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Outlook for Investment Markets
Investment markets have recovered from their January jitters over indebted sovereign
borrowers such as Greece, and sharemarkets everywhere have advanced. Interest rates
have remained low. While the local and global economic outlooks continue to point to
better times ahead, a key issue will be how governments manage the transition from
ultrasupportive fiscal and monetary policies back towards more normal settings.

Review

Short-term interest rates have continued to rise, 90-day bank bill yields up 0.20 percent over the past quarter to
4.30 percent, because of another 0.25 percent increase in the cash rate from 3 March. Ten-year Commonwealth
bond yields have remained steady around 5.60 - 5.70 percent (currently 5.69 percent). Corporate bond yields fell
in January but have been steady since, and are down 0.20 percent over the quarter to 6.80 percent. Longer-term
wholesale (swap) rates rose slightly for the quarter, the three-year swap rate up 0.20 percent to 5.50 percent. The
$A has strengthened after dipping in January, up 3.90 percent in trade-weighted value for the quarter. The $A is
up nearly four cents against the $US from 87.6 to 91.5 cents.

Outlook

According to its latest minutes, the Reserve Bank of Australia felt that in light of mostly better economic news, "it
remained appropriate for interest rates to move gradually towards normal levels, and that it was timely to take
another step in that direction”. More steps are likely, as 'normal’ levels have yet to be reached. The financial
markets' best guess at present is that 90-day rates will be around one percentage point higher by the end of this
year. There are no obvious strong influences either way on longer-term rates i Commonwealth bond yields have
shown little overall change over the past 10 months i although rising overseas government bond rates could flow
through to higher domestic yields in time. As ever, forecasting the direction of the $A remains hazardous, but it is
currently seen as one of the beneficiaries of global recovery (it has fallen when world sharemarkets have, and
risen when they've recovered). As long as investors continue to believe in improving economic conditions ahead,
the $A may well remain strong.

Review

There's little new to report in international fixed interest. Short-term interest rates have remained very low in the
major economies, and government bond yields have shown little change, as have wider bond market indices (the
Barclays Global Aggregate Index was up 0.40 percent for the past quarter). The huge rally in the prices of lower-
rated corporate debt that followed the easing of the global credit crisis has also continued to run out of steam.
Lowerrated US bonds, for example, produced a return of only 2.70 percent for the past quarter, a far cry from the
very large increases of 2009: over the past year, lower-rated US bonds rose by 59.0 percent.

Outlook

The minutesof the US Feder al Reserve's | atest meeting st
exceptionally low levels of the federal funds rate for an extended period". While there is clearly no prospect of any
near-term increase in the funds rate, there has been intense interest in exactly what "an extended period" might
mean, and how the Fed will manage the critically important change of direction. Financial markets are currently
expecting only a very gradual withdrawal of ultra-easy monetary policy, the Fed funds rate expected to be still
under one percent in a year from now. Global government bond yields look abnormally low (2.70 percent) when
economic activity is improving, investor anxiety has diminished, and new supply of government debt is very large.
Corporate bonds had been providing very strong returns, but the attraction looking forward is more likely to be
from the running yield, as risk premiums appear to have stabilised and are no longer generating the capital gains
of last year.
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Review

The S&P/ASX200 AREIT Index went nowhere over the past three months, ending up almost exactly (0.10 percent
away) where it started, although bellwether stock Westfield eased from around A$12.50 to A$12.10 at the time of
writing. Adding in dividend income improved the index result, the sector producing a 3.10 percent total return.
Global listed property has followed the lead of wider global sharemarkets. A weak January i very weak in some
markets, notably the US and Hong Kong 7 was followed by substantially stronger performance in February and
March. The EPRA/NAREIT Index of global property shares (ex-Australia) hedged into $A has as a result shown a
solid gain of 6.70 percent for the past quarter. The US was the strongest performer (up 9.20 percent in $US),
Europe outside the United Kingdom also doing well (up 5.40 percent in Euro terms). The UK and Japan registered
smaller gains, each up around 2.75 percent in their local currencies.

Outlook

Investors are clearly unenthusiastic about the domestic listed property sector at the moment, and there doesn't
appear to be any great catalyst on the horizon to encourage them to pile in. The dividend yield at a little under six
percent is not competitive on a risk-adjusted basis with other income-producing assets. Although there has been
mention of possible M&A activity that might see some price support, as weaker property stocks get scooped up by
their stronger brethren, little has actually occurred to date. The cyclical upswing in the economy is a plus, but the
mainstream sharemarket may be a greater beneficiary than the REIT sector. The most recent price performance,
increased investor confidence, the improving economic outlook, and easing financing constraints are all positives
for global listed property. New IPOs i scarcely conceivable even six months ago i are now feasible. Metric, a new
UK REIT investing in retail property, raised £175.0 million this month, and there have been media reports of other
European REITs in the pipeline. However, there is still one very large elephant in the room 1 the state of the US
commercial real estate market. As a recent US Congressional report noted: "Between 2010 and 2014, about
US$1.40 trillion in commercial real estate loans will reach the end of their terms. Nearly half are at present
‘underwater' i that is, the borrower owes more than the underlying property is currently worth". US bank
foreclosures and associated property sales will be a constraint on the global property sector in 2011 in particular.

Review

Australian shares once again tracked closely what was happening in global sharemarkets, two good months of
recovery following a selloff in January. The S&P/ASX200 Accumulation Index gained 2.70 percent over the past
three months, the Industrials up 3.10 percent and the Resources up 1.60 percent. As elsewhere, greater
confidence in the economic outlook has been the main driver. Shares in consumer discretionary companies, which
are exposed to shifts in consumer confidence, had a strong quarter (+4.50 percent), reflecting this more upbeat
outlook.

Outlook

Pretty much every recent statistic and survey point in the same direction i the Australian economy is looking at a
pick-up in economic activity that should be beneficial for corporate profits and the sharemarket. Latest official GDP
statistics showed that the economy grew by 0.90 percent in the December 2009 quarter, and is very likely to have
continued growing at a decent rate since. The Westpac/Melbourne Institute 6 coi nci dent 6 i nd
where the economy is right now, is "showing clear signs of acceleration" (as the accompanying media release put
it), while the 'leading’ indicator, which measures where the economy's headed over the next three to nine months,
"continues to point to strong momentum carrying into 2010". Forecasters agree: they have the economy growing
by 3.0 - 3.25 percent a year to the end of 2011. And the only apparent wobble i January readings from the
National Australia Bank's business opinion survey, appearing to show an unexpected softening in business
conditions i for the most part reversed themselves in February. While there are risks 7 and the Reserve Bank has
been a relatively early mover in withdrawing monetary policy support, albeit carefully 7 this is a solid
macroeconomic backdrop against which the Australian sharemarket should do well.
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Review

World sharemarkets recovered in February and gained further strength in March. Going by the MSCI World Index,
global share prices are now back above their previous cyclical high point last December/early January. Global
shares rose by 3.70 percent in overseas currency terms over the past three months: in $A terms, however, the
strong Aussie dollar turned this gain into a small 1.50 percent loss. There was little variation from one market to
the other, the majority participating in the broadly-based rally of the past two months, although some markets have
yet to regain their previous cyclical highs (notably the Chinese market).

Outlook

World sharemarkets have recovered from Greece's financing problems. Greece and similarly-indebted countries
are not in the clear, but sharemarkets are less spooked by the issue. The main reason is that world economic
activity continues to improve. The Economist compiles an index of GDP covering 90.0 percent of the world
economy. On that measure, the world economy had already started to recover by the last quarter of 2009, when it
was growing at about a 1.50 percent year-on-year rate. Forecasts for this year and next indicate that the recovery
will pick up pace: in the key US economy, growth is expected to be around three percent a year over the next two
years. While the prospects for other leading economies are not up to US levels i the Eurozone looks like
managing only 1.0 - 1.50 percent a year, for instance i the largest developing economies are in very good shape.
China is likely to grow by over nine percent this year and eight percent next, and India by eight percent in both
years. It's hard to find an emerging economy of any substance not forecast to do well over the next year. There are
still risks ahead, notably any unforeseen financial shocks and the need for adroit management of the tricky
transition from strongly expansionary monetary and fiscal policies to more normal settings. All going well, however,
the current non-inflationary upturn in world economic activity should continue to be supportive for global shares.

Performance periods refer to the month and three months to 24 March 2010.
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