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Outlook for investment markets
Sharemarkets have had a good month, as earlier
alarm about a slowdown in the Australian and
world economies was replaced by more realistic
expectations for ongoing economic growth, and
share prices may move modestly higher again in
coming months. Bond yields have fallen to
implausibly low levels, and bond prices are now
even more vulnerable to a setback. Cash rates
have held steady, and are likely to stay at current
levels for the rest of the year.

Australian Cash & Fixed Interest — Review
Short-term interest rates have not budged over the
past month or quarter, with 90-day bank bill yields
remaining at 5.65 percent. Bond yields, on the
other hand, have continued to fall. Ten-year
Commonwealth bond yields have reached a new
low at 5.07 percent, down 0.20 percent for the
month and 0.50 percent for the quarter. The
headline data suggests that the $A weakened
against the $US over the past month, falling by
nearly two percent to just over 76 US cents.

A better description would be that the $A has
been trading sideways within a 76 — 78 cents
range for over six months. In overall trade-weighted
value, the $A has gained over the past month, due
to the $A’s resilience against non-$US currencies.

Australian Cash & Fixed Interest — Outlook
The stability in short-term interest rates reflects
that monetary policy settings have not changed
(the Reserve Bank left rates alone at its June policy
meeting), and are not expected to: the futures
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market anticipates unchanged monetary policy out
to the end of 2006. The Reserve Bank said when it
last raised rates in March that further increases
could be in store, but recent data suggesting a
slowdown in housing finance, and in the economy
generally, has led Bank-watchers to conclude that
no further tightening will be needed.

Much of the fall in local bond yields can be
attributed to the influence of overseas yields, which
have fallen to levels hard to understand in terms of
economic fundamentals. Although bond yields look
'too low' for Australian and world economies still
growing at reasonable rates, in these odd market
conditions there is no guarantee that yields will rise
as one might otherwise expect.

The recent pattern for the $A of modest decline
against the $US but overall steadiness in value may
well continue. The $US appears to be recovering on
a global basis, and a lower $A/$US cross-rate
reflects this improvement, but the $A’s overall
value looks well-supported by Australia’s relatively
high interest rates, which should continue to
attract overseas inflows.

Australian Property — Review

Listed property trust prices have been pretty volatile
for a supposedly defensive sector. After sagging by
some 10.0 percent between January and early May,
the sector staged a vigorous recovery over the past
month, the S&P/ASX property trusts index rising 7.50
percent from its cyclical low point, and up five
percent over the past month alone. One long-running
item of corporate activity in the sector was finally
resolved during the month, with GPT severing its links
with Lend Lease. After a period of substantial
consolidation and mergers, the sector is also seeing
some new listings — the A$270.0 million debut of
Charter Hall on 10 June, and the forthcoming
A$113.0 million float of Trafalgar.
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Australian Property — Outlook

The recent recovery in listed property trust prices
comes down to the lure of bargain-hunting after the
sell-off earlier this year; increased overseas interest
in the sector; and the fall in bond yields, which has
made property yields more attractive. These issues
could take prices higher again in coming months.
There is some evidence, though, that investors are
becoming more discriminating about the sector,
favouring retail and industrial trusts over the more
accident-prone generalist vehicles and those most
exposed to the slowing domestic housing market.
This heightened awareness of the risks from
'stapling' and overseas expansion (where relative
inexperience with local conditions may cause
issues) means investors may be taking a more
cautious view about listed property than previously.

Australian Equities — Review

The Australian sharemarket has continued to
recover from the sell-off in March and April, when
weaker overseas sharemarkets and evidence of
slowing local economic momentum had combined
to push prices lower. Over the past month, the
Australian market has risen by a strong 5.75
percent, and therefore posted a small gain for the
quarter (0.20 percent). Industrial stocks (up 6.30
percent) outpaced Resources (3.40 percent).

Australian Equities — Outlook

The outlook for domestic corporate profits remains
mixed. The economy has slowed: March quarter
GDP growth was 0.70 percent, with the year-on-
year rate only 1.90 percent, and some recent
indicators have been weak (notably retail sales in
April). Other data, however, has been stronger
(particularly employment, with 14,000 new jobs in
May), and most forecasters consequently expect
only a modest cyclical slowdown. The latest
Consensus Economics forecast is for 2.60 percent
growth in calendar 2005, improving to 3.10 percent
in 2006. This would translate into growth in pre-tax
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profits of 7.70 percent this year, and 5.90 percent
next. Equity analysts have similar views as the
economic forecasters for this year, but are
markedly more optimistic about 2006. These
expectations for Industrials look overoptimistic,

and prices may be vulnerable to earnings
disappointments. Recent further rises in commodity
export prices are however encouraging for
Resources shares' profit prospects.

International Fixed Interest — Review

World bond yields have fallen even further over the
past month. Yields on world government bonds fell
below three percent by mid-May, and then
continued to move lower. The decline has again
been widespread. The key 10-year US Treasury
yield dropped 0.18 percent to 4.04 percent (and
was below 3.90 percent at one point), with
Eurozone yields down 0.30 percent to 3.10 percent,
and the yield on UK gilts down to 4.23 percent.
Japanese 10-year government bonds shared in the
trend, down 0.10 percent over the past month to
just under 1.20 percent.

International Fixed Interest — Outlook

The recent behaviour of bond yields has puzzled
analysts —including such eminent authorities as
the chairman of the US Federal Reserve. At an IMF
conference this month, Dr. Greenspan canvassed a
number of potential reasons, including expectations
of slower economic growth; Asian central banks’
buying of US Treasury bonds; money flowing from
low interest rate areas (the Eurozone, Japan), and
so driving down other countries” higher yields; and
a global glut of savings looking for a home. None of
these reasons seemed especially convincing. While
inflation in many countries remains low, justifying
modest bond yields, most forecasters have
concluded that yields have fallen to levels below
those justified by a benign inflationary outlook, and
that if current forecasts of global economic activity
prove correct, yields are likely to rise.
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International Equities — Review

World sharemarkets have had a good month, with
the MSCI World Index up 3.10 percent. Translated
in $A terms, the increase was slightly lower at 2.70
percent, because of the $A’s modest appreciation
over the past month. The pattern of recovery from
the sharemarket sell-offs of March and April has
varied quite widely. All the major US indices are
showing gains for the month (led by the NASDAQ's
5.10 percent rise). European shares were up
overall, though German companies were weaker.
Japan was also up slightly, while other Asian
markets were mixed (Hong Kong and Taiwan down,
Singapore and Korea up).
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International Equities — Outlook

Some good news has supported recent advances,
notably Dr. Greenspan's remarks about US
economic growth, and more optimistic
assessments of the outlook for Japan. Equally,
though, there are cross-currents: increased
acceptance that oil prices will remain high; a strong
likelihood that US interest rates will continue to
rise; and deterioration in the near-term outlook for
some European economies (notably France, where
already-high unemployment was an important issue
in the recent European referendum). Overall, while
the latest month’s advance in prices is good news,
there are also sound reasons to expect only modest
progress in coming months.
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Copyright, Disclaimer & Other Information

Financial Services Guide

Morningstar Research Pty Ltd ABN: 83 062 096 342,
AFSL: 243 161 ('Morningstar') of Level 11, 10 Spring
Street Sydney NSW 2000 is the provider of the
general advice ('the service') provided on this report.
The service is provided through research including the
profiling and rating of managers and products.
Morningstar does not receive commissions for the
service and does not charge companies to be rated.
Where Morningstar provides the service through the
provision of research it is remunerated by subscribers
paying a subscription fee. This fee is variable
depending on the subscription and will vary
depending upon the individuals specific requirements,
particularly to the ongoing use and distribution of the
service. Subscriptions are paid as agreed with
individual clients. Morningstar representatives are
remunerated by salary and do not directly receive any
commissions or fees. They may be eligible for an
annual performance payment which is discretionary
and based on reaching agreed performance levels.
Morningstar has no debt or equity relationship with
any issuers of any financial products. Morningstar
may provide some of the product issuers with
research or consulting services for the standard fee.
In relation to consulting services, Morningstar may
provide product issuers with advice in relation to
asset allocation information.

Copyright

All information (Information contained in this
document) is the property of Morningstar or its
information providers and is protected by applicable
copyright and intellectual property laws. All rights
reserved. You may not reproduce, retransmit,
disseminate, sell, publish, broadcast, or circulate the
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information without the express written consent of
Morningstar. You are entitled to use the information
for your personal, non-commercial use only.

Trademarks
Morningstar and the Morningstar logo are registered
trademarks of Morningstar, Inc.

Disclaimer

All care has been taken in preparing this report but to
the extent that it is based on information received
from other parties no liability is accepted by
Morningstar for errors contained in the report or
omissions from the report. Morningstar gives neither
guarantee nor warranty nor makes any representation
as to the correctness or completeness of the
information presented. Morningstar determines
ratings on the basis of information disclosed to
Morningstar by investment product providers and on
past performance of products. Past performance is no
guarantee of future performance.

Disclosure

If you wish to obtain further information regarding
our services, we recommend you access the
section entitled “Products” at
www.morningstar.com.au. Morningstar has no
debt or equity relationship with any issuers of any
financial products. Morningstar may provide some
of the product issuers with research or consulting
services for the standard fee. In relation to
consulting services, Morningstar may provide
product issuers with advice in relation to asset
allocation information. Morningstar uses quantitative
data and qualitative research opinions as its
methodology when preparing ratings opinions and
research in respect of financial service providers. The
methodology weighs the relative strengths and weak-
nesses of each manager/product relative to its peers.
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