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Corporate earnings the key to market outlook
ing market, which is being continually talked up by our heavily
conflicted press and industry commentators, coupled with current
razor-thin levels of provisioning,
causes us concern. We are not
participating in the current ‘‘yield
at all costs’’ epidemic but acknowledge that yield-starved investors
may continue to throw caution to
the wind for the near future. We
would be surprised if the next decade for the Australian banks is as
prosperous as the last one.

Four of the nation’s leading market experts tell
Andrew Main their strategies to deal with the
challenges of a difficult year ahead
PICKING global investment
trends in 2014 has been made especially hazardous by the looming
end of quantitative easing, the biggest single economic stimulatory
measure the world has ever seen.
Australia remains a cork bobbing around the edges, having survived well without such tinkering,
but now facing the inevitable ebb
and flow as markets revert to what
ought to be normal.
The Australian asked four market experts for their views: Matt
Sherwood at Perpetual, Toby
Lewis at Citigroup, Mark Wills at
US giant State Street and David
Prescott from boutique Lanyon
Asset management.
While it is a standing joke that
market watchers are invariably
cautiously optimistic at the start of
each New Year, these experts provide enough evidence to suggest
that as long as corporate earnings
manage a measurable lift in 2014,
there should be more good news
than bad this year.
The S&P/ASX 200 index enjoyed a
lift of just over 15 per cent in 2013,
well ahead of most predictions
given that there was a 13 per cent lift
in 2012. What sort of move are you
preparing for in 2014?
Matt Sherwood, Head of Investment Market Research, Perpetual:
THE Australian sharemarket’s
second year of double-digit returns in 2013 occurred despite a
second consecutive year of declining earnings per share. While the
US and global economies are set to
improve in 2014, the market starts
the year with full valuations for the
first time in seven years and another year of 10 per cent-plus returns will require double-digit
earnings growth. Australian earnings forecasts have been downgraded (from 12 per cent to 7 per
cent) in the wake of a sustained
below-trend economy, modest
cost-out drives and the still-high
Australian dollar. Consequently,
markets may underwhelm improving expectations and record
very modest single-digit returns
(plus dividends) amid heightened
volatility. Quality corporations (in
terms of balance sheets and operating models) remain the key.
Toby Lewis, Investment Strategist at Citibank:
THE Citi end-2014 target for the
S&P/ASX 200 currently stands at
5850, implying an increase of nine
per cent over the course of the
year. This places the Australian index just below the expected global
index return of 10 per cent, but
ignores dividends and franking
credits, which tend to be above the
global average for Australian investors. We expect the index to
move in line with earnings-pershare over the course of the year,
but judge that there may not be as
much scope for an upward rerating since the one-year-forward
price-to-earnings multiple is close
to its long-run average.
Mark Wills, Head of Investment
Solutions Group for Asia Pacific
ex Japan at State Street Global
Advisors:
THE Australian market is likely to
advance, albeit not at the rate of
2013. Our alpha scores for Australia place it in the middle of the pack
for developed markets but ahead
of the US. It appears that Australian business confidence and activity is growing, but so is the rest
of the world — at a faster rate.
China will continue to grow, but its
government priority is to reform
its economy while maintaining
growth. This suggests surprise demand for our resources is unlikely,
so growth of the Australian sharemarket will have to come from
other sectors, and the banking sector is considered fully valued already. Additionally, emerging
markets will continue to struggle
and many of them are big importers of our resources so it is un-

likely they will provide much support in 2014.
David Prescott, portfolio manager at boutique manager Lanyon Asset Management:
AT Lanyon, we have a bottom-up,
fundamental approach and do not
try to predict broader stockmarket
movements. We believe the
strength in Australian and international stockmarkets has not
been driven by strong underlying
corporate earnings growth so
much as by the highly artificial
market environment we find ourselves in as result of unprecedented levels of manipulation
by most of the world’s major central banks. If markets continue to
be manipulated, the stockmarket
might continue to head higher.
We consider the current circumstances in this regard to be unsustainable, but the timing of the
inevitable unintended consequences of such policies is problematic. Australian economic
activity will continue to be
constrained. We have constructed
a portfolio that we feel will deliver
solid, long-term returns under a
variety of different economic environments.
Has RBA governor Glenn Stevens’s
very obvious campaign to bring
down the value of the dollar, now
just below US90c, changed the outlook for Australian investment
markets significantly?
Matt Sherwood, Perpetual:
THE declining dollar was one of
the major wild cards for domestic
investors in 2013, with US Fed policy and commodity prices more
prominent drivers of the decline
than the RBA. The lower currency
improved the earnings of our exporters and import-competing
producers and sparked some sector rotation away from expensive
domestic yield plays and into traditional global cyclic stocks such
as Boral, Resmed, and Orica.
Lower rates also improved the
outlook for domestic cyclicals including Harvey Norman, Reece
and Slater & Gordon. While the
currency has depreciated, it needs
to decline to below US85c to be a
tailwind for the domestic sharemarket and the economy, and the
US Fed is likely to do all the work
for us to get it there.
Toby Tewis, Citibank:
THE fall in the dollar has undoubtedly produced an earnings
benefit for those companies that
derive their revenues in overseas
currencies, such as the resources
sector. In terms of the outlook, the
market is better supported at a
lower exchange rate and the operating environment is somewhat
less challenging. But the currency
would need to continue to fall in
order to substantially influence
the growth rate of earnings in 2014
and beyond.
Mark Wills, State Street:
IT has made Australian assets
more attractive to Australian investors and should help Australian
firms compete globally. For some
sectors this transmission effect is
quite rapid so it should help improve profitability for export
oriented companies in 2014. Global growth is likely to be more
robust offshore and so we expect
investors to focus on international
equities versus the domestic market. Our bonds, however, remain
in a no-change or cutting interest
rate regime and so should outperform offshore bond markets.
Overall, we don’t think the net
effect of the pullback in the dollar
has had or will continue to have a
major effect on our investment
markets.
David Prescott, Lanyon:
WHILE a lower dollar should be
beneficial for the profitability and
competitiveness of certain companies operating in domestic
manufacturing, these benefits and
more appear to have already been
largely priced into our already
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“The market starts the year
with full valuations for the
first time in seven years and
another year of 10 per
cent-plus returns will
require double-digit earnings growth”

“The Australian market is
likely to advance, but not at
the rate of 2013. It should
be in the middle of the pack
for developed markets but
ahead of the US”

“Markets have not been
driven by strong underlying
corporate earnings but by
central bank manipulation.
Markets may head higher but
this would be unsustainable”

“Our end-of-year target
implies an increase of just
over 9 per cent, but ignores
dividends and franking
credits which tend to be
above the global average for
Australian investors”

elevated stockmarket. Our competitive disadvantage, even at significantly lower exchange rates,
will remain an issue due to inflated
wage structures, overly generous
work practices, low productivity
and government-induced policy
uncertainties.
Offshore central bank intervention,
rather than the RBA reacting to
domestic conditions, is likely to continue to be the dominating factor
driving our currency going forward. The RBA’s official interest
rate target has now been sitting at a
historic low of 2.5 per cent since
August of last year. What’s the next
likely move, up or down, and when?
Matt Sherwood, Perpetual:
THE RBA is at the end of its easing
cycle. While there are concrete
signs that RBA rate cuts are enhancing household spending, the
improvements are not fast enough
or large enough to completely offset Australia’s $30bn-$40bn mining investment growth hole over
the next two years. Nevertheless,
with growth slowing and asset
prices rising, the RBA is thinking it
has done enough and is hoping a
lower dollar will provide additional support. Accordingly, in
2014 the RBA is likely to remain on
hold for only the third calendar
year in the past three decades (others were in 2004 and 1995). However, some improvement in the
cyclic parts of the domestic economy, the global economy and a
lower currency suggests the RBA
will move rates higher in 2015.
Toby Lewis, Citibank:
WE believe the RBA is showing
little inclination to cut rates further and instead seems to prefer the
scenario where a lower currency
would support growth. Citi’s current forecast is for the cash rate to
remain at 2.5 per cent for the rest of
the year before eventually rising in
the first quarter of 2015. The main
risk in our view is that global
growth surprises to the upside and
that the RBA feels that it is appropriate to raise rates sooner.
Mark Wills, State Street:
OUR view is that the RBA still
has another interest rate cut
planned.
David Prescott, Lanyon:
AS value investors, we do not
spend any time trying to predict
the short-term direction of interest rate movements, which we feel
would be a fruitless and futile exercise. Given current anaemic corporate profit growth, current settings seem appropriate.

What sectors across the local
investment market hold the best
outlook for 2014?
Matt Sherwood, Perpetual:
2014 is shaping up as a year of
catch-up between earnings
growth and share prices. Indeed,
with eight of the market sectors
having price-earnings ratios
above their seven-year average, it
is very hard to find broad-based,
compelling value in the market.
Therefore, prospective returns in
2014 are likely to be led by sectors
and thematics where earnings expectations can be exceeded, and
several macro and micro themes
are already emerging. These include stocks exposed to the improving US consumer, the global
industrial production cycle and
the likely (modest) decline in the
dollar. Elsewhere, domestically
focused cyclic stocks are likely to
outperform as previous RBA rates
cuts continue to improve the outlook for domestic spending.
Toby Lewis, Citibank:
IT is harder to forecast broad sector trends for 2014 than (it was) in
2013. The valuation gap between
the defensive stocks and the more
cyclic areas last year suggested
very strongly that cyclic sectors
would recover on a relative basis.
This has largely occurred and
price-to-earnings valuations look
more even. More recently, we
have looked to identify investments where margins are depressed for more cyclic reasons
and where valuations may still be
too low. This has led us to be much
more selective, tending to favour
individual stocks rather than
broad sector exposures.
Mark Wills, State Street:
THE materials sector is looking
increasingly attractive and has
lagged the other consumerrelated cyclical sectors whose
prices have charged ahead of earnings. We expect careful selection
of companies within the sector to
be fruitful in 2014.
David Prescott, Lanyon:
WE analyse sectors that are being
overlooked by investors to try to
find compelling bargain opportunities. Often, where the investment outlook is the strongest, enthusiasm is broad and, as a result,
bargains are scarce. We have spent
time sifting through sectors such
as media, which has undergone
very significant cyclic and structural pressure. We have also painstakingly analysed the mining services sector, looking for
opportunities among the carnage.

Many of these companies will,
however, continue to face very
challenging conditions.
And what’s the best-looking investment target, geographically and/or
sectorally, around the world in
2014?
Matt Sherwood, Perpetual:
THE anticipated good news for
global shares in 2014 was factored
into markets in 2013, so there
appears to be only modest upside
potential for global shares. Therefore, instead of looking at the trend
of the market, investors need to
examine the trend within the market and determine where there is
potential for surprise. In the US,
corporations are running very
lean and this means that any slight
macro improvement can deliver
enhanced revenue growth and
boost bottom line earnings (forecast to record about plus-6 per
cent increase). This is not evident
in other markets, where Europe is
likely to record the largest earnings growth (about 10 per cent),
but stocks are already priced for
strong growth and don’t have the
operational leverage like in the
US. We remain very cautious
about Japan, with taxes set to rise,
and China where growth is likely
to ameliorate towards 7 per cent.
Toby Lewis, Citibank:
ON a global basis, we are quite
bullish on investment markets.
The recovery in global GDP is likely to continue, driven largely by
the US, and liquidity is still supportive despite the Federal Reserve tapering its quantitative easing program. The backdrop for
equity markets is therefore very
positive. Oddly it is the US market
where we forecast the lowest capital returns (7 per cent), due mainly
to the very strong performance
seen in 2013. Given the high
weighting of the US in the global
index, the lower US forecast
weighs heavily on our global forecast of 10 per cent. While Citi’s 9
per cent return forecast for Australia is positive, it should be
viewed in the context of much
higher returns for equity markets,
such as 20 per cent for Asia exJapan, 18 per cent for global
emerging markets, 19 per cent for
Britain and 17 per cent for Japan.
Our sector views do differ slightly
from region to region but we are
generally more positive on consumer cyclicals, industrials and diversified financials.
Mark Wills, State Street:
OFFSHORE bond markets will
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continue to weaken as the Fed and
other central banks continue to
relax their various forms of quantitative easing so equities are again
likely to be the better performing
asset class. In addition, high-yield
debt markets look stretched and so
the best place for fixed-income investment appears to be the
investment-grade part of the market. However, the aggregate returns from offshore fixed income
should be negative, especially on
an unhedged basis. Developed
markets will outperform emerging
markets and Europe appears to
have the best factors for upside
gains and potentially surprise. If
Europe avoids serious policy missteps then a combination of the
relaxation of austerity, simple
economic recovery, low valuations and general momentum
has our models indicating that
Europe has the best prospects for
the year. Japan remains attractive
and while Prime Minister Abe’s
government still has a lot of policy
work (to undertake) to deliver the
general framework it has outlined,
the significant fall in the yen is still
a powerful driver of return. Japanese industrial stock is some of the
oldest in the developed world and
partial replacement of this by
Japanese corporates could
provide a powerful onshore stimulus, let alone the yen’s benefit to
exporters.
David Prescott, Lanyon:
WE focus on the investment metrics of individual companies rather
than sectors and have identified a
select number of individually
compelling Australian stock ideas.
These are represented by significant positions in our concentrated
Australian Value Fund portfolio.
PMP, by way of example, is one
stock that has largely been shunned by the broader investment
community. It has fallen out of
favour as some of its printing businesses have been substantially and
significantly impacted by the transition of print to digital mediums.
However, at the company’s core is
the printing and distribution of retail catalogues, a business that we
feel has a sustainable and permanent future. At current prices, we
feel PMP represents very compelling value.
What sectors are you taking care to
avoid, or to which you will at least
stay underexposed?
Matt Sherwood, Perpetual:
WE are bottom-up stock pickers
and do not make sector calls, but
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there are some clear macro thematics that investors need to be
wary of as they may represent
value traps. US Fed tapering is
likely to progress further in 2014
and this is likely to place downward pressure on the global bullion price and the performance of
gold stocks. In addition, data confirms that the Australian mining
investment boom has already
peaked, so the mining services sector is facing large and prolonged
structural headwinds as the sector
now has excess capacity and with
project volumes now declining,
which will squeeze margins and
culminate in lower earnings. Elsewhere, the intensity of the search
for yield may tail off which could
lead to underperformance of consumer staples and utilities.
Toby Lewis, Citibank:
WITHIN equities we have a generally less positive view on the defensive stocks, which were bid up
to very high valuations over the
last couple of years. In the bond
market, we are forecasting longterm yields will continue to rise, albeit at a slower pace than last year,
and that this will place downward
pressure on bond prices. We don’t
believe that bond investors will see
heavy losses, but bond index returns are likely to be in the low single digits. As a consequence, we
don’t suggest that bonds should be
totally ignored but that investors
should be selective about the
bonds that they own. For example,
we are underweight long-term
bonds and believe that generally
investors should stay focused on
short-term bonds and those that
offer floating coupon rates that
will increase as interest rates rise.
We also believe that higher yielding lower quality corporate bond
issues are more attractive in an
environment where economic
growth is accelerating.
Mark Wills, State Street:
THE Australian banks are overdone, and dominate the market.
They are unlikely to outperform
other companies in 2014.
David Prescott, Lanyon:
THE Australian stockmarket is inherently unbalanced. Despite the
highly concerning skew of the
broader stockmarket to the banking sector, we continue to avoid investing in this industry. After the
spectacular performance of the
last 12 months, the banks now look
significantly overvalued on almost
every traditional measure. While
the banks will do fine in a benign
environment, our stretched hous-

Where’s the most likely financial
pothole ahead of us in 2014?
Matt Sherwood, Perpetual:
POTENTIAL risks in 2014 revolve
around the negative consequences of rising US bond yields,
which will weigh on the fragile five
economies (Turkey, Indonesia,
India, South Africa and Brazil) and
raise European bond yields, which
will weaken the regional recovery.
While valuations in Asia and Europe are lower than in the US, investors need to be mindful of why
these regions trade at a discount,
particularly the latter. None of Europe’s structural issues have been
addressed, the banks are still insolvent and disinflation remains a
major risk, particularly if bond
yields dampen the so-called recovery. Indeed, higher US yields have
tightened European financial conditions at a time when the ECB is
trying to ease them and the ECB
still has considerable work to do.
Toby Lewis, Perpetual:
WHEN we talk to our clients
about investing in global markets,
we are very mindful that currency
exposures need to be appropriately managed. We have not fully
exited from a period of very unusual policy measures, especially
on the part of central banks. While
the US dollar is likely to strengthen as the Fed tapers, the yen is likely to continue to weaken as we expect the Bank of Japan to ramp up
its easing measures in the middle
of next year. There may be substantial differences in performance across global sharemarkets
when the performance of the currency is taken into account. When
deciding to invest overseas, the
decision whether to hedge the currency exposures is very important.
The decision to hedge all or none
of the currency exposures as a general rule may not be appropriate as
it was in the past, especially in the
context of a falling Aussie dollar.
Mark Wills, State Street:
THE unresolved economic situation in Europe is the most likely
pothole. Germany continues to
benefit from the single currency
effect of the euro at the expense of
most other European countries, in
particular Italy and France. Due to
the lack of an exchange rate to absorb a loss of competitiveness, the
parts of the less competitive economies that have been worst affected are industrial production,
GDP and, most importantly, unemployment. This tension has no
apparent solution and will continue to hold back European
growth as well as being the next
likely pothole. There are four
issues the union needs to solve to
allow it to survive and to stop it
lurching from one crisis to another: Banking union; integrated
budgets; integrated economic policy; and improved democratic
legitimacy and accountability of
the EU structures. The crisis caused by the Italian election and the
Cypriot banking problems showed
how ill-equipped Europe is to
solve the various frailties across its
institutions. Without reform there
remains a real risk that the EU
could dissolve. The reform involves fiscal and monetary policy
being managed at a single level,
and this means some form of a federal state. But to do this that body
needs political accountability so it
can have political power.
David Prescott, Lanyon:
THE reality is, there are numerous
potential potholes. The current investment environment is exceedingly and increasingly challenging. Navigating through the
myriad risks will continue to pose
difficulty.
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