
Economic & Investment Commentary for quarter ended 31 December 2014 
 
Economic conditions and investment markets were mixed over the December quarter with sharply 
falling oil prices, lower global bond yields and the strengthening U.S. dollar dominant influences on 
investor sentiment. 
 
In the United States, economic growth was strong, underpinned by a steady improvement in consumer 
spending. Employment growth for the year was the highest since 1999, with the United States finally 
recouping the job losses of the recession. U.S. corporate profits and earnings performance also 
remained encouraging with a positive surprise bias throughout the year. 
 
In Europe, economic conditions continued to be sluggish with growth slowing in the major Eurozone 
economies and inflation falling. This raised fears of deflation and prompted calls for some form of 
quantitative easing. In December, Greece once again stoked fears of an exit from the euro currency 
union, as its ruling coalition failed to secure majority support for its President elect, triggering fresh 
elections. 
 
In Asia, Chinese economic growth slowed as authorities continued their efforts to transition the 
economy away from its reliance on investment, property and exports. In response, authorities cut 
interest rates for the first time in two years.  
 
Australia’s economic growth remained weak with the release of a range of soft domestic data and 
ongoing declines in key commodity export prices. Despite the economic weakness, the Reserve Bank 
left the cash rate unchanged.  
 
MARKETS 
 
The Australian equity market (as measured by the S&P ASX 200 Accumulation Index) finished up 
3.1% over the December quarter and 5.6% for the 2014 calendar year.  
 
During a volatile quarter, industrial stocks made 
reasonable gains (+7.0%) while resource stocks faltered 
(-13.0%) as oil and iron ore prices fell. At a sector level, 
the strongest returns were generated by the healthcare 
(+13.9%) and telecommunications (+11.9%) sectors 
while the energy (-17.8%), materials (-5.8%) and 
consumer staples (-4.5%) sectors generated the lowest 
returns. Disappointing sales and increasing competition 
saw the food retail majors underperform.    
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Returns from smaller companies (as measured by the ASX Small Ordinaries Accumulation Index) 
underperformed large companies, and finished down 3.9% for the December quarter.  
 
International equity markets continued to perform strongly with the MSCI World ex-Australia index 
up 4.0% for the December quarter and 12.6% for the calendar year. The fall in the Australian Dollar 
against most currencies enhanced international equity returns in Australian Dollar terms (up 8.2% for 
the quarter and 15.0% for the year).  
 
For the December quarter, the biggest gains within developed markets were in Japan (+7.9%, Nikkei 
225) and the US (+4.4%, S&P 500). However, European markets lagged as slowing growth, 
geopolitical issues and falling inflation suggested that the recovery within the Eurozone was stalling. 
Emerging markets were mixed as Asian markets (most notably China) delivered robust returns while 
most of Latin America and Eastern Europe finished lower.   
 
Domestic listed property rose strongly and finished up 11.5% for the December quarter and 27.0% for 
the calendar year. The major driving force of sector performance was a sharp fall in bond rates. Global 
property was also stronger over the quarter (+12.7%) due to the low interest rate environment. 
 
Australian fixed interest investments finished higher for the December quarter, following falls in bond 
rates. Over the quarter, Australian three and 10 year government bond yields fell by 60 basis points 
and 75 basis points, to 2.11% and 2.73% respectively. With falls in bond yields in most major 
developed markets, global fixed interest investments also ended higher.  The table below (sourced 
from Lonsec) summarises the returns from a number of market sectors. 
 

Sector Index 3 mths
(%) 

1 year 
(%) 

5 years 
(% p.a.) 

Equities  
  Australia ASX/S&P 200 Accumulation Index 3.1 5.6 6.8 
 ASX Small Ordinaries Acc Index -3.9 -3.8 -2.0 
  International MSCI World ex Aust Index (AUD) 8.2 15.0 12.5
 MSCI World ex Aust Index (AUD Hedged) 4.0 12.6 14.4 
  Emerging Mkts MSCI Emerging Mkts (Net Div) (AUD) 1.8 6.6 3.7 
Listed Property  
  Australian ASX 200 Prop Trust Accumulation Index 11.5 27.0 12.2 
  International UBS Global REITS Ex-Aust (AUD Hedged) 12.7 27.0 17.2 
Direct Property  
  Australian Australian Mercer Unlisted Property (pre tax) 2.2 9.6 9.5 
Currencies     
  AUD v USD Against US Dollar -6.2 -8.2 -1.8
Fixed Interest     
  Australian Bloomberg Ausbond Composite All Maturities 4.0 9.8 7.3 
 Bloomberg Ausbond Credit All Maturities 2.7 8.1 7.7
  International Barclays Capital Global Aggregate Index 

(AUD Hedged) 2.9 10.4 8.4 

Commodities  
  Gold Gold – USD -2.0 -1.4 1.5 
  Oil WTI Oil $/b - USD -41.6 -45.9 -7.7 
  Base Metals RBA Index Base Metals (weighted currency) -3.2 5.9 -0.7
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Economic & Investment Outlook 
 
Despite the recent sharp oil price decline and the depreciation of the yen and euro, both net positives 
for global growth, the world economic outlook remains subdued. Accordingly, the International 
Monetary Fund (IMF) recently revised down its global growth forecast from 3.8% to 3.5% in 2015.  
 
With the lingering legacies of the Eurozone crisis and weak investment expenditure in many developed 
economies, world economic growth is likely to remain frustratingly fragile for some time.  
 
However, monetary conditions in developed markets remain very accommodative by just about any 
measure, despite the end of quantitative easing by the US Federal Reserve and the potential for gradual 
rate increases in the year ahead. Conditions are expected to remain very stimulative, especially with the 
recently announced quantitative easing program to be undertaken by the European Central Bank. 
 
In Australia, early 2015 financial conditions are more accommodative for the Australian economy. 
Interest rates continue to move lower, the Australian Dollar has fallen below US$0.80 and energy 
prices have fallen. These conditions should encourage business and consumer confidence. Markets 
have also shifted their expectations for the next move in Australian interest rates to be down with 
some expecting the Reserve Bank to cut interest rates twice over the 2015 calendar year. 
 
Australian Shares 
 
Overall, we believe conditions remain favourable for equities. The growth outlook for the Australian 
market remains reasonable with market consensus expecting 8% earnings growth in the 2015 financial 
year. While modest, the very low yield curve makes equities attractive given many sectors offer a good 
tax-effective yield and reasonable growth.   
 
As such, we are comfortable with clients maintaining a neutral to overweight position against the 
benchmark holding.   
 
The key risks to the domestic equity market include weak commodity prices, tightening budgetary 
policy, patchy consumer and business confidence and productivity issues.  
 
Global Shares 
 
While International Equities appear close to being fully valued, following strong gains over the last 36 
months, we continue to remain broadly supportive on the basis of free cash flows, high profit margins, 
and reasonable valuations and recommend a neutral to position to this sector with a bias toward 
emerging markets. Despite natural resource producers and related capital equipment manufacturers 
facing significant downward earnings pressures, most other sectors offer upside potential.  
 



 
 

Jan 2015 Economic Commentary Page 4 

The key risks to international equities seem to be the US Federal Reserve gradually tightening 
monetary policy, continued patchiness in global growth (particularly in Europe and Asia) and 
continued pressure on emerging economies from a rising US Dollar and a major fall in oil prices.  
 
While growth in China seems likely to remain subdued, we see very little risk of significant global 
contagion considering the centrally controlled nature of the Chinese economy and financial markets. 
 
Property 
 
While recent falls in bond yields have propelled property returns (due to the widening of the gap 
between bond and property yields), the outlook for the listed property sector remains relatively 
positive. Domestically, the sector is priced on a 2015 financial year dividend yield of 5.1% and a Price 
to Earnings ratio of 16.8 times earnings. Earnings and balance sheets are also stable with sector 
gearing currently at 32%.  
 
However, the short to medium performance of both domestic and international property will largely 
be dependent on movements in long term bond yields. Following further recent falls in bond yields, 
we recommend that investors take a cautious approach and maintain an underweight position to the 
property sector, particularly domestic property. 
 
We suggest that better value may exist in infrastructure assets, with their defensive characteristics of a 
high yield and as a beneficiary during deflationary periods.  
 
Fixed Interest 
 
Following further falls in Government Bonds in Australia and major developed international markets, 
these remain unappealing.  A low ongoing yield, together with the risk of a capital loss (should bond 
yields rise again), make this sector of the fixed interest market unattractive.  
 
Value remains in global high yield investment grade credit given the widening of spreads (i.e. inherent 
interest rates).  Furthermore, value can potentially be extracted by absolute return managers who can 
exploit anomalies in the fixed interest market place.  
 
As such, we recommend an underweight position to fixed interest. Investors could consider some 
investment in this area via absolute return managers as well as the safety of cash, albeit in a very low 
interest rate environment. 
 
 
 
Sources: Lonsec, Blackrock, Schroders 
Please note that the information above is general in nature and does not take into account your personal circumstances, financial needs or objectives. Before 
acting on this information, you should consider its appropriateness having regard to your objectives, financial situation and needs. In particular, you should 
speak to Kevin Smith of The Professional Super Advisers on (02) 9955 5800 prior to acting upon this information.  


