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Outlook for Investment Markets
The economic outlook has improved both domestically and internationally, and the global

financial crisis has eased, with equities, listed property, and corporate bonds all making
strong gains as a result. Barring unforeseen shocks or policy mistakes, the outlook should
be conducive to further gains for growth assets.

Review

There was very limited movement in interest rates over the past month, 90-day bank bills, 10-year Commonwealth
bonds, and three- and five-year swap rates all steady. The only development of note was a further decline in
corporate bond yields as credit crisis fears continued to ease, the average yield dropping by 0.70 percent over the
month to seven percent. The $A continued to rise, gaining four US cents over the past month and six cents over
the quarter. At its current 86.4 US cents, the $A was up 7.60 percent in trade-weighted value over the quarter.

Outlook

At its September monetary policy meeting, the board of the Reserve Bank i neatly describing the difficult policy
options facing many developed economies' central banks i concluded that "the policy decision in the near term
involved balancing the risk of overstaying an accommodative stance, and that of prematurely tightening and
adversely affecting confidence and demand". It was concluded that the best option was no immediate change in
either direction, so short-term interest rates are unlikely to move much in coming months. When they eventually
do, financial markets are betting that they will rise, as economic recovery firms up and the credit crisis eases
further. The futures market is picking 90-day interest rates to be a full one percentage point higher by the middle of
next year. Improving economic conditions and lower investor anxiety both point towards higher government bond
yields over time and further reductions in corporate bond spreads. Currency movements are difficult to forecast at
the best of times, but are especially so when investor sentiment is as volatile as it has been through the credit
crisis and the global recession. If the improved economic and financial outlook holds, though, the $A could well
continue to benefit.

Review

World short-term interest rates remained very low over the past quarter as central banks continued to supply
liquidity to their financial markets and monetary policy stimulus to their economies. There was not a lot of change
to government bond yields, the JP Morgan Index of global government bonds showing a small rise in price for the
quarter (+1.20 percent), reflecting a slight decline in yields. The real action was in corporate bonds, which
continued to rally as investors felt more hopeful about the global financial crisis and the economic outlook. Both
investment grade and the riskier issuers benefitted, the strongest rises in prices occurring at the less creditworthy
end. The Barclays index of investment grade industrial bonds, for example, gained 5.75 percent in $US for the
quarter, while the index of high-yield (less well-rated) bonds rose by a substantial 12.90 percent.

Outlook

As noted last month, "more of the same" looks the most likely theme for global bond markets. Central banks will be
keeping short-term interest rates low. In its just-released monetary policy decision, the US Federal Reserve said
that "economic conditions are likely to warrant exceptionally low levels of the federal funds rate for an extended

Financialfocus - Source courtesy of Morningstar Australia MmHNlNBHIAH



period”, and other central banks are likely to be thinking along similar lines. Government bond yields are not
appealing, and at some point are likely to rise further as global growth resumes. Corporate bond yields have fallen
substantially in a short period of time, and while more robust investor confidence may see further falls again, the
bulk of the rise in corporate bond prices is probably behind us.

Review

The domestic listed property sector has continued its climb out of the abyss, the S&P/ASX200 AREIT Index up
18.40 percent over the past month and up 26.20 percent over the quarter. The depth of the previous fall means
that investors are still well out of pocket: even after these rises, prices are still 40.50 percent below year-ago
levels. But it's now clear that the survivors 1 those not terminally crippled by debt costs or refinancing obstacles i
are on the mend from their March nadir. Global property shares did even better than their domestic counterparts
over the quarter, with a 31.40 percent rise in the EPRA/NAREIT Global ex- Australia Index hedged back into $A.
The US (+49.60 percent), British (+47.10 percent), and European (+38.60 percent) markets were all very strong.
Asian listed property markets also performed well (+19.10 percent), while Japan was the laggard, with a bare 2.90
percent rise.

Outlook

News from the domestic listed property sector has continued to be dominated by accounting losses booked by the
leading companies. According to Bloomberg data, in the year ended 30 June the 16 companies in the
S&P/ASX200 AREIT Index racked up A$19.50 billion of losses, which included asset write-downs of A$21.70
billion. Westfield alone had asset devaluations of A$2.90 billion in the six months to June. The write-down and
write-off cycle is however well into its end phase. While there may still be further devaluations to come, results are
likely to be very substantially better than those booked over the past year, as the economy improves and the
benefits of less leveraged balance sheets and gradually improving debt costs come to book. With investor
confidence recovering, the yield on the leading names i around seven percent for Westfield, GPT, and Mirvac,
and eight percent for Stockland i is also likely to come more into play. It's the same story overseas, improving
economic prospects and recovering capital markets assisting the sector in general. US REITs have raised some
$US12.0 billion in new capital over the past six months. The sector has however split into two classes of company:
recapitalised survivors recovering from their lows, and a long tail of severely or terminally wounded entities. In
addition, the laggard performance of the Japanese companies shows that investors are now differentiating
between countries with better growth prospects, and those with a weaker outlook. (Japanese retail sales are still
falling, and unemployment is still rising.) The global property sector is improving but the circumstances of
companies and markets differ markedly, suggesting that stock selection skills will be paramount.

Review

The local sharemarket had a strong month and quarter, the S&P/ASX200 Accumulation Index up 8.70 percent for
the month and 19.0 percent for the quarter. The Industrials led the way, with a 22.60 percent gain for the quarter.
Resources stocks were also up, but by a smaller 10.90 percent. The gradual winding down of the global financial
crisis was reflected in further strong advances by the banks (+29.60 percent) and financials more generally
(+26.70 percent). At current levels, the banks' shares have risen by more than 75.0 percent from their early 2009
lows.

Outlook

The outlook for the Australian economy has continued to improve, and forecasters have again revised up
estimates of how 2009 and 2010 are likely to pan out. The consensus last month was for a slight decline in 2009
GDP, but this has now been revised up to a small 0.30 percent increase, while the prospects for growth in 2010
have been marked up from 1.50 to 1.80 percent. Latest economic surveys have also been positive. The Westpac
Melbourne Institute leading indicator rose again in July, and now forecasts GDP to grow by 1.40 percent this year
and a strong 3.80 percent in 2010. The most recent National Australia Bank business opinion survey, for August,
was also encouraging, business confidence now above its long-run average and business conditions back close to
it. Of particular note for the sharemarket, the reading on business profitability rose sharply in August and is at or
modestly above its long-term level. As the last couple of years have shown in spades, there are still plenty of
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things that can come out of left field to derail the sharemarket, but the local and global economic outlook supports
further gains.

Review

World sharemarkets continued on their recovery path from the low point in March, the MSCI World Index up 3.90
percent for the month and 14.90 percent for the past quarter in overseas currency terms. The strength of the $A
clawed back much of these gains, world shares up a marginal 0.40 percent for the month and 7.20 percent for the
quarter in $A terms. The US, European, Asian, and emerging markets all scored substantial rises in overseas
currency terms for the quarter. Japan was up only slightly (+2.0 percent), and the Chinese market went on a
rollercoaster ride, soaring to early August, sagging sharply into September, and more recently rallying again to end
the quarter all square.

Outlook

Federal Reserve Chairman Ben Bernanke said in widely-quoted remarks in September that "Even though from a
technical perspective the recession is very likely over at this point, it is still going to feel like a very weak economy
for some time as many people still find their job security and their employment status is not what they wish it was".
Most media comment focused on the "recession is over" part rather than on the qualifications to it, but their
optimism appears to have been justified. Forecasters have become more confident about a US recovery, albeit a
relatively modest one that may not see unemployment come down much over the next year and that will remain
vulnerable to any unexpected shocks. The credit crisis is also continuing to ease, and attention has shifted from
containing its downside risks to containing a premature return to extravagant bonuses at banks on the mend.
Finally, growth prospects in the major emerging markets have firmed again. China is expected to grow by 9.30
percent next year, and India by 7.20 percent. The outlook is far from risk free, but is substantially better than it was
at the start of the year, and world sharemarkets are likely to continue to reflect the turnaround.

Performance periods refer to the month and three months to 23 September 2009.
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