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Outlook for Investment Markets
As the global financial crisis recedes, attention continues to focus on prospects for growth
both globally and at home. Strong employment growth, improved business and consumer
confidence, stronger-than-expected retail sales and rising house prices add up to a
favourable environment for the domestic sharemarket in particular.

Review

Short-term interest rates rose over the past quarter. This reflected both the Reserve Bank's increase in the cash
rate from three to 3.25 percent, and expectations of further increases. Ninety-day bank bill yields have risen by
0.50 percent to 3.90 percent over the past month and by 0.80 percent over the past quarter. Most other interest
rates have also been on the move upwards over the past three months. The 10-year Commonwealth bond yield
was up 0.20 percent to 5.60 percent, and wholesale funding (swap) rates have risen quite sharply, the three-year
rate up one percent to 5.80 percent. The $A was very strong over the past quarter, soaring from just under 80 to
92.2 US cents. This can be attributed in part to the weakness of the $US, but also to higher interest rates making
the $A more attractive.

Outlook

The most recent interest rate increase reflects that rates had previously been slashed, and that we appear to be
past the worst of the slowdown. The futures market is currently expecting 90-day bank bills to have risen to around
5.50 percent by the middle of next year. The most likely scenario is for several incremental interest rate increases
before Christmas. Recent comments from the Reserve Bank indicate that it is not keen to leave rates 'too loose’,
for fear of sparking inflationary problems down the track. For the foreseeable future, though, the yields on cash
look to remain less attractive than longer-dated fixed interest securities. Higher interest rates than other countries
T and the likelihood that soon they will be higher again i as well as Australia's strong economic growth suggest
further upward momentum for the $A.

Review

There has been little change recently in the market for global government bonds. The JP Morgan Index recorded a
small 0.60 percent gain in price over the past quarter and a small decline in yield. The strong rally in global
corporate bond prices continued, although the pace of the rise slowed in some markets in recent weeks. The
Barclays index of high-yield (lower-rated) corporate bonds in the US showed a 13.50 percent gain for the quarter,
but only two percent for the past month. Gains have continued to accrue for high-yield European bonds, which
were up 25.0 percent for the past quarter and a still strong 5.40 percent for the month.

Outlook

Monetary policy in the developed world is likely to be supportive for some time yet. The futures market, for
instance, is expecting the US federal funds rate to be around 1.25 percent at the end of 2010, and the consensus
economic forecast is for one percent, either way a very low number. The fiscal deficits needed to support
economies in recession will require substantial volumes of government bonds to be issued, which is likely to drive
yields up and prices down. The yields on global government bonds do not look attractive from a longer-term
perspective, but there does not look to be any immediate selloff. While corporate bonds have already rallied
substantially, risk premiums continue to decline, which is likely to lead to further (though smaller) increases in
corporate bond prices.
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Review

The Australian listed property sector has had a better time of it lately. The S&P/ASX200 AREIT Accumulation
Index rose 22.60 percent over the past three months, better than the wider sharemarket. The gap is wider again
once dividends have been included. Global property markets have on the whole also performed well, the
EPRA/NAREIT index of world property ex-Australia hedged back into the $A gaining 22.10 percent over the past
three months. The United Kingdom led the way (+34.0 percent), North America (+32.50 percent) not far behind.
Asian markets were up a more modest 16.0 percent, although Japan fared more poorly to end up only marginally
positive for the quarter.

Outlook

The outlook for the domestic listed property sector is rosier than it has been for some time. The sector had
struggled previously with a ho-hum economic outlook, the decimation of the sector in the global financial crisis,
excessive debt, and ill-advised overseas adventures. However, some of these issues i such as the economic
outlook T have receded, and the Australian real estate investment trusts (AREITSs) have gone a long way down the
track of dealing to the structural problems. The AREITs have been more proactive than their overseas
counterparts at reducing leverage, and have recapitalised effectively. This all adds up to an improved outlook,
particularly the ability to weather future shocks better thanks to stronger balance sheets. The same cannot quite
be said for their offshore counterparts. While recovery is underway, the pick-up is not strong, and there tends to be
a lag between economic activity picking up and property owners feeling the benefit. Global REITs still have a lot
more work to do to unwind troubled debt exposures, and are still in the early stages of raising new capital and
selling assets to pay down debt. These processes of recapitalisation and deleveraging will provide headwinds until
the process is considerably more advanced.

Review

Australian shares had a very good quarter to 19 October. The S&P/ASX200 Accumulation Index was up 19.80
percent. The Industrials companies were up 22.40 percent in aggregate, helped by ongoing gains in the banks
(+34.50 percent) and financials more generally (+29.40 percent), while the Resources were up 13.80 percent.

Outlook

September's employment numbers were among the more startling sets of recent economic statistics. Instead of
the forecast loss of 10,000 jobs for the month, there was actually a gain of 40,600, the vast majority full-time. The
unemployment rate also inched down a little, from 5.80 to 5.70 percent. Add much-improved consumer and
business confidence measures to stronger-than-expected retail sales and rising house prices and the picture is of
an economy well on the mend from a slowdown that had been very modest by OECD standards. This clear
evidence of an improving economy and healthier growth prospects makes for a very positive outlook for Australian
shares.

Review

World sharemarkets had a strong quarter, rising 15.20 percent in overseas currency terms. Much of the gain
occurred in August and September, while October was punctuated by a selloff early in the month. The substantial
appreciation in the $A has however eroded much of these gains, reducing the increase over the past three months
to 3.40 percent. The various US indices were up between 15.30 percent (the NASDAQ) and 16.80 percent (the
S&P500). British shares were up 20.30 percent, their French counterparts 20.90 percent, and Germany also did
quite well with a 15.90 percent rise. The exception was Japan, whose market rose only 3.10 percent on the Topix
index. The emerging markets were also good performers, the MSCI Emerging Markets Index up 18.10 percent, led
in particular by eastern European economies. China was comparatively subdued with a small loss for the quarter
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of 4.80 percent. This was not necessarily a bad development i previous appreciation was beginning to look like
another outbreak of 'irrational exuberance', Chinese shares having doubled in value between November 2008 and
early August 2009.

Outlook

There is now stronger consensus among forecasters and policymakers that global recovery is underway. The
OECD's leading indicators index, which aims to pick up early signs of recovery in its 30 member economies, has
now risen for six months in a row. This index is suggesting that the previous pace of decline for some economies
is slowing, and for others that growth has resumed (or is about to). Germany, for example, now expects growth to
have fallen by five percent this year (previously it had expected six percent), and also expects 1.20 percent growth
in 2010. (While by no means stellar, this is better than the 0.50 percent expected earlier.) And the consensus
forecast in the US is that growth resumed in the September quarter at a 3.10 percent annualised rate, and will
continue at 2.50 i 3.0 percent in coming quarters. The growth engine remains the emerging market economies
like China and India (where industrial production was up 10.40 percent on a year earlier in August) and companies
exposed to these strong rates of economic growth.

Performance periods refer to the month and three months to 19 October 2009.
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