Let the good times roll?
April 2016

Equity markets have staged a rebound since the middle of February,
after one of the worst starts to a year ever. Two months ago, markets
were concerned about China, oil prices and US manufacturing. These
fears have now largely dissipated, with the rally driven by supportive
central bank actions, easing credit concerns and an improvement in
macro data. Tim Rocks, Head of Market Strategy and Research,
expects these recent trends to continue and has a preference towards
equities and property over fixed income and alternatives.
What a difference a couple of months can make. The chart below shows that global equities have rebounded
in March and April after falling precipitously earlier in the year. In fact, most markets are now back where they
started at the start of 2016. Commodity prices, particularly oil and iron ore, have also rallied sharply while the
Australian dollar is almost back at 80 cents.
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So what was all the fuss about? Looking back, investors were concerned about a number of issues. China’s decision
to depreciate its currency in January raised questions about the state of the Chinese economy. There were fears that
the sharp fall in oil prices could stir energy defaults and threaten the health of banks. US economic data was weaker
and investors were worried this would push the US economy back into recession. More broadly investors were
questioning effectiveness of central bank policies in further supporting growth particularly following the poor
response to Japan’s introduction of negative interest rates.
Fast forward to today, there are several reasons why markets have rallied so handsomely:
+ The US Federal Reserve (Fed) has pulled back from its plan to raise interest rates multiple times in 2016. At its
December meeting, the Fed projected that it would raise rates four times this year. Last month, it lowered this
forecast to two. Market pricing is even more conservative. This has put downward pressure on the US dollar.
+ China has signaled an intention to slow down its reform agenda and to stimulate its economy. Credit growth has
picked up sharply, the central bank has been lowering reserve requirements while fiscal spending has been
ramping up. These efforts are putting a floor under Chinese activity. Earlier concerns that China was on the brink
of devaluing its currency to counter capital outflows have dissipated for now.

+ There has been an improvement in US macro data, helping to reduce recession fears. The manufacturing
sector is expanding again, supported by rising oil prices and a lower US dollar. Labour market data has
also continued to improve while consumption has held up.
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+ An easing in credit market concerns, partly due to the decision by the European Central Bank to begin
purchasing corporate bonds as part of its quantitative easing program.
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*
We do not think that the good times are over, retaining
our relatively positive view on markets. While we expect
subdued economic activity to continue, activity should
be strong enough to ensure that Australian and
international equities will outperform global bonds.
Meanwhile, property will deliver strong returns as
income growth and yields remain healthy. Commodities
returns will be modest but better than in recent years.
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The following provides an overview of our thoughts on the major asset classes:
+ We have a preference for Australian equities primarily on valuations. Australia has lagged other markets
during the bounce from market lows, and this is now reflected in better valuations. There is also some
prospect for higher earnings as commodity prices stabilise.
+ We also have a positive outlook on international equities through Europe in particular. We expect healthy
earnings growth in Europe as their economic recovery progresses and the expansion of QE affects a broad
range of asset classes. We are neutral US equities and have moved back to neutral on emerging markets
given the pickup in Chinese activity.
+ We are positive on property in Australia and internationally. Low bond yields could push capitalization
rates lower and income growth is steady in most markets.
+ We are negative on fixed income, particularly international government bonds. While we don’t see rates
rising sharply, coupons are so low that returns will be low. Domestic bonds should perform better than
international bonds as we assume the spread between the two will contract further.
+ We are wary of alternatives. Hedge funds should continue to struggle with a reduced opportunity set from
poor market liquidity and dampened volatility.
+ We have a neutral view on commodities. We assume that the economic recovery in the Chinese
economy provides a better backdrop for industrial metals and energy, while we forecast small positive
returns from precious and agricultural commodities.
+ The Australian dollar is currently trading around fair value, with the risks evenly balanced.

*ISM – Institute of Supply Management Manufacturing Index
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For more information on incorporating this outlook into your clients’ investments, please contact
BT Financial Group.
This document has been created by Westpac Financial Services Limited (ABN 20 000 241 127, AFSL 233716). It provides an
overview or summary only and it should not be considered a comprehensive statement on any matter or relied upon as such. This
information has been prepared without taking account of your objectives, financial situation or needs. Because of this, you should,
before acting on this information, consider its appropriateness, having regard to your objectives, financial situation and needs.
Projections given above are predicative in character. Whilst every effort has been taken to ensure that the assumptions on which the
projections are based are reasonable, the projections may be based on incorrect assumptions or may not take into account known or
unknown risks and uncertainties. The results ultimately achieved may differ materially from these projections. Information in this
document that has been provided by third parties has not been independently verified and Westpac Financial Services Limited is not
in any way responsible for such information.
Information current as at 21 April 2016. © Westpac Financial Services Limited 2016.
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