policy across the 

developed world has focused on providing income 

support, which has prevented a more adverse 

contraction in output and unemployment. The

labour market has continued to rely on wage 

subsidies, which may continue in the short run but 

may not be amendable to governments in the long 

term once the economy normalises. Therefore,       

withdrawal of fiscal policy at a time when the

economy is still in an early phase of recovery may 

derail the cycle, this is why we continue to expect 

fiscal policy settings to remain highly accommodative 

over the near term.

Monetary policy has also played a        

significant role in aiding the recovery 

through interest rate reductions,          

purchases of government/corporate 

bonds and provision of term funding for 

banks. These measures have helped to 

support financial market   liquidity and 

to ease financial conditions for 

corporates and households to stimulate 

spending and investment.

G4 + China headline fiscal deficit as % of GDP

Chart 2: Fiscal policy in the spotlight
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One challenge in the current crisis is that monetary policy has lost   

efficacy, as interest rates reach the ‘zero lower bound’. As a result, 

central banks need to place greater reliance across unconventional

policies such as forward guidance, yield curve control and other

tools to target financial market variables. At the same time, central 

banks are also revisiting their inflation target framework. The US 

Federal Reserve has introduced an average inflation target that 

explicitly allows periods of higher inflation. This is an important 

change in the policy reaction function, as we believe this will better 

anchor the level of inflation expectations in the economy, which will 

result in lower real yields and encourage spending and investment 

by households and firms. This measure will also enable central banks 

to maintain accommodative policy settings for an extended period 

into the future.

Central bank policy rates (%)

Chart 3:  Monetary policy stuck at the 'lower bound'
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At the time of writing, the nail-biting US election has 

ended with Joe Biden declared winner by news outlets. 

The Democrats have retained control of the House of 

Representatives with a reduced majority but control of 

the senate is likely to remain in Republican hands. 

Policies under president elect Joe Biden will likely see 

the US engage back into the multilateral system and to 

play a more constructive role on the international

stage. Polices to deal with COVID will likely take priority 

and while we still expect further stimulus, the size is 

likely to be lower due to how quickly the economy has 

managed to normalise.

Inflation in the US has fallen sharply, currently reading 

at 1.2%. There is certainly a case to be made for inflation 

to rise in the long-term on a deglobalisation narrative 

and central banks more willing to tolerate an inflation 

overshoot. Higher inflation would be beneficial in 

reducing debt levels. However, in the near term there 

are still likely to be more disinflationary forces due to 

large output gaps and excess labour supply which will 

likely put downward pressure on wage growth.

support the economy and the financial markets beyond 

traditional tools such as cutting interest rates. 

Quantitative easing, forward guidance and yield curve 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

United States

The US economy contracted sharply in 

the first half of 2020, driven by the 

lockdown measures designed to limit 

the spread of the coronavirus.

The first two quarters saw real GDP fall by 9.1% on a

year on year basis before recovering in Q3 to -3.2% year 

on year. The labour market deteriorated sharply with 

the unemployment rate rising to 14.8%, this soon 

recovered back down to 6.9% in October. The 

government was quick to react by announcing 

numerous support measures that ranged from

stimulus checks for households and loan guarantees

for the impacted businesses.

Going forward, we expect the economic activity to 

continue to rebound on the back of supportive policy 

measures, large pent-up demand because of elevated 

savings rates in 2020, generally improving business 

outlook and easy financial conditions. The US housing 

market has been strong and household balance sheets 

are robust. We expect the US economy to be back at 

2020 levels late over the first half of 2021.

under lockdown. The global trade cycle has rebounded 

and we expect this will continue over 2021. 

Chart 4:  Inflationary pressures remain low

Source: Bloomberg, Mercer

https://bit.ly/392AxhT
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The government has encouraged greater investment 

across indigenous technologies to deal with the 

constraints posed by the pandemic, which has led to a 

rise in the digital economy that has seen consumption 

return to positive levels. Part of this push is also to 

reduce reliance on foreign inputs due to purchase 

constraints in overseas markets. The government in the 

14th 5-year plan is pivoting towards modernising

China’s manufacturing sector to take advantage of the 

emergence of new technologies such as AI, automation 

and robotics and to allow consumption to become a 

larger part of overall growth in the economy. We expect 

China’s growth momentum to continue into 2021.

support the economy and the financial markets beyond 

traditional tools such as cutting interest rates. 

Quantitative easing, forward guidance and yield curve 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

China

Growth in the Chinese economy fell 

sharply over Q1 2020 due to lockdowns 

but has since rebounded sharply over 

Q2 and Q3.

Economic output is higher by 4.9% compared to a year 

ago. The People’s Bank of China (PBOC) has provided 

only temporary relief for financial markets by easing 

policy rates in the first half of the year. As the economy 

recovered, the PBOC quickly withdrawal policy support 

from the system and Chinese 10 year bond yields are 

back to where they started the year at around 3.2%.

Fiscal policies in China have taken a very different 

strategy compared to the large bazooka style stimulus 

during the Global Financial Crisis (GFC). Policies that 

were implemented at a provincial level have focused 

on providing households with income support and 

cash flow assistance to businesses. The central 

government focused almost exclusively on supporting 

new age infrastructure such as 5G communication, 

high speed rail, high voltage electricity transmission, 

data centres and have encouraged more businesses to 

focus on artificial intelligence and industry and the 

Internet of Things (IoT). These measures have allowed 

the economy to bounce back quickly from lockdown. 

The manufacturing sector has continued to grow 

strongly on rising internal demand but also from 

strong external demand. As a result, China’s export 

growth has risen by over 21.1% on a year on year basis, 

which has led to a stronger currency.

under lockdown. The global trade cycle has rebounded 

and we expect this will continue over 2021. 

https://bit.ly/392AxhT
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After the restrictions were lifted, the Eurozone GDP 

bounced back by –4.3% in Q3. The path ahead is tricky, 

especially in light of the newly imposed restrictions as 

Q4 quarterly growth is expected to dip back into 

negative territory. However, as stimulus measures 

continue, and as the virus is brought under control once 

again, we expect the economy to recover to pre-virus 

levels in late 2021 or early 2022.

European inflation is currently at -0.3% on a year over 

year basis. Similarly to the US, there is a case to be made 

for inflation to rise in the longer term, however, we      

expect it to be subdued and well below the central

bank 2% target in 2021 and for the next few years.

support the economy and the financial markets beyond 

traditional tools such as cutting interest rates. 

Quantitative easing, forward guidance and yield curve 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

Eurozone

Economic growth in the Eurozone    

completely collapsed during the first 

half of the year due to strict lockdown 

measures to contain the spread of the 

coronavirus.

The first two quarters saw real GDP fall by 14% on a year 

on year basis. Unlike in the US, where the government 

supported the unemployed (which incentivizes 

temporary layoffs), European governments offered  

companies to pay for their employees’ salaries.

Shielded by the furlough scheme, the European 

unemployment rate has only risen modestly. As the 

furlough schemes expire (or are replaced by less 

generous schemes), the unemployment rate in Europe 

should rise sharply.

In addition to nation-specific fiscal measures (c.4% of 

GDP), European countries have come together in 

launching the EUR750bn Recovery Fund which is the 

first time the European Union is willing to engage in 

large scale fiscal transfers funded by commonly issued 

debt. In addition to supporting growth over the next 

few years, it also establishes a precedent for future risk 

sharing. It also takes the pressure off the European 

Central Bank, which up to this point was doing most of 

the heavy lifting.

under lockdown. The global trade cycle has rebounded 

and we expect this will continue over 2021. 

https://bit.ly/392AxhT
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The household sector has entered the crisis with high 

leverage but the impact of falling interest rates and 

stable property prices have continued to support   

household balance sheets. Consumer spending initially 

rose from one-off events such as panic buying and         

income effects but this has started to soften. Higher 

household confidence suggests consumption is likely to 

stabilise ahead. The labour market continues to benefit 

from the JobKeeper program, which covers around 14% 

of the labour force. We expect further improvements in 

the unemployment rate once borders and restrictions 

are relaxed further but largely anticipate the                  

government will maintain some form of stimulus post 

JobKeeper’s formal deadline. The external sector has    

benefited from higher iron ore prices but trade tensions 

with China will likely see some headwinds emerge 

ahead.

support the economy and the financial markets beyond 

traditional tools such as cutting interest rates. 

Quantitative easing, forward guidance and yield curve 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

control policies have effectively pinned down the yield 

curve, which has continued to provide an easing in 

financial conditions for corporates and households. 

With interest rates anchored at the ‘zero lower bound’ 

we do not expect monetary policy to tighten over the 

next three year period. 

Australia

The Australian economy in line with international peers also imposed a
large national lockdown in the first half of the year, which resulted in negative 
growth of 6.3% on a year on year basis. This improved to -3.3% year on year 
over the third quarter and we expect the recovery to broaden over 2021.

The Reserve Bank of Australia has cut interest rates to a 

record low of 0.10% and is in the process of 

implementing a AU$100bn program of quantitative 

easing. This will further ease financial conditions, which 

will be a boost for households and corporates. The 

domestic property market has continued to remain 

resilient and housing finance remains supported by 

strong underlying demand and low interest rates. We 

expect the housing market to bode well going into 2021 

once state borders reopen and as responsible lending 

rules are relaxed.

under lockdown. The global trade cycle has rebounded 

and we expect this will continue over 2021. 

https://bit.ly/392AxhT
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The Reserve Bank of New Zealand has provided 

monetary policy relief by cutting interest rates to a 

record low of 0.25% and has embarked on a 

quantitative easing program. 

Fiscal policy has also played a key role in supporting the 

economy with the wage subsidy scheme a key pillar for 

the labour market. Consumption has remained strong in 

this period and the housing market remains a source of 

strength. We expect growth to continue over 2021 once 

international borders begin to partially re-open which 

would be a boost for the tourism sector. 

Accommodative monetary and fiscal policies will also 

support the economy ahead.

The New Zealand economy has also 

been impacted severely by the impact 

of lockdowns which has resulted in 

annual growth falling to -12.4% in the 

second quarter, before rebounding. 

New Zealand
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Equities

The ongoing global economic recovery combined with easy monetary and 

fiscal policy has resulted in an attractive outlook for global equities.

Equity markets were quick to reflect the virus impact, 

pricing in a recession and entirely collapsed earnings in 

a number of industries. In end March and early April it 

became evident governments and the central banks 

were willing to do 'whatever it takes' to prevent a more 

severe recession and market crisis. 

The S&P 500 index subsequently rallied 56% since the 

bottom. However, much of the rally in global equities 

was driven by the technology sector with a view into 

the forefront of new economy sectors that include 

digitalisation, artificial intelligence and automation, 

which have been accelerated by the onset of the 

pandemic. Companies in this domain including 

Facebook, Amazon, Ebay and Google benefited greatly. 

Likewise, similar companies in Asia including Tencent, 

Alibaba, JD.com and Meituan equally benefited from 

changes in living and working arrangements. 

Equities have become more expensive on an absolute 

basis as the rebound in prices was not matched by a 

quick rebound in earnings. However, relative valuations 

still support equities compared to bonds.

With all the focus shifting towards growth and 

technology stocks, value has lagged substantially. We 

are more upbeat over the prospect across global small 

caps due to the ongoing economic recovery and their 

value bias which is attractive from a valuation angle. 

Emerging market equities have performed well and we 

expect emerging markets to outperform developed 

markets going ahead which has been primarily due to 

the fast recovery in Asia (China, Taiwan and South 

Korea). The economic recovery is expected to continue 

strongly across these three countries, which make up 

almost 70% of the Emerging Market index with the 

improvement in global trade providing a strong 

tailwind for earnings growth in 2021. 

Going forward, we expect corporate earnings to 

rebound as economic growth normalises and 

favourable central bank policies and fiscal stimulus will 

likely supress left tail events. The cost of capital remains 

low, underpinning very loose financial conditions. 

Against this backdrop, we believe equities are likely to 

do well in 2021. Within equities, we have an overweight 

to global small caps as pro-cyclical segments are 

expected to outperform defensive sectors. We also 

have an overweight to emerging market equities 

relative to developed market equities on the improving 

global economic outlook and the rapid normalisation 

across global trade. 

Global equities
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Australian equities have lagged behind the US market due to a sector composition 

that is more exposed to traditional industries such as banks and resources.

Financial year 2020 EPS is expected to be down around 

20% and FY 2021 earnings are anticipated to expand by 

around 5.0%. The market will likely take a considerable 

period for the level of earnings to recover back to pre-

crisis levels.

Our outlook for the market ahead remains broadly 

positive as central bank easing further supports 

households and firms, which will encourage a gradual 

recovery in revenue and profits. The domestic property 

market is expected to gain further traction as 

responsible lending rules are unwound, which will be 

positive for the banks. 

Across the resources sector, high iron ore prices 

continues to provide a tailwind for the big three 

miners, BHP, RIO and Fortescue. Chinese demand has 

recovered quickly post the pandemic and supply issues 

in Brazil have benefited domestic producers. Oil prices 

are still down and we anticipate demand to recover 

gradually. The best sector of the market remains in the 

industrials space but valuations appear lofty with 

forward PE ratios at around 30x earnings. 

The New Zealand stock market has performed well 

with the aggregate index surpassing pre COVID levels. 

This result is due to the market’s large exposure 

towards utilities and health care, which are defensive 

industries and have handled the crisis much better 

than cyclical industries. Consensus earnings 

expectations for 2021 point to around mid-double digit 

growth, which can be realised as the economy 

recovers gradually. 

Forward earnings (Jan 2020=100)

Chart 5: Forward earnings gradually recovering off a low base

Australian and New Zealand equities
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Global government bonds rallied strongly in 2020 as economic growth collapsed 

and inflation expectations sharply fell.

In addition, global central banks slashed rates and 

increased the volume of government bond purchases 

(amongst other things) – supporting bond prices 

further. The yields on the US 10 year government bond 

fell by over 100bps. While the nominal bond yields fell 

to almost as low as they can, real yields kept falling. In 

other words, the real cost of capital has fallen to 

significantly negative levels.

Over 2021, we expect bond yields in the developed 

markets to stay roughly where they are as central 

banks will continue supporting the prices (anchoring 

the yields close to or below zero). In addition, even as 

growth rebounds, it will take a while for inflation to    

actually rise and even longer after that for the central 

banks to respond with any kind of tightening. Although 

we do not expect cash rates to rise over the next few 

years, our outlook for government bonds is

unattractive given the low starting yield and we prefer 

credit such as investment grade for their income 

advantage.

Bonds

Global government bonds
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Australian and New Zealand bonds

Australian bonds yields have been largely dictated by central bank policies, 

which we expect to remain anchored to current levels based on the 

accommodative stance of monetary policy.

The three-year bond yield is under a direct target of 0.10%

and the RBA’s quantitative easing program is likely to 

place downward pressure for longer dated bond 

yields. In addition, the term funding facility will 

provide further support to banks and we are already 

witnessing lower mortgage rates. We hold a neutral 

view for Australian government bonds. While 

negative interest rates are not the preferred policy 

tool for this moment, this may still be a viable option

if future conditions warrant.

New Zealand government bond yields have also been 

influenced by the Reserve Bank of New Zealand and 

bond yields are expected to remain at current levels for 

an extended period. The RBNZ has undertaken 

quantitative easing and have bought a significant size 

of the market which places an upper limit to the 

amount of purchases that can be made in the future. As 

a result, the RBNZ has provided more term funding for 

banks in a bid to lower interest rates.  

10 year government bond yields

Chart 6: 10 year government bond yields remains low
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Credit

What began as a sell-off, pricing in a significant 

number of downgrades and defaults, quickly turned 

into a liquidity driven sell-off. During the peak of the 

crisis in March, very few of the low quality corporate 

bonds were able to change hands, which further 

accelerated the repricing.

However, it quickly became apparent that the central 

banks were here to help at an unprecedented scale. In 

fact, the Fed went as far as announcing they would 

purchase the high yield exchange traded funds (as well 

as buying the investment grade credit outright). That 

coupled with huge fiscal stimulus measures limited the 

extent of default activity and allowed companies to 

raise financing with ease.

Policy support and improving economic outlook has 

led to a rebound in both IG and HY bond markets with 

spreads coming in sharply to close to long-term 

averages. 

We remain positive on the outlook for HY and IG 

markets but have recently rebalanced from an outright 

overweight position back to neutral as spreads have 

largely run their course. We are also more positive on 

the outlook for emerging market bonds in local 

currency to partially offset some of the valuation 

concerns in the high yield market. Emerging market 

currencies are also likely to perform well as the global 

economy continues its recovery in 2021. 

2020 was quite a year in credit markets. In March, the spread on IG bonds  

ballooned to just under 350bps while the spread on HY bonds rose to as high as 

1200bps.
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Currency

The Australian dollar experienced a 

volatile ride this year having fallen to 

a low of 0.55c vs the USD during the 

height of the pandemic before 

recovering strongly to around 0.73c.

From here, we expect the AUD to remain in a trading 

range of between 0.65c to 0.75c. Policy from the RBA 

has managed to bring a downward bias to the

currency as the interest rate differential moves 

against the AUD. From a valuation angle, we

continue to see fair value for the AUD to remain at 

around 0.68c. In terms of medium term capital flows, 

the improving current account is likely to reduce 

demand for foreign capital, which is going to be 

positive for the AUD. The global reflationary 

environment has tended to benefit commodity

prices, which is also a positive driver. We see the 

next major catalyst for the AUD to come from 

developments in the USD but for now, we hold a 

largely neutral position.

For the New Zealand dollar we remain neutral. The 

initial risk off event resulted in a sharp depreciation 

to around 0.57c vs the USD before returning to   

normal levels of around 0.66c. Interest rate              

differentials are less of an advantage for the NZD. 

However, the currency continues to benefit from 

improving trade flows and high agriculture and 

milk prices. At current levels of around 0.68c, we 

find the currency to rep-resent around 18%          

overvaluation relative to purchasing power parity 

and therefore this could lead to further downward 

pressure ahead.
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Conclusions

What 2021 has in store for Australian and New
Zealand investors.

While economic activity is likely to be weak over the 

next few months in the US, Europe and other countries 

with renewed case increases, the outlook for 2021 and 

beyond is much improved. As the vaccine gets rolled 

out on an increasing scale next year a combination of 

increasing herd immunity and warmer weather in the 

US and Europe next spring should either put an end to 

the pandemic or at least reduce its potential to disrupt 

economic activity. There are considerable excess       

savings and pent-up demand to be released by           

consumers while businesses are in the middle of a       

restocking cycle as inventories are at an almost ten year 

low. The global trade cycle has been recovering quickly 

and we expect this will continue next year.

People will be eager to start spending on services, 

which could lead to a mini boom through the middle of 

2021 bringing developed economies led by the US back 

towards their 2019 levels. Growth for Australia and New 

Zealand will also continue to be supported by China’s 

recovery and rising demand from developed 

economies. From there, we should transition into the 

normal early to mid-cycle of the growth phase. Neither 

governments nor central banks will be in a hurry to 

withdraw policy support as the recovery continues and 

are likely to increase support in case of any temporary 

setbacks which justifies lower risk premia on risk assets 

Over a time horizon of 1 – 3 years, economies will be in 

an early/mid stage environment which tend to be    

positive for risk assets. We recommend Australian and 

New Zealand investors to consider portfolio                   

positioning with a bias towards growth assets to take 

advantage of this environment.
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Important Notices

This document has been prepared by Mercer Investments (Australia) Limited 
(MIAL) ABN 66 008 612 397, Australian Financial Services Licence #244385.

References to Mercer shall be construed to include Mercer LLC and/or 
its associated companies.

© 2020 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended 
for the exclusive use of the parties to whom it was provided by Mercer. Its content 
may not be modified, sold or otherwise provided, in whole or in part, to any other 
person or entity, without Mercer’s prior written permission.

Information contained herein has been obtained from a range of third party 
sources. While the information is believed to be reliable, Mercer has not sought to 
verify it independently. As such, Mercer makes no representations or warranties 
as to the accuracy of the information presented and takes no responsibility or 
liability (including for indirect, consequential or incidental damages), for any error, 
omission or inaccuracy in the data supplied by any third party.

Any advice contained in this document is of a general nature only, and does 
not take into account the objectives, financial situation or personal needs of 
any particular individual. Prior to acting on any information contained in this 
document, you need to consider the appropriateness of the advice taking into 
account your own objectives, financial situation and needs, consider the Product 
Disclosure Statement for any product you are considering, and seek professional 
advice from a licensed, or appropriately authorised financial adviser if you are 
unsure of what action to take. 

The findings, ratings and/or opinions expressed herein are the intellectual 
property of Mercer and are subject to change without notice. They are not 
intended to convey any guarantees as to the future performance of the investment 
products, asset classes or capital markets discussed. Past performance does 
not guarantee future results. Mercer’s ratings do not constitute individualised 
investment advice.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, 
commodities and/or any other financial instruments or products or constitute a 
solicitation on behalf of any of the investment managers, their affiliates, products 
or strategies that Mercer may evaluate or recommend.

For Mercer’s conflict of interest disclosures, contact your Mercer representative or 
see www.mercer.com/conflictsofinterest.

Mercer universes: Mercer’s universes are intended to provide collective samples 
of strategies that best allow for robust peer group comparisons over a chosen 
timeframe. Mercer does not assert that the peer groups are wholly representative 
of and applicable to all strategies available to investors.

Risk Warnings: The value of your investments can go down as well as up, and you 
may not get back the amount you have invested. Investments denominated in a 
foreign currency will fluctuate with the value of the currency. Certain investments 
carry additional risks that should be considered before choosing an investment 
manager or making an investment decision.

‘MERCER’ is a registered trademark of Mercer (Australia) Pty Ltd  
ABN 32 005 315 917.
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