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The US Fed appears to be
more cautious about the
economy but remains in
tightening mode, with a
further two rate hikes
expected in 2019.

There are signs of slowing
momentum in the US
economy but fundamentals
remain relatively robust,
especially in the labour
market.

The property market has
dominated the headlines in

Australia, with significant falls
in the Sydney and Melbourne

markets during 2018.

Economic growth in Europe is
slowing while political risks in

the form of Brexit and the
Italian budget are fuelling
uncertainty.

Chinese manufacturing

contracted in December while

markets eagerly awaited the
resumption of trade talks in
the new year.
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December market performance

Equity Markets Index At Close % Return % Return
— Index Returns* 31/12/2018 1 Month 12 Months
Australia S&P/ASX 200 Index 5646.40 -0.12% -2.84%
United States S&P 500 Index 2506.85 -9.03% -4.38%
Japan Nikkei 225 Index 20014.77 -10.28%  -10.29%
Hong Kong Hang Seng Index 25845.70 -2.48% -10.54%
China CS1'300 Index 3010.65 5.10%  -23.64%
United Kingdom FTSE 100 Index 6728.13 -3.49% -8.73%
Germany DAX 30 Index 10558.96 -6.20% -18.26%
Europe FTSE Eurotop 100 Index 258552 -5.40% -9.88%
Property - Index e At Close % Return % Return
Returns* 31/12/2018 1 Month 12 Months
Listed property S&P/ASX 200 A-REIT Index 1375.30 1.69% 2.91%
s R At Close At Close At Close
31/12/2018  31/11/2018 31/12/2017

Australian 90 Day Bank Bills 2.09% 1.95% 1.78%
Australian 10 Year Bonds 2.32% 2.59% 2.63%
US 90 Day T-Bills 2.35% 2.34% 1.38%
US 10 Year Bonds 2.69% 2.99% 2.41%
At Close % Change % Change

=3

Currency* 311212018 1Month 12 Months
US dollar A$/US$ 0.70 -3.60% -9.81%
British pound A$/STG 055 -3.56% -4.42%
Euro A$leuro 0.62 -4.74% -5.46%
Japanese yen A$lyen 77.24 -6.91% -12.26%
Australian Dollar Trade-weighted Index 60.7 4.11% -6.47%

* Closing index values are based on price indices. Index returns are expressed as total returns in local currency.

** All exchange rates are rounded to two decimal places.

Past performance is not a reliable indicator of future performance.

Global economies

The new year has started on a downbeat note
as markets continue to worry about softer
economic growth globally and a possible
peak in US corporate earnings. Hope
remains that a trade deal can be struck
between the US and China, but in the
meantime trade tensions have had a
significant impact on factory activity in Asia,
while temporary boosts to US GDP appear
to be fading.

)

The US Fed lifted the target funds rate to a
range of 2.25-2.50% as markets had long
anticipated, but the move was not entirely

without doubt given recent market volatility
and concerns over slower economic growth.
The Fed lowered its forecast for 2018 GDP
growth from 3.1% to 3.0% and reduced its
2019 forecast from 2.5% to 2.3%. While
2018 saw the three rate hikes markets
expected at the start of the year, the FOMC
is now more dovish in its outlook, reflected
in Fed Chairman Jay Powell’s comment that
“it is more likely the economy will grow in a
way that calls for two rate increases next
year." US September quarter GDP grew by
an annualised 3.4%, revised down 0.1 points
from the previous estimate, with consumer
spending growth marked down from 3.6% to
3.5% and fixed investment down from 1.4%



to 1.1%. While fiscal stimulus measures
have supported growth, there are signs that
the economy is losing momentum amid a
widening trade deficit, sluggish business
spending and housing market weakness
which is likely to put pressure on
households. The Atlanta Fed’s GDPNow
estimate of growth for the December quarter
was 2.8% as at 8 January. Non-farm payrolls
for December showed 312,000 jobs added,
well ahead of expectations, while core
inflation for November came in at 2.2% as
expected.

Europe

Eurozone GDP growth continues to
disappoint, rising 0.2% in the September
quarter according to December’s estimate. In
Germany, the growth picture continues to be
clouded by developments in the auto
industry, with major car manufacturers
having problems certifying vehicles in
accordance with the new exhaust and
consumption standards. The IHS Markit
Europe Sector PMI showed further falls in
output for autos, driven by a drop in new
orders, while purchasing of inputs contracted
at the sharpest rate since March 2013.
Meanwhile, PMI data point to continued
slowing in the European economy, with the
IHS Markit Eurozone Composite PMI
recording the slowest growth in over four
years, falling from 52.7 to 51.1 in December.
The slowdown in part reflects the ongoing
protests in France, which have impacted
industrial production and services. France’s
national statistics institute reported that
growth is expected to slow from 0.4% to
0.2% in the December quarter. Meanwhile,
the ECB ended its asset purchase programme
in December, which has resulted in the
purchase of around €2.6 trillion worth of
debt (predominately government bonds)
since March 2015. The market reacted
nervously to the removal of monetary
support, with concerns focused on ltaly,
which would experience the most pain
should interest rates rise given its high debt-
to-GDP ratio of over 130%.
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China

China’s official manufacturing PMI fell
from a flat 50.0 to 49.4 in December,
marking the first month of contraction since
July 2016, driven by the domestic economic
slowdown and the ongoing trade dispute
between Beijing and Washington DC. New
export orders contracted for the seventh
month in row. At the start of December,
Chinese President Xi Jinping and US
President Trump were able to negotiate a 90-
day delay to the implementation of tariffs
due to be introduced on 1 January 2019.
Trade talks resumed at the start of January,
with the world watching closely to see if any
breakthrough can be made, or if the US will
make good on its threat to impose tariffs on a
further US $200 billion worth of Chinese
exports. The People’s Bank of China cut the
reserve requirements for the country’s
commercial banks, effectively injecting US
$117 billion of liquidity into the banking
system, while also urging them to lend to
small- and medium-sized businesses. The
authorities are also beginning to ramp up
stimulus spending, approving a US $125
billion rail project, which will add 6,800 km
of track (a 40% increase on the distance
added in 2018). Markets might be hoping for
full-blown stimulus measures like those seen
in 2009 and 2015 which supported global
demand, but this seems like wishful
thinking. Chinese officials have stated that
the economy is still likely to reach its 2018
growth target of 6.5%.

Asia region

The Japanese government revised down its
forecasts for GDP growth and inflation
following an economic contraction in the
September quarter. Growth is forecast at
0.9% for the 2018 fiscal year (which ends
in March 2019), down from the previous
projection of 1.5%, while fiscal 2019
growth is estimated to be 1.3%, down from
1.5%. Japan’s manufacturing PMI
rebounded in December from 52.2 to 52.6,
ending 2018 with a strong upturn in
production, although growth in new orders
was muted and export sales declined. The
services sector PMI fell from 52.3 to 51.0,

reflecting poor weather and underwhelming
sales, while survey data pointed to cooling
cost inflation. In other parts of Asia,
manufacturing PMIs for export reliant
countries such as South Korea and Taiwan
have dipped below the 50-point level
indicating expansion, partly due to the US-
China trade dispute, which has had a
broader impact on factory activity
throughout Asia. The World Bank has
forecast India’s GDP to grow at 7.3%
during 2018-19, remaining the fastest-
growing major economy in the world.
Growth is forecast to rise to 7.5% in the
subsequent two years as temporary impacts
such as those caused by demonetisation and
the implementation of the GST fade.

Australia

The RBA’s December minutes revealed
that members were wrongfooted by the
September quarter GDP release, which
came in lower than expected at 2.8% year-
on-year compared to an expected figure of
over 3.0%. Members noted that the outlook
for household consumption is uncertain due
to low income growth and relatively high
levels of household debt, together with
declining property prices. However, the
bank still expects steady growth in
consumption supported by robust labour
market conditions and a gradual pickup in
wage growth. Australian housing prices fell
4.8% in 2018 according to CoreLogic,
driven by sharp falls in the Sydney (-8.9%)
and Melbourne (-7.0%) markets. Sydney
house prices fell 1.8% in December,
representing the 15th consecutive monthly
fall, while the fall across all capital cities
was 1.3%. According to the ABS, price
falls are now also evident in the middle and
lower segments of the market, while
auction clearance rates and volumes are
trending lower. Treasurer Josh Frydenberg
called on the banks to keep their books
open to ensure “affordable, accessible and
timely loans”. In trend terms there are still
signs of labour market momentum, with
171,500 full-time jobs added through 2018
to the end of November.



EQUITY
MARKETS

*  The S&P/ASX 200 Index fell
0.1% in December but
managed to stand its ground in
the face of a major selloff in
global markets.

e The US S&P 500 Index fell
9.0% in US dollar terms as
fears of slowing global growth
and trade tensions gripped the
markets.

*  Europe’s broad STOXX
Europe 600 Index lost 5.6% in
December, with the German
DAX 30 Index falling 6.2%
and the French CAC 40 Index
down 5.2%.

* In Asia, Japan’s Nikkei 225
Index fell 10.3% and China’s
CS1 300 Index dropped 5.1%.

*  Global developed market
shares outside Australia fell
4.4% in Australian dollar
terms while emerging market
shares rose 0.9%.
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Australian equities

Index/Benchmark (% pa)
S&P/ASX 200 Acc.
S&P/ASX 50 Acc.

Awustralian

S&P/ASX Small Ordinaries

Acc.Index

1 Month
-0.12%

0.59%
-4.18%

1Year 3Years

-2.84% 6.68%
-1.50% 6.12%
-8.67% 7.44%

5Years 7 Years
5.63% 9.61%

4.91% 9.54%
5.62% 4.82%

The S&P/ASX 200 Index returned -0.1% through December, rebounding in the first week of
January 2019 as Wall Street recovered slightly from a horror end to 2018. The ASX
outperformed global shares, holding up well compared to other major markets. VVolatility,
measured by the ASX 200 VIX Index, remained elevated through December, rising above 20.0
before easing slightly into the new year. Materials (+5.3%) was the best performing sector in
December, with BHP (+11.5%) rising on the back of news that it will pay a special dividend of
US $1.02 per share (A $1.42) following the completion of its US $5.2 hillion share buyback,
while Rio Tinto (+7.1%) ended the month higher after confirming the sale of its Grasberg mine
interest in Indonesia. Gains in the Health Care sector (+2.9%) were led by pharmacy
distribution business Sigma Healthcare (+16.3%) following a merger proposal from rival
Awustralian Pharmaceutical Industries (-5.8%), the owner of pharmacies Priceline and Soul
Pattinson. Within the Communications sector (-5.1%) it was a tough month for media, with
Nine Entertainment (-21.4%) still struggling after its high-profile acquisition of Fairfax, while
telcos were also in negative territory as the ACCC voiced concerns over the proposed merger

between TPG (-10.4%) and VVodafone.

Investment Index/Benchmark returns*

S&P/ASX 200 Index
Sector

Materials

Health Care

Utilities

Property

Consumer Staples
Industrials

Consumer Discretionary
Eneray

Financials ex-Property
Information Technology

Communications

1 Month

5.31%
2.94%
2.88%
1.69%
1.50%
-0.20%
-1.71%
-2.02%
-3.08%
-3.97%
-5.05%

3 Months

-4.87%
-8.10%
-3.07%
-1.91%
-6.37%
-5.81%
-14.14%
-21.31%
-7.56%
-13.89%
-14.73%

1 Year

1.75%
19.25%
-5.07%

2.91%

4.74%

0.00%
-1.67%
-8.58%
-9.73%

7.26%

-17.94%

* Total returns based on GICS sector classification



BIG MOVERS
THIS MONTH

Going up
1 Materials 5.3%
1 Health Care 2.9%

fi Utilities 2.9%

Going down

U Communications -5.1%
U Information Technology -4.0%

U Financials ex-Property -3.1%
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Global Equities

Index/Benchmark (% pa) 1Month  1Year 3Years 5Years 7 Years
Global MSCI World Ex Australia Index 4.38% 1.35% 7.54% 9.75% 15.22%
MSCI World Ex Australia Index (LCL) -8.06% -7.50% 6.13% 6.06% 10.42%
MSCI World Ex Australia Small Cap ~ -6.06% -4.36% 7.19% 9.00% 15.76%

Index (AUD)
Emerging MSCI Emerging Markets Index (AUD)  0.85% -5.25% 10.50% 6.58% 8.92%
MSCI AC Far East Index (AUD) -1.26% -4.75% 7.25% 8.41% 12.41%

Global shares fell 4.4% in Australian dollar terms in December as major developed markets
plummeted on fears of slowing global economic growth and the prospect of an escalation in
trade conflict. The US S&P 500 Index fell 9.0% in December, dropping to a low of 2351
points (its lowest level since April 2017) and recovering to above 2500 in the new year. Trade
tensions between the US and China continued to impact markets, while a standoff between the
Trump White House and Congress over immigration and the funding of a border wall has
created additional uncertainty, resulting in a partial shutdown of some government
departments. The start of the new year greeted Apple (-11.7%) investors with lower guidance
for its first quarter, which pointed to a significant drop in operating income on the previous
year. Higher prices for the iPhone has been offset by weaker demand, most obviously in China.
The STOXX Europe 600 Index fell 5.6% in local currency terms, with the Retail (-8.0%),
Bank (-7.7%) and Auto (-7.2%) sectors hardest hit. In Asia, Japan’s Nikkei 225 Index fell
10.3% in local currency terms and China’s CSI 300 Index dropped 5.1%.

Property
Index/Benchmark (% pa) 1Month 1Year 3Years 5Years 7 Years

Australian  S&P/ASX 200 A-REIT Acc. Index 169% 291%  7.17% 12.32% 14.28%

Global FTSE EFRA/NARE|T Developed Ex -6.29% -3.50% 4.00% 769% 11.21%
Awustralia Index (AUD Hedged)

The S&P/ASX 200 A-REIT Index returned 1.7% in December as the outlook for interest rate
rises softened and bond market yields fell. Shopping centres came under slight pressure in
December, with mild under performance from Shopping Centres Australasia (-0.7%) and
Vicinity Centres (+0.4%), but overall the sector has maintained its high occupancy rates in the
face of the online onslaught. On the other side of the equation, industrial property manager
Goodman Group (+3.7%), whose biggest tenant is Amazon, saw a 26.2% rise in its share price
over 2018. Viva Energy REIT (+8.7%) was the top performer in December, with investors
attracted to its relatively high yield and low levels of leverage that allow for some debt-funded
growth. December saw the completion of Oxford Properties’ $3.4 billion all-cash acquisition
of the Investa Office Fund, consisting of investment grade office buildings in Australia’s
CBDs. While Australian REITs were able to stand their ground in December, the fate of global
listed property was tied to the deep falls in equity markets, which saw developed market REITs
outside of Australia fall 6.3% in hedged terms. US REITs were no exception, falling 8.5%,
with the biggest falls coming from Hotels (-13.4%), Offices (-11.7%) and Malls (-11.0%).



Fixed Interest

Index/Benchmark (% pa) 1Month  1Year 3Years 5Years 7 Years
Australian ~ Bloomberg AusBond Composite 0 0 0 0 0
O+ YT Index 150% 454% 3.70% 467% 471%

Bloomberg AusBond Bank Bill Index 0150  1.92% 1.91% 2.15% 251%

Global Bloomberg Barclays Global 0 o o o o
Aggregate Index (AUD) 5.83% 9.77% 3.83% 6.04% 6.57%

Bloomberg Barclays Global
Aggregate Index (AUD Hedged) 143% 165% 351% 481% 512%

Global bonds measured by the Barclays Global Aggregate Index returned 5.8% in
December in Australian dollar unhedged terms and 1.4% in hedged terms as yields in
major developed markets fell through December and early January. The end of the
ECB’s quantitative easing was expected to put upward pressure on European yields,
even in Germany where there is a relative scarcity of safe government Bunds, but so
far there are few signs of this happening. The US 10-year Treasury yield fell from
2.99% t0 2.69% in December, before dropping as low as 2.55% in early January
2019. Similarly, the Australian 10-year Treasury yield fell from 2.59% to end 2018 at
2.32% before falling further to 2.18% in the new year. Germany’s 10-year Bund
yield fell from 0.31% to 0.24% in December, while the 5-year yield fell further into
negative territory from -0.27% to -0.32%. Japan’s 10-year government bond yield
also dipped into negative territory, falling from 0.087% at the start of December to -
0.045% in early January 2019. In December yields on US 2-year government bonds
rose above those for 3 and 5 years for the first time since 2008, while the spread
between the 10- and 2-year Treasury yield narrowed to below 11 basis points, raising
fears of a potential economic recession.

Australian dollar

The Australian dollar resumed its fall in December, reaching a 10-year low of US $0.6715 in
early January 2019 as the Chinese economic picture weakened, only to bounce back above
$0.71 on hopes that progress can be made towards a trade settlement between the US and
China. Over 2018 the Australian dollar fell 9.8% against the US dollar driven by the interest
rate differential between the two countries.

The information contained in this Market Update is current as at 12/01/2019 and is prepared by Lonsec Research Pty Ltd ABN 11 151 658 561 AFSL 421445 on behalf of National

Australia Bank and its subsidiaries.

Any advice in this Market Update has been prepared without taking account of your objectives, financial situation or needs. Because of this you should, before acting on any advice,

consider whether it is appropriate to your objectives, financial situation and needs.

Past performance is not a reliable indicator of future performance. Before acquiring a financial product, you should obtain a Product Disclosure Statement (PDS) relating to that product and

consider the contents of the PDS before making a decision about whether to acquire the product.
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