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Both share and bond market prices continued to rise in the
December quarter, capping a solid year for investment
markets. The moves were driven by the combination of
evidence that inflation was easing, comments by the
Chairman of the US Central Bank that interest rates were
likely to fall in 2024 and economic data that remained
fundamentally robust. This resulted in a near consensus
view that a soft landing is in place with rate cuts in the US
now expected in March and Australia is likely to follow with
interest rate reductions in the second half of the year. This
seems optimistic, as discussed below. The Australian
10-year bond yield decreased from 4.4% to 4% during the
month on comments by the Reserve bank of Australia that
higher interest rates were working to slow the economy.

That's just part of the story.

Market analysts interpreted the comments that a further
increase in monetary policy was not required and in fact
the next likely move by the central bank would be to cut
rates. The Australian bond market returned 3.80% over the
quarter to be 5.3% higher over the year. The S&P/ASX 200
Accumulation Index increased 7.26% in December closing
on its highs for the year and delivered a return of 12.4% for
2023. The fall in bond yields saw a continued rotation to
the more interest rate-sensitive parts of the stock market,
with real estate investment trusts REITs (+11.4%) the best
performing sector. Within the Australian share market,
Healthcare (+9.1%) also performed strongly with several
large stocks recovering from oversold positions. While also

delivering positive returns, Energy (+3.6%) underperformed

on the lower oil price, and Consumer Staples (including
Coles and Woolworths) (+5.1%) also lagged. The smaller
end of the Australian share market which has struggled all
year, also increased strongly in December with the
S&P/ASX Small Ordinaries Index rising 7.2%, to post a
positive return of 7.8% for the year and a rise of 15% from

the low point in late October.

International shares as represented by the Morgan Stanley
Capital Index (MSCI), returned 1.8% in December held back
by the rise in the Australian dollar particularly against the
US dollar as the US share market makes up most of this
index. Over the year ending December 2023, the MSCI
increased a very healthy 23.2% thanks to the rise in just a
handful of companies in the US including Apple, Alphabet
Inc., Nvidia, Meta, Tesla, Microsoft and Amazon.
Collectively known as the “Magnificent 7." The US share
market itself was strong with the S&P 500 4.4% higher over
the month. The rise followed economic data that
suggested a more benign inflation outlook is likely and to
that end comments from US Federal Reserve Chairman
Powell that we are likely at the peak of the interest rate
cycle. The Fed has projected that rates will fall in line with

the core PCE (personal consumption expenditure) inflation
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from 3.2% to 2.4% in 2024. The market has taken this a
step further in its expectations and is now pricing a 70%
chance of the first rate cut at the central bank’s March
meeting and led bond markets to price in close to 1.50% of

interest rate reductions over the course of the year.

<« The influence of the Magnificent 7 on
stock markets in 2023 was nothing
short of profound.

There were many reasons for why the “Magnificent 7”
performed so strongly including strong underlying
fundamentals, strong profits, beneficiaries of the artificial
intelligence (Al) boom, apparent immunity from inflation
and vagaries of interest rates, but there is no denying it
was very narrow and concentrated in these mega-cap
names. We must remember that no tree grows to the sky.
These companies have experienced strong profit growth
but profit growth will eventually slow to a more normal
pace. Commodities were mixed with notable moves being
Brent Oil down -7%, as non-OPEC production was higher
than expected, and iron ore up 7% on the back of China’s
increased crude steel production. Gold was the weakest
performer, as the narrative around lower inflation and

soft-landing dampened demand.

In Europe, our previous report highlighted the sluggishness
of the manufacturing economies and in particular -
Germany. The ECB will pivot to an interest rate easing
stance despite the economic data becoming less bad.
Investors appear to be expecting rate cuts to ease the
headwind from restrictive monetary policy. However,
consumer inflation expectations also increased, after
having declined in the prior three months. This is the first
batch of important data in the run-up to the January ECB
meeting. The bad news is that a lasting disinflation trend
cannot be taken for granted yet. At the same time, the
improving economic situation does not require an early
interest rate cut. Data still seems geared towards a

wait-and-see position at least until the second quarter.

<« China’s policy meeting was

disappointing in that there were no
strong policy signals, however the
background message appears to be that
fiscal stimulus will continue to be used
to prop up growth.

Although annual growth recorded 5.2%, it underwhelmed
expectations. Other data releases reveal that the economy
continues to face potent headwinds. The GDP deflator -
the broadest measure of inflation - declined 1.5% over the
year corroborating the signal from falling producer and
consumer prices. The property market is deteriorating with
the contraction in new home prices and residential
property sales deepening. The property slump and
deflationary forces are weighing down on consumer
sentiment. The 7.4% year-on year expansion in retail sales
in December fell below an 8% forecast. The bottom line
from the economic data released in January is that the
outlook remains gloomy. The current policy stance is not

accommodative enough to produce a cyclical recovery.

Following strong gains in October and November, Australia
shed jobs in December. Full-time employment fell by
106,600. The unemployment rate held steady at 3.9% only
because those looking for a job, gave up. Job vacancies
continue to trend lower. Whilst employment seems to be
weakening, inflation is still running at 4.2% - way above the
Reserve Bank's 2-3% target. The RBA has been cautious
since increasing the cash rate to 4.35% so that it doesn't
crush the economy particularly given the level of mortgage
debt. The cash rate is probably slightly restrictive, but not
greatly so given the inflation rate. The real rate is about
zero. A properly restrictive rate would be higher. For
example, in the US, the cash rate is 2% above the inflation
rate. The market is suggesting a rate cut by May. However,
this seems to be optimistic given little prospect that
inflation will fall materially by the end of 2024 to justify
reduced rates beginning by May.
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<« The Australian share and bond markets
seem to have run a little ahead of
expectations in the short-term and
could drift sideways or correct slightly.

As mentioned above, bond, share and property markets
have moved up in expectation of lower interest rates in
2024. Although we are close to if not at the end of the
interest rate tightening cycle in the US, Europe and
potentially Australia, with further stimulus required in
China, the path of reductions looks optimistic. Strong
growth and low inflation with full employment equals
economic Utopia. However, when an economy reaches full
employment as is the case in Australia today, the central
bank needs to calibrate monetary policy almost perfectly to
keep it there. If it does not cut rates fast enough,
unemployment will increase; if it cuts rates too fast,
inflation will rise. Against the backdrop of the current
unsettled geopolitics, central banks are navigating a very

narrow runway.
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Returns

31st December 2023

ASSET CLASS RETURNS ARE BASED ON

Australian Cash Australian Listed Property International Shares

RBA Bank accepted Bills 90 Days S&P/ASX 200 A-REIT TR MSCI World Ex Australia NR AUD
Australian Bonds International Property Hedged Emerging Market Shares
Bloomberg AusBond Composite 0+ Yr TR FTSE EPRA/NAREIT Dv REITS TR Hdg MSCI EM GR AUD

AUD AUD

International Bonds Hedged Australian Shares

BarCap Global Aggregate TR Hdg AUD S&P/ASX 200 TR

RETURNS TO THE 31ST DECEMBER 2023

1 Month 3 Months 6 Months 1 Year 3 Years 5 Years 10 Years

Australian Cash 0.40 1.10 2.10 4.00 1.90 1.40 1.80
Australian Bonds 2.70 3.80 3.50 5.10 -2.70 0.60 2.60
International Bonds Hedged 3.00 5.40 3.20 5.30 -3.10 0.50 2.60
Australian Listed Property 11.40 16.50 13.00 16.90 5.90 6.40 9.40
International Property Hedged 8.70 13.40 6.40 8.70 3.60 3.30 6.10
Australian Shares 7.30 8.40 7.80 12.40 9.20 10.30 7.90
International Shares 1.80 5.30 4.90 23.20 11.80 13.60 11.70
Emerging Market Shares 1.00 2.10 2.30 9.60 -0.70 4.70 5.90
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