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Outlook for Investment Markets
The broad outlook for world growth remains on a favourable trajectory, although short-term
jitters over sovereign borrowers such as Greece remain. Interest rates remain low. The
fundamentals of the Australian economy remain supportive for the domestic sharemarket,
although the likelihood of a resources profits supertax has introduced a degree of
uncertainty for the big miners.

Review

Short-term interest rates have continued to increase in line with further hikes to the official cash rate by the
Reserve Bank of Australia. Ninety-day bank bills were up 0.30 percent over the past quarter to a little above 4.50
percent at 16 April (4.70 percent following the interest rate increase on 4 May). Ten-year Commonwealth bond
yields have been at the top of the 5.20 - 5.80 percent trading range they've been in since the middle of last year,
and were up 0.20 percent for the quarter. Corporate bond yields and swap rates have both been close to their
levels of three months ago. The $A rose against the $US over the past quarter, more of an achievement than it
first appears given that the $US itself was on the rise (it gained modestly against the other major currencies). The
$A consequently continued to gain in overall trade-weighted terms (up 19.20 percent over the past year).

Outlook

In the minutes of its last monetary policy decision on 4 May, the Reserve Bank noted that "inflation now appears
likely to be in the upper half of the target zone over the coming year", and pointedly described the state of the
housing market as "characterised by considerable bouyancy", making it clear that the Bank remains vigilant and
will continue to put the brakes on any uptick in inflation. These rising short-term rates have increased the
attractiveness of cash relative to bonds. Corporate bond yields are likely to remain more attractive than their
Commonwealth government counterparts, although the latter are likely to perform comparatively well in a world of
episodic sovereign debt 'incidents'. Progressively tighter monetary policy will however eventually feed through to
higher longer-term yields, generating capital losses, with greater losses for longer-dated bonds. The outlook for the
$A remains mixed: while higher interest rates should attract interest, there are other downside risks, especially if
there are any highprofile setbacks to world growth.

Review

International fixed interest markets have again been reasonably quiet. Monetary policies in the major economies
have remained on very supportive settings, and short-term interest rates very low. Government bond yields were
unchanged over the past three months. There was a further small improvement in credit spreads for less
creditworthy borrowers, which translated into modest gains in their debt prices in both the US and Europe, but
these were small compared to the thumping rallies in 2009 as the global financial crisis eased.

Outlook

Short-term interest rates are likely to stay low for some considerable time. Recent forecasters' polls have found
that the US Federal Reserve is expected to start raising rates no earlier than the second half of this year, and it
could even be 2011 before it makes its first move. Even then, expected increases are picked to be modest. While
evidence that the global economic recovery is strengthening may mean that these rises come to hand earlier than
futures pricing suggests, clearly short-term rates will be staying low for some time. The more indebted Eurozone
countries remain a concern, as Greece's woes have recently highlighted, and there is the potential for country-
specific accidents to affect government bonds more broadly. Existing capacity in the major economies is keeping
inflationary issues at bay, and investors could well go on absorbing the massive issues of new sovereign bonds at
current yields. At some point however there will be upward pressure on government bond yields as huge fiscal
deficits are wound back. Although there has already been a massive rally in corporate credit in 2009 and risk
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premiums have come down, even at these substantially lower levels they could narrow further, generating some
capital gains.

Review

The Australian listed property sector was down marginally over the past quarter, the S&P/ASX200 AREIT Index off
0.60 percent. Prices have now gone sideways for the past six months. The total return including dividend income
for the past quarter was a modest 1.20 percent. The sector has also been quiet in terms of corporate news and
M&A activity. The only event of note has been Mirvac's raising a war chest to fund acquisitions, taking a serious
look at Westpac Office Trust. Global property has performed in line with wider sharemarkets, selling off in January
but recovering since. The EPRA/NAREIT index of world property ex- Australia hedged into $A was up 7.50 percent
over the past quarter. The US was the strongest region, prices having risen 11.30 percent as evidence
accumulated of stronger-than-expected economic recovery. Other regions made smaller gains, ranging from the
UK's two percent to Japan's five percent.

Outlook

Although the positive outlook for the domestic economy is supportive for listed property, yields are not especially
attractive. Balance sheet restructuring also remains a work in progress. The sector may also have receded in
importance for both institutional and retail investors, not helped by the structural changes to a smaller universe
dominated by some large-cap stocks (Westfield in particular). The key concern for global property is that
valuations may have gotten ahead of restructuring. There are signs of life i Europe's second-largest shopping mall
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taking place (a spirited bidding war is underway for US shopping mall owner General Growth Properties). Equally
there is still some way to go, losses still being recognised and capital still to be raised.

Review

The Australian sharemarket mirrored global markets, a steady recovery in recent months having followed a selloff
in January. The S&P/ASX200 Accumulation Index was up 1.75 percent for the past quarter, the Industrials up 2.40
percent, and the Resources up a marginal 0.30 percent. Banks and financials generally had a good quarter, as
economic recovery continued and the global financial crisis continued to ease, the banks up 7.40 percent for the
quarter. More recently, though, the resources sector has been whacked by the Government's announcement of a
proposed supertax on mining company profits.

Outlook

The fundamentals of the Australian economy remain supportive for the domestic sharemarket. Consumer
sentiment has hardly been dented by interest rate rises. The labour market is doing well, with another 19,600 jobs
in March, and recent surveys have indicated that businesses are generally happy with how the economy is
progressing. Tighter monetary policy i another interest rate increase on 4 May following hard on the heels of the 7
April increase 1 will however increase businesses' and consumers' borrowing costs. The long-awaited Government
response to the Henry tax review, and in particular the prospect of a supertax on mining company profits, has
however cast a shadow over the resources sector.

Review

World shares recovered well in February, March, and April after weakness in January, but have stumbled more
recently following the US Securities and Exchange Commission's decision to prosecute Goldman Sachs for
allegedly selling a deliberately duff mortgage fund. The MSCI World Index was up 3.90 percent over the past
quarter in overseas currency terms, but by only 1.20 percent in $A terms after allowing for the impact of the
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stronger $A. The major developed markets typically ended up showing a small single-digit percentage gain for the
quarter, and the emerging markets have also been healthy, although China and Taiwan have lagged. In recent
days markets have been concerned about the outlook for Greece and other indebted Eurozone economies,
despite the announcement of an International Monetary Fund/Eurozone bailout for Greece.

Outlook

The outlook for international equities remains positive. The bulk of recent data has been signalling improved
business conditions. Two developments in the US in particular have stood out. There were 162,000 new jobs in
March, including 123,000 in the private sector. The unemployment rate now appears to have peaked and has
been inching down. This improvement in the labour market appears to have been behind the surprisingly strong
US retail sales growth, up 7.60 percent on a year ago. Forecasters are now picking the US economy to grow by
3.10 percent this year and three percent in 2011, and while not impossible, a relapse into 'double dip' recession
now looks unlikely. Outside the US the outlook is also for improvement, though on very different scales. The
United Kingdom, Eurozone, and Japan are looking to modest recoveries compared with the downturns they have
been through. The emerging markets are likely to continue to grow very strongly. Latest data out of China showed
that its economy was growing at an 11.90 percent annual rate in the March quarter, and is likely to grow by close
to 10.0 percent this year and almost 10.0 percent next year. Growth has been so strong that China might be
overheating, and a property price bubble may develop, or the authorities may have to rein back the pace of growth
i in either case, threatening investor disappointment in the future. Those risks lie down the track, though: at
present the outlook for international shares still remains favourable, always assuming that contagion fears from
Greece's problems do not become more widespread.

Performance periods refer to the month and three months t016 April 2010.
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