Risk to trump returns through 2016
June 2016

Since February, sharemarkets have rebounded strongly, with most now
higher for the year. Tim Rocks, Head of Market Research and Strategy,
considers what the remainder of 2016 may bring as we approach the
halfway mark.
We are more cautious, though we still prefer shares over more
defensive assets. Valuations are now stretched and markets will soon
negotiate some significant events including Australian and US
elections, the Brexit referendum and the prospect of further interest
rates increases in the US.
It’s been an entertaining first half of the year. Most sharemarkets fell around 10% in January and February
but have recovered and are now higher for the year as shown in Chart 1. Commodity prices have bounced
even harder, while debt markets have also delivered good returns due to aggressive action by central banks
in Europe and Japan.
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Chart 2:

Some reasons for caution…
22

As we look to the second half of the year, we are
adopting a more cautious approach because
valuations are stretched and event risk is unusually
high. Valuations are now a hindrance for Australian
shares in particular, given the forward PE ratio has
moved above 16x for only the fourth time in the
past decade as shown in Chart 2.
Markets generally do not like to digest too much
new information at the one time but they are now
facing a range of political and policy events.
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+ The UK referendum on membership of the European Union (EU)
No country has tried to exit the EU before so this result will be closely watched. A ‘Brexit’ would have
negative consequences for the UK economy and would put the spotlight on peripheral EU members who
are struggling to rebalance their economies.
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+ The US presidential election to be held in November
While a Clinton win will be a more market-friendly outcome, a Trump presidency will raise many questions.
+ Australian Federal election
This will be a domestic focus with the major parties remaining locked in a tight race at the halfway mark.
+ Increases in interest rates in the US
The US Federal Reserve has started conditioning the market for another increase in interest rates. The
first rate rise in December 2015 was a major contributor to the weakness in share markets in January
2016. Further talk of rate rises could have the same effect, particularly if investors form the view that the
global economy is not strong enough to withstand it.

Calendar of risk events
Event

Date

Elections
UK referendum on EU membership

23 June

Spanish general election

26 June

Australian Federal election

2 July

Japanese Upper House election

10 July

US Presidential election

8 November

US Federal Reserve Meetings

15 June, 27 July, 21 September,
2 November, 14 December

But fundamentals are generally improving….
Even though there are some uncertainties ahead, the global outlook remains solid, and conditions in Europe
and China in particular have been improving.
Europe has taken longer to recover from the financial crisis, partly because the banking sector was damaged
by the sovereign debt crisis and hamstrung by increases in banking regulation. But banks are now lending
again which will help the European economy catch up to the US as shown in Chart 3.
In China, a change in government priorities has seen the government soften its reform agenda and refocus on
solving problems in the property sector while lifting economic growth. Chart 4 shows the improvement in
house sales as a result. This has had an immediate impact and started a pipeline of work that should continue
well into 2017.
Chart 3:
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And there is scope for further policy support….
Aggressive central bank action, particularly in Japan and Europe, was an important circuit breaker to weak
markets earlier in the year. If conditions deteriorate again, we expect central banks will step in again to
stabilise financial conditions.
At the same time, governments are becoming more comfortable in expanding fiscal policy. European
spending has lifted significantly in response to the refugee crisis along with easing of European fiscal rules.
There is also the prospect that government spending will rise in the US next year after the new president is
elected.
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What it means for our portfolios…
Overall, we are taking a more cautious approach in the short term after the rebound in share prices and in
anticipation of rising risk in the second half of 2016. Longer term, we continue to have a preference for risk
through shares and property, particularly given the low returns on offer from cash and credit.

For more information on the impact of global events on your clients’ investments, please contact
your BT relationship manager.
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 8 June 2016. © Westpac Financial Services Limited 2016.
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