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ECONOMICS OVERVIEW

Consumer price inflation rose by 1.8% in the June quarter, and by 6.1% on
a rolling 12-month view. Whilst high, these measures were below consensus
expectations. In turn, this prompted hopes that local interest rates might not
need to increase as much as previously feared.

Equity and bond markets bounced back hard from
disappointing returns in June, amid suggestions that
rising interest rates in key regions will help bring infla-
tion under control.

Australian shares registered gains of more than 5%.
Most major overseas share markets performed even
more strongly — the MSCI World Index closed the
month 8.0% higher, with selected markets enjoying
double-digit gains. This made July the best month for
risk assets since late 2020, when encouraging Covid
vaccine trial results were first reported.

The tone of earnings announcements among US firms
for the three months ending 30 June was generally
encouraging.

Fixed income markets also generated solid positive
returns, following dismal performance in the first half
of 2022. A sharp drop in government bond yields in all
key regions supported positive returns from sovereign
bonds. In fact, returns from US Treasuries in July were
the strongest in more than two years.

Credit securities fared well too, as the general im-
provement in risk appetite saw spreads narrow.

Economic and market overview us

The US economy contracted in the three months ending
30 June. According to the latest available data, the econ-
omy shrank by 0.9% over the period, following a 1.6%
contraction in the first quarter of the year. By one mea-
sure, this suggests the world’s largest economy is already
in recession.

e Some observers argue that activity levels remain quite
buoyant, however, and not consistent with a reces-
sionary environment.

e The labour market also appears to remain healthy.
More than 370,000 new jobs were created in the US
in June, taking the total in the first half of 2022 to more
than 2.7 million.

e While debate rages on about whether or not the econ-
omy is in recession, most commentators agree that
conditions are deteriorating. Consumer price inflation
quickened to an annual rate of 9.1% in June, which
is eroding confidence levels and clouding the outlook
for spending. Households are also facing higher debt
repayment costs owing to rising interest rates. Time
will tell whether these pressures result in a full-blown
recession or a shallower, temporary downturn.



Encouragingly, Australian employ-
ment increased quite sharply in
June, with more than 88,000 jobs
created. This pushed the unem-
ployment rate down to 3.5%; a re-
cord low.

e The Federal Reserve continued to tighten policy settings,
in an effort to dampen inflationary pressures.

e Official borrowing costs were raised by 0.75 percent-
age points for a second consecutive month. Consensus
forecasts suggest interest rates will be raised four more
times in the remainder of 2022, with the federal funds
rate rising to around 3.3%.

Australia

Interest rate policy remained front and centre of attention
locally too. The Reserve Bank of Australia raised the Official
Cash Rate by 0.50 percentage points for a second consec-
utive month, as anticipated. Most investors are expecting
another half percentage point increase in borrowing costs
in early August, when the Reserve Bank of Australia meets
again.

e Consumer price inflation rose by 1.8% in the June quar-
ter, and by 6.1% on a rolling 12-month view. Whilst high,
these measures were below consensus expectations. In
turn, this prompted hopes that local interest rates might
not need to increase as much as previously feared.

e Encouragingly, Australian employment increased quite
sharply in June, with more than 88,000 jobs created.
This pushed the unemployment rate down to 3.5%; a
record low.

New Zealand

e Official cash rates were raised by 0.50 percentage points,
for the third time in the past four months. Policymakers
also signalled the likelihood of a further 1.5 percentage
points of interest rate hikes over the next 12 months.

e Controlling inflation appears to be the primary goal for
now, despite the risk of strangling growth and impeding
the housing and labour markets.

e |nflation in New Zealand quickened to an annual rate of
7.3% in the June quarter, which was higher than expec-
tations and seemingly unpalatable for the central bank.
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Europe

The European Central Bank raised interest rates by 0.50
percentage points; the first increase in borrowing costs for
11 years. Further rate hikes are anticipated in the remainder
of the year, despite a projected slowdown in growth in the
region. According to central bank forecasts, GDP in the Eu-
rozone will rise 1.5% in 2023, down from an earlier estimate
of 2.3%.

e The weaker economic outlook saw the euro briefly trade
below parity with the US dollar, for the first time since the
inception of the currency more than 20 years ago.

e |n other news, political instability reared its head in Italy
again following yet another government failure. Interest-
ingly, the leading candidate to become the next Prime
Minister has previously campaigned for ‘ltalexit’, or an
ltalian withdrawal from the European Union similar to
‘Brexit’ in the UK.

e Interest rates were raised in the UK, by 0.25 percentage
points to 1.25%. With inflation running at an annual rate
of 9.4%, investors are speculating that official borrowing
costs will start being raised more quickly. A 0.50 per-
centage point hike is expected at the Bank of England’s
next meeting in early August.

e UK Prime Minister Boris Johnson announced his resig-
nation and a leadership contest is underway to choose a
new leader of the ruling Conservative Party.

e The two final candidates have markedly different tax and
spending plans. The vote will take place in early Septem-
ber, when more clarity on the policy front should start to
emerge.

e The new leader will face ongoing Brexit-related challeng-
es and a subdued economic. The Bank of England re-
leased a Financial Stability Report in July, which warned
that the UK economic outlook has ‘deteriorated signifi-
cantly’.



Asia/AEM

Chinese authorities reiterated their ‘zero Covid’ policy,
which soured sentiment towards shares in China and
Hong Kong. There were also concerns about further po-
tential regulatory changes affecting Chinese technology
firms.

In Japan, the central bank persisted with a negative inter-
est rate policy, holding official borrowing costs at -0.1% —
a stark contrast from policy settings among other major
central banks.

Meanwhile, in a shocking development, former Prime
Minister Shinzo Abe was assassinated whilst giving a
speech. Abe held the top job twice in Japan, initially in
2006/2007 and then again from 2012 until September
2020.

Australian Dollar

The Australian dollar strengthened in July, appreciating
by 1.5% against the US dollar and closing the month just
under the 70 cent level; slightly below the average over
the past five years.

The AUD also added 2.1% against a trade-weighted bas-
ket of other major currencies.

Solid gains in the A-REIT and Financials sectors also
propelled the market higher, with several stocks clawing
back lost ground from June. Zip Co was the best per-
former among Financials, posting a +158.0% increase
following the termination of its merger agreement with
Sezzle. A favourable results release for the June quarter
also indicated a renewed focus on core operations.
Despite strength towards month end, Energy (+2.1%) and
Materials (-0.7%) stocks initially struggled on the back of
commodity price weakness, owing to US dollar strength
and concerns about a moderating demand outlook. Ol
prices slipped below US$100/barrel, for example, before
stabilising and closing the month around US$103.
Investors in Materials stocks remained cognisant of Chi-
na’s increasingly challenging GDP growth targets, given
the impact of Covid outbreaks and associated disrup-
tions. The outlook for China’s property construction mar-
ket remains particularly uncertain. This is important, as
the sector accounts for around a third of China’s steel
demand. Concerns weighed on iron ore prices, and on
sentiment towards Materials stocks in general.

The overall improvement in risk appetite supported small
caps. The S&FP/ASX Small Ordinaries Accumulated In-
dex returned 11.4%, outperforming the large cap index
for the first month this calendar year. All small cap sec-
tors fared well, with performance of Health Care stocks
a particular highlight.

; ” Listed Property
Australian Equities

Australian equities benefited from a broad-based rally in
July, with 10 out of 11 sectors posting gains. This result-
ed in the S&P ASX 200 Accumulation Index closing the
month 5.8% higher.

Sentiment improved as investors suggested inflation
could start to moderate and that borrowing costs might
not need to be raised as much as previously thought.
There was also a general consensus that companies’
earnings were resilient in the first half of the year and that
results announcements during August could be pleas-
ing, on the whole.

These influences softened the impact of the 0.50 per-
centage point increase in interest rates in July and the
prospect of further policy tightening in early August.
Suggestions that the Australian economy could with-
stand higher borrowing costs without dipping into re-
cession helped favour more cyclical areas of the market
— growth stocks meaningfully outperformed value stocks
over the month.

The IT sector, which returned 15.2%, was the best per-
forming area of the market. Cloud connectivity services
provider, Megaport performed particularly well following
strong fourth quarter results. The company achieved
positive earnings for the first time, which resulted in a
77.8% jump in its share price.

Global property securities performed well in July. The
FTSE EPRA/NAREIT Developed Index returned 6.4% in
Australian dollar terms.

Although high frequency data are starting to show signs
of an economic slowdown in the US, investors seemed
confident that macroeconomic headwinds are now
priced in to valuations. This supported an improvement
in sentiment.

The best performing regions included Sweden (+22.8%)
and France (+15.6%). Laggards included Hong Kong
(+0.0%), Singapore (+2.5%) and Japan (+2.5%), all in lo-
cal currency terms. In general, the more defensive Asian
property markets — including Hong Kong, Japan and
Singapore — significantly underperformed those in the
Americas and Europe.

A-REITs performed even more strongly, with the S&F/
ASX 200 A-REIT Index returning 11.9%. Stocks in the
Industrials sub-sector fared particularly well, collectively
adding nearly 16%. Office A-REITs performed less well,

but nonetheless rose an impressive 7.6%.



Global Equities

Broad-based optimism among investors supported
strong gains in most major regions. The MSCI World In-
dex added 8.0%, rebounding from weakness in the June
quarter.

Developments in the US set the tone. The S&P 500 Index
rose 9.2%, essentially reversing June’s move lower. On
the whole, US firms’ earnings releases for the June quar-
ter were well received by investors, and showed profit-
ability holding up quite well despite an apparent slow-
down in economic activity levels.

Favourable earnings releases among tech firms sup-
ported a 12.4% rally in the NASDAQ. This was the best
monthly return for more than two years.

Results from Amazon and Apple came in ahead of fore-
casts, helping the tech giants return 27.1% and 18.9%,
respectively. Alphabet (which owns Google) and Micro-
soft also reported rising revenues.

In other sectors, large global energy companies like Exx-
on and Chevron continued to enjoy record profits ow-
ing to the high oil price. Investors are focusing on what
the firms might do with the excess cash, for example
increasing dividends or pursuing share buybacks.

Most major European markets added between 3% and
8% over the month, supporting a return of 7.3% from the
Euro Stoxx 50.

Asia bourses were mixed. Stocks in Japan and Singa-
pore registered solid gains, but the Chinese and Hong
Kong markets both lost around 7% of their value.
Emerging markets also struggled. This was partly due to
China-related sentiment, but also reflected weakness in
commodity prices that adversely affected the outlook for
producers.

Global and Australian Fixed Income

Sovereign bond yields fell quite sharply in most major re-
gions, despite further increases in inflation. This resulted
in favourable returns from fixed income.

Investors appear increasingly confident that central
banks’ efforts to control inflation through aggressive pol-
icy tightening will be effective, and that borrowing costs
might not need to be raised as high as some previous
forecasts.

The evolving outlook for interest rates — primarily in the
US, but elsewhere too — took the heat out of the recent
increase in bond yields, and suggested fixed income in-
vestors might have priced in a little bit too much policy
tightening over the past few months.

Ten-year Treasury vyields in the US closed July 0.36%
lower, at 2.65%. The Treasury yield curve also inverted
for the third time this year, with yields on two-year notes
rising above those on comparable 10-year securities.
This was a notable development, as yield curve inver-
sions have historically been a reasonably reliable leading
indicator of economic recessions.

Yields fell meaningfully in Europe too, and by an even
greater margin in Australia. Ten-year Commonwealth
Government Bond vyields fell 0.60% over the month, to
3.06%. This was a welcome development for investors
in the local bond market; after losing nearly 10% of their
value in the first half of the year, Australian bonds added
more than 3% in July.



Global Credit

e Equity market strength and moderating concerns about
the extent of interest rate hikes supported sentiment to-
wards credit.

e Spreads narrowed in the investment grade and high yield
sub-sectors, supporting favourable returns from corpo-
rate bonds in Australia and other major markets.

e As planned, the European Central Bank stopped buy-
ing corporate bonds in the region on 1 July. Spreads on
EUR-denominated securities subsequently narrowed
quite sharply, raising optimism that the market will be
resilient without the artificial support of such a large,
price-insensitive buyer. In fact, European issuers com-
fortably outperformed US peers in July.
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