Capital Partners




Higher for longer

Capital Partners Investment Committee

Much of the support for equities over the year was driven by the market's belief that the ‘terminal rate’ for
this cycle of interest rates has been reached, and that the central banks would start cutting rates as soon
as the end of this year. Contributing to this narrative was data showing inflation continue to decline and
a better than expected earnings season.

However, as the end of quarter approached, stocks came off their highs and bond yields continued to
rise as both the Federal Reserve in the US and the RBA emphasized that rates would remain higher for
longer. The message is now coming in loud and clear that the central banks are not planning on a rapid
policy pivot as many were expecting.

The Australian stock market is up 13.5 per cent for the previous 12 months, but much of that performance
came from the last quarter of last year and the first quarter of this year. In the September quarter the ASX
200 Index is down by nearly 1 per cent. The IT sector is down by nearly 6 per cent for the quarter as the
expectation of higher interest rates affected growth stocks.

Developed Markets are up 17 per cent for the 12 months, driven by the large US technology stocks. But as
the “higher for longer” narrative takes hold, these technology stocks have borne the brunt of selling, with
the S&P 500 Information Technology Index down by more than 10 per cent from its July high.

For bond investors the pain is likely to continue, as traders are expecting further yield increases as the
“higher for longer” message seeps in. Complicating the global fight against inflation is the unwelcome
surge in oil prices and the fact that economies remain resilient.

Against the backdrop of continued rate increases the bond market continues to signal that the US will
end up in recession, along with the Eurozone, which will also markedly slow Australia’s economic activity.
China's economic slowdown after the post-pandemic rebound is also contributing to the gloom about
next year's prospects.

However, as we have seen throughout the year, economic predictions have very little bearing on what
markets will do over the next quarter or the next year.



Equity and bond market overview

ASX flat for the quarter

The Australian stock market, represented
by the S&P/ASX 200 index, has been flat
for the quarter. This was driven by pressure
from surging oil prices, inflationary risks
and rallying government bond vyields.
Furthermore, retail cooled faster than
expected in August. The market is up over
12 per cent for the 12 months, but most of
these gains came from the last quarter of
2022.

Developed markets have ignored higher
rates

The stock market rally in the first half of
2023 was built on the back of technology
stocks, as investors bet on resilient
consumers and hype surrounding Al.
However continued emphasis by central
banks that rates will stay higher for longer
has sapped some of the risk appetite for
equities. Like Australia, most developed
markets are trading flat for this quarter.

Yields keep rising on continuing high
inflation

Australia’s 10-year government bond yield
hit its strongest levels since December
2013 and tracked a rally in global bond
yields amid expectations that major central
banks will keep interest rates higher for
longer. Despite recently pausing rate
increases, both the RBA and US Federal
Reserve have indicated that continuing
inflation may support the case for future
rate increases.
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Economic review and forecasts

Inflation continues to fall but remains
above target

The Consumer Price Index (CPI) indicator
rose 5.2 per cent in the 12 months to
August 2023, according to the latest data
from the Australian Bureau of Statistics,
which is up from 4.9 per cent in July. The
RBA reiterated concerns that services
price inflation was surprisingly persistent,
keeping expectations of higher interest
rates alive.

Interest rate hikes may not be over just
yet

As inflation continues its downward trend,
the RBA remains in a wait and see mode
and has kept interest rates at 4.1% for the
last four meetings. The RBA continues
to signal that some further tightening
of monetary policy may be required to
ensure that inflation returns to target
in a reasonable timeframe, but that will
continue to depend upon the data and the
evolving assessment of risks.

Australia remains on track for a soft
landing

The Australian economy expanded by a
soft 0.4 per cent growth inthe June quarter.
Underneath the aggregate economic
figures are contrasting trends that will both
please and concern the RBA. Consumer
spending is weakening and helping reduce
inflation. However, wages are picking up
while labour productivity continues to
decline, pushing up the cost of producing
goods and services.
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Market returns

Year to Date 3 Months

Cash 2.8% 1.1% 3.6% 1.4% 1.3% 1.7%
Australian Bonds 1.2% -0.3% 1.6% -3.9% 0.3% 2.3%
Global Bonds -0.3% -2.4% 0.3% -4.6% -0.3% 2.2%
Australian Equity 3.7% -0.8% 13.5% 11.0% 6.7% 7.4%
Developed Markets 17.0% -0.4% 21.6% 11.9% 9.8% 12.5%
Developed Markets

(hedged) 11.6% -2.7% 19.6% 8.3% 6.7% 9.6%
Emerging Markets 7.0% 0.1% 11.3% 1.8% 2.9% 5.9%
Australian REITS 0.9% -2.9% 12.5% 4.7% 2.5% 7.3%
Global REITs 0.3% -3.6% 1.6% 5.8% 2.3% 7.0%

Interesting points

- Despite the fastest rate rises in a generation, equity markets have rallied over the last 12 months, even
though much of the performance has been driven by a handful of large tech stocks in the US on hype
around artificial intelligence.

- This market support has fallen away in the last few weeks of the quarter as central banks see rates
staying higher for longer and flagging consumer confidence triggered a sell-off, with tech stocks falling
by more than 10 per cent.

- Most equity markets have now fallen back to levels seen at the start of the quarter.

- Inflation remains sticky and even resurgent, thanks in part to a 30 per cent rise in oil prices since late
June, which has seen bond yields continue to rise on the expectation of more rate rises ahead.

- The higher income from bonds is offsetting the rise in yields and bonds have delivered positive returns
over the last 12 months.

- Emerging Markets continue to lag developed markets, principally because of the poor performance of
China and the effect of a strong US dollar.

- REITs are now more correlated to the broader risk market than has been the case since the pandemic.

China drags down the emerging markets Performance of Emerging Markets

The world's second-largest economy Sep-2022 - Sep-2023
is facing a host of problems - including
slower growth, high youth unemployment .59

and a property sector debt crisis that has

rattled global markets. The US credit rating

agency Fitch said last month that China's 3.4%
slowdown was “casting a shadow over -
global growth prospects” and downgraded
its forecast for the entire world in 2024.

Emerging China
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Market returns (chart)

Equity Performance
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Yield curves

Australia

Short end yields came down slightly over
the quarter as the market continued to
assess inflation data and whether the RBA
would keep rates on hold for a prolonged
period. However longer yields rose, with the
10-year government bond yield rising above
4.4 per cent, hitting its strongest levels
since December 2013 amid expectations
that rates would stay higher for longer.

United States

The US vyield curve remains inverted
despite the slowing of inflation and the
economy remaining resilient in the face
of higher interest rates. Most economists
now favour the soft landing scenario as
more likely, although some still see a hard
landing as inevitable as the Fed signals
there are one or two more rate increases
to come.

Source: www.investing.com
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Currency and commodities

Exchange rate

The Australian dollar was down 3.5 per
cent for the quarter and closed at 0.64 US
dollars in a period marked by constantly
shifting outlooks for interest rates.

While markets consider inflation data, the
Aussie remained under pressure from a
hawkish outlook on US Federal Reserve
monetary policy.

Commodities

In the last quarter the commodity index is
up over 6 per cent. Gold is down by 2.6 per
cent and near its lowest levels in 6 months,
pressured by a strong US dollar and rallying
Treasury yields.

Crude oil is up over 30 per cent for the
quarter fanned by tightening global
supplies and declining crude inventories in
the US.

Source: www.investing.com

0.75 AUD-USD X-rate
Sep 2022 - Sep 2023

0.60
Sep-22 Dec-22 Mar-23 Jun-23 Sep-23

Commodities
Sep 2022 - Sep 2023

\
M& f/q
\/V\/‘W’W’”
Sep-22 Dec-22 Mar-23 Jun-23 Sep-23

—Crude Qil Gold Commodities

This article was produced by the Capital Partners Investment Committee in collaboration with insight
from Dr Steve Garth, Principal of Principia Investment Consultants PHD, M.App.Fin., BSc., BA.
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