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Key themes 
for the period: 

Let the good times roll…

Equity markets surged in late 2017 and closed on record 
highs, including in New Zealand and the United States. On 
an annual basis, equities (shares) returned over 20% in NZ 
and developed markets, whilst emerging markets returned 
over 35%. Bond returns were more subdued in the low single 
digits, but still comfortably ahead of short-term cash rates in 
most economies. 

The catalyst for the end of year surge was the passage of very 
large corporate tax cuts in the United States, reducing their 
headline rate from around 35% to 20%. This increases profits 
for investors into US equities, and no doubt will put pressure 
on other governments to consider whether their rates remain 
competitive. Notably, headline statutory rates in New Zealand 
(28%) and Australia (29%) are now higher than the average 
OECD corporate tax rate of 24%, and much higher than the 
rates seen in advanced economies such as Switzerland, 
Ireland, Germany and Canada (figure 1). 

While US tax cuts played the lead role in late 2017, economies 
have been generally supportive, which flows through to strong 
corporate earnings. Global and New Zealand monetary policy 
settings remain very accommodative despite rate hikes in the 
US over 2017, fiscal policy in most countries is no longer tight 
(i.e. austerity programs have largely ended) and global growth 
is solid, with all countries that comprise major MSCI indexes 
currently expanding. Crucially, it is corporate earnings which 
have been the primary source of equity returns (figure 2). This 
means that despite the large gains in markets over the past 
year or so market analysts assess they are, at most, mildly 
over-valued rather than in a ‘bubble’. 

Global growth is robust 

The OECD (again) revised up its forecasts for global growth 
to 3.7% for calendar 2018, above 2017 levels and the longer-
term trend rate of around 3.5% (figure 3, overleaf). 
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•   STRONG EQUITY RETURNS

•   TAX CUTS IN THE US SUPPORT MARKETS

•   ECONOMIC GROWTH FORECASTS REVISED 
UPWARDS

•   MARKETS ANTICIPATE INTEREST RATES 
LOOK TO STAY LOW IN THE SHORT TERM

US TAX CUTS PLAYED THE LEAD ROLE 
IN LATE 2017

The world that was:  
A review of the quarter

Figure 1: US corporates get a break

Source: IMF Economic Outlook and MSCI data

Corporate Income Tax Rates in the OECD

Figure 2: Earnings have been the main driver of equity returns

Source: MSCI

Decomposition of Equity Returns by Regions in 2017
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the devastating hurricanes), its fastest pace in two years. 
Consumer confidence in the US is now at a 17-year high 
(figure 5, overleaf). In Australia GDP growth for September 
was a little weaker than expected at 2.4%, with larger 
surprises under the surface. Business investment was strong, 
but household spending was the weakest since 2008. This 
reflects low wage income growth, and all else equal, supports 
the relative attractiveness of New Zealand workers staying put 
in New Zealand. Markets now consider that interest rates are 
most likely not to rise until the end of 2018. 

In China, authorities are striving to reduce growth and risks 
from rapid debt build-up. Growth is currently running at 
around 6.5%, in line with target levels. 

Elsewhere in the emerging world, Indian GDP growth 
for September was a touch over 7% and well ahead of 

Figure 3: OECD expects global growth to remain solid

Emerging markets are expected to maintain their edge 
growing at 4.9%, while developed markets are expected to 
grow at around 2.4%. The upward revision to the economic 
outlook in part reflected favourable data outturns in all the 
major economies. Growth in the world’s largest economy, 
the Euro Area, was 2.4% for the third quarter of 2017. This 
was again ahead of expectations, and over a percent ahead 
of where forecasters expected European growth to be at the 
beginning of 2017 (figure 4). The main source of this large 
forecast error is over-attributing political risks, and perhaps 
also underestimating the speed of pay-off from reforms in 
Euro Area countries.  As the saying goes, making predictions 
is very difficult, especially if about the future!

US GDP growth for the third quarter came in stronger 
than expected at 3.2% on an annualised basis (despite 

Source: OECD

Figure 4: European growth positively surprises again

Source: Deutsche Bank, (dots are DB forecasts)

INDIAN GDP GROWTH WAS A TOUCH OVER 7% AND WELL AHEAD OF EXPECTATIONS
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expectations, whilst the Brazilian economy expanded at 4.2% 

on annualised basis, its best result since early 2014. 

New Zealand outlook remains solid despite ongoing  
housing risks 

In New Zealand, the latest GDP release in December contained 

a huge surprise – growth was substantially revised up over 

2015 -2017 to average around 3.7% per annum (from under 

3%). This completely changes the narrative that the economy 

was somehow suffering from ‘low quality’, low productivity 

growth. Instead, it has been going gangbusters, as we might 

have expected all along given record high net migration, 

tourism spending, commodity prices, and construction activity. 

This data came post-election and too late for National to 

capitalise on, but lest we shed a tear, from this commentator’s 

perspective it in part reflects the continual under-resourcing of 

Statistics New Zealand by the Government! Our data remains 

very lagged and lacking compared to most other OECD 

economies.  

Looking forward, growth indicators remain robust, and the 

Treasury’s most recent round of business meetings suggests 

businesses are optimistic about the outlook for the economy, 

with constraints of finding skilled labour their main concern 

(figure 6). There are, however, policy changes in-train, including 

to housing, immigration, foreign direct investment, monetary 

policy and tax settings; notably including ring-fencing losses 

on investment properties. NZ economists do not (as yet) 

expect any of these changes to have large macro implications 

and ‘getting on top’ of housing and infrastructure strains are 

widely seen as an imperative. But it also acknowledged that 

the economy remains very vulnerable to a housing ‘shock’, 

and if the housing market was to go from neutral to reverse, 

the macro outlook would no doubt substantially deteriorate – 

despite years of KiwiSaver most New Zealanders still hold at 

least 80% of their wealth in residential housing!

Figure 6: NZ businesses report labour constraints

Figure 5: US households and businesses are buoyant

Source: Statistics NZ, RBNZ

Source: Haver Analytics

IT IS ACKNOWLEDGED THAT THE  
HOUSING MARKET REMAINS  
VULNERABLE TO A HOUSING ‘SHOCK’
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Recently we read an article posted on jasonzweig.com, a website 
run by Wall Street Journal writer Jason Zweig, which was originally 
published in Money Magazine’s October 2002 edition by Jason 
himself. It looks at what exactly in our brain causes us to react the 
way we do when markets fall. What follows is a summary of the 
highlights of the article. 

Our world has changed but our minds are still the same as in 
ancient times

“Our modern skulls house a Stone Age mind” as evolutionary 
psychologists Leda Cosmides and John Tooby put it. For many 
years primitive humans faced problems much simpler than ours, 
such as seeking shelter, avoiding predators, and finding food, 
and as such our brains grew in a way that would allow it to best 
respond to these goals and their respective problems. It’s only 

Special Feature:  
HUMAN RESPONSE TO WHEN MARKETS FALL
JASON ZWEIG, WALL STREET JOURNAL 

PEOPLE INSIST THEY ARE CAPABLE OF 
PREDICTING THE NEXT ITEM IN A SERIES 
EVEN WHEN THE PATTERN IS RANDOM

OUR BRAINS PERCIEVE RUNNING FROM 
A LION THE SAME AS RUNNING FROM A 
FALLING SHARE MARKET

recently, in the past few thousand years, that our daily lives have 
become much more complicated and so our brain has not had 
the needed amount of time to fully rewire towards a modern mind. 
The way Jason puts it, paraphrasing Baylor College of Medicine 
neuroscientist Read Montague:

“The brain is a superb machine when it comes to solving ancient 
problems like recognising short-term trends or generating 
emotional responses with lightning speed. But it’s not so good 
at discerning long-term patterns or focusing on many factors at 
once – challenges that our long-term ancestors rarely faced but 
that we investors confront every day.”

Wired To Survive
Our brains perceive running from a lion as the same thing as 
running from a falling share market. The part of the brain that deals 
with this is the amygdala (A-Mig-Duh-Luh). It is part of our brain’s 
early warning system such that if a potential threat occurred, it 
would react immediately, not stopping to determine how real the 
threat may be. This short term news aimed to stimulate reaction 
is usually related to the well-known concept of the ‘fight or flight’ 
response where the body either prepares to fight a threat or to 
retreat from it, and all subconsciously and immediately. ‘Why does 
this matter to investors?’ You ask. ‘…The bulls and bears aren’t 
literal after all’. The reason this matters is because our primitive 
brains put financial losses in the same boat as it puts predators 
and not only do losses have an effect on the amygdala, they have 
a much larger one than gains. Now this may all sound fine to our 
pockets which are just as concerned about losses, but there is 
more to it; The amygdala also reacts to the mere expectation of a 
loss. The way Jason puts it:

“Long ago, on the plains of the Serengeti, there was probably no 
harm in confusing false alarms for real ones. If your amygdala 
sent you scrambling up a tree to escape a lion, you were safe; if 
what seemed like a lion turned out to be only a patch of brown 

grass rippling in the wind, having climbed that that tree did you 
no harm…But in the world of investing, a panicky response to 
a false alarm – dumping all your stocks just because the Dow is 
dropping – can be as costly as ignoring real danger.”

The reason this panicky response can be dangerous is that an 
investor might make a critical decision without fully understanding 
the impact of his or her actions. A sudden sell-off of some key 
assets just because you have a niggling feeling the market is 
dropping could result in increased costs as well as forgone gains, 
with the dust clearing to show that the ‘crash’ you saw coming 
was little more than a brown patch of grass rippling in the market.

Prediction Addiction
The idea is that people insist on believing that they are capable 
of predicting the next item in a series even when the pattern is 
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All returns are expressed in NZD. We assume Australian shares and international property are 
invested on an unhedged basis, and therefore returns from these sectors are susceptible to 
movement in the value of the NZD.What do you think of our publication? On what subjects would you like to read further?  

Let Phil Ashton at the office know. Email pashton@rutherfordrede.co.nz , or call 09 361 3670

How the markets fared

+5.9% +22%

+1.6% +5.6%

+8.5% +17.6% 

+5.5% 
NZD 

hedged
+7.2% 

unhedged

+19.9% 
NZD 

hedged
+20.1% 

unhedged

+9.3% +34.6%

+1.0% +4.0%

+3.9% +8.6%

Qtrly 
Return

Past 
Year

Asset 
Class

New Zealand Shares: The New Zealand market 
rallied around 5.9% over the quarter, broadly in-line 
with global market returns. Over the past 3 years 
New Zealand’s equity market has remained a stellar 
performer, returning around 14.7% per annum. Source 
of Figures: NZX 50 Index

New Zealand Fixed Interest: New Zealand Fixed 
Interest rallied over the quarter, returning around 1.6%, 
and around 5.6% for the year. The annual return is both 
comfortably higher than 90-day NZ bank bill rates and 
term deposit rates, indicating that NZ corporate bonds 
have delivered a good premium over the year. Source 
of Figures: NZX A Grade Corporate Bond Index

Australian Shares: The Australian share market had 
a very strong quarter, returning 8.5%. This follows 
a relatively weak September quarter result. Within 
Australian equities, small cap shares returned over 
15% for the quarter and 27% for the year – one of the 
best annual performances in global markets. Source of 
Figures: S&P ASX 100

International Shares: International equities had 
another strong quarter, returning around 5.5% in 
local currency terms. Economic data that generally 
exceeded expectations, good reported corporate 
earnings, and the prospect of very large US tax cuts 
added fuel to the fire. The NZ dollar depreciated on 
an MSCI weighted basis, boosting the return from 
unhedged exposures to around 7.2%. Source of 
Figures: MSCI World ex-Australia Index

Emerging Markets: The theme of rising global growth 
and corporate earnings again supported emerging 
market equity returns, which were around 9.2% in 
NZ terms and 7.4% in local currency terms. Over the 
past year emerging markets have been the stand-out 
performer, returning around 35%. Despite this rally 
they are still regarded as relatively good value- returns 
still considerably lag developed markets at a 5 year 
horizon. Source of Figures: MSCI Emerging Markets 
Index

International Fixed Interest: Global bonds had a 
reasonable quarter, returning 1%. Over the past year 
returns have been around 4.0%, again still comfortably 
ahead of NZ cash and short-term bank deposit rates. 
Source of Figures: Barclays Global Aggregate (hedged 
to NZD)

International Property: International Property stocks 
had a reasonable quarter (around 3.9% in US dollar 
terms), lifting the annual return to around 8.6%. This 
compares to around 7.5% for NZ property stocks 
and 12.5% for Australian property stocks. Source of 
Figures: S&P Developed REIT Index 

DOPAMINE IS A CHEMICAL COMMONLY 
REFFERED TO AS A ‘NATURAL HIGH’

completely random. The reason for this is in all of our brains. 
There are two little areas in there that act as our own personal 
financial ‘chart readers’, reacting as soon as there appears to 
be a repeating or alternating pattern and then, just like real chart 
readers, attempt to forecast what comes next. Once again this is 
advantageous for our prehistoric ancestors who needed to use 
patterns to determine which food was safe to eat, where was safe 
to live or venture, or what animals to avoid etc. When it comes to 
the market though this can cause problems for an investor. Take 
a hypothetical company that has beaten earnings forecasts for 
the past 15 quarters. Naturally you’d assume that it will achieve 
this again in the next quarter, right? Astonishingly, if this pattern 
of beating earnings occurs a mere two times in a row, our brain 
already assumes that this is a true repeating pattern. An investor 
who isn’t aware of this phenomenon may then react irrationally 
by ‘gambling’ (although not realising it) that the next quarter will 
follow suit, and could likely lose money on what for a moment 
seemed like a sure thing. And that’s just one side of the coin. 
Any break in an assumed pattern hits our brain hard, causing that 
fear and anxiety that comes with what at the time seems like a 
betrayal. Add to that the additional fact that the longer the pattern 
had continued, the larger the reaction when it eventually breaks.

Dope-amine, the feeling drug
If you haven’t heard of it before, dopamine is a chemical that is 
released by the brain that gives off a sense of euphoria, which 
is commonly referred to as a ‘natural high’. There are many 
reasons for the brain to give of this happy feeling and they may 
differ slightly between people. Some people, for example, get it 
after a long run or other physically strenuous activity; some get it 
from eating a greasy burger. One way that it affects us all though 
is through the release that occurs when we receive a reward for 
taking a risk, and the bigger the risk the bigger the satisfaction 
when it pays off. This reaction has roots in our primal days; it is 
what drove us out of the comfort and safety of caves to attempt to 
look for food or other resources, despite the danger.

“Without it…,” Jason states while paraphrasing Baylor’s Read 
Montague, “our early ancestors might have starved to death 
cowering in caves, and we modern investors would keep all our 
money under our mattresses.”

The dangers of this are pretty clear. The most evident one is that 
the more risks we take the more likely one will fail, and when that 

happens we can just hope there isn’t too much damage. Knowing 
that our brain does this to us is somewhat helpful in itself, but 
knowing how to minimise its effects on our investing is what we 
really need. Luckily there are a few methods mentioned by Jason 
that can be applied to our own investment philosophies. One is 
to Strap Yourself In. Tying in with flight or fight responses, this 
entails avoiding being taken in by news articles designed to attract 
attention rather than provide a balanced view. Short-term events 
seldom make a difference to a long-term investment. The next is 
to Stay in Balance. This step is more focused on the ‘prediction 
addiction’ and warns that over-investment in one asset is too risky 
and so correct balances should be maintained. Another useful 
method is to Look at the Long Run which talks about avoiding 
going all-in on investments just because there appears to be a 
trend over the past few days or weeks, but instead focus on the 
long run. Finally he mentions the method of Diversify, diversify, 
diversify, which encourages exactly that; to ensure you are not too 
invested in one area and instead look to spread your funds around 
to various differing assets.

Part of our role as your advisers is to assist you in making quality 
long-term decisions. Our job is to assist you to make good 
decisions in a modern world and keep a long-term perspective. 
Understanding how our brains might be working against our long-
term needs is certainly helpful.


