markets summary — December 2021

Asset class

Review

Most international sharemarkets had a strongly positive
quarter albeit with heightened volatility due to concerns
around the Omicron outbreak, higher inflation, tapering from
central banks and geopolitics.

New Zealand shares underperformed with investor sentiment
dragged lower due to the prolonged lockdown. Australian
shares outperformed New Zealand driven by the heavyweight
mining sector which recovered as concerns around the
Chinese property sector eased.

International infrastructure continued to recover during the
quarter due to efforts by many governments across the globe
to reopen their respective economies. Infrastructure assets
such as toll roads and bridges benefited from increased
utilisation during the quarter.

New Zealand listed property provided a modest positive return
for the quarter, but subdued by the prolonged lockdown.
Australian listed property was the best performing asset class
for the quarter due to supportive consumer and business
spending.

Bond yields were flat for most of the major economies with
rising yields due to tapering from central banks offset by the
Omicron outbreak. Accordingly, the asset class provided a
marginally positive return for the quarter, albeit posted a
decline for the past 12 months.

The RBNZ increased the OCR twice during the quarter from its
historically low level while noting the strong economic
recovery and low unemployment. The 10-year yield rose
during the quarter negatively impacting valuations. Despite
the rise in yields, the New Zealand dollar traded sideways
against the US dollar.
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Outlook

The outlook revolves around the pace of tapering from central banks as an
accelerated winding back from the current policy support will negatively impact asset
prices over the short-term. While central banks appear committed to avoiding
disruption to the current economic recovery, the pace of policy support rollback will
depend on when inflation starts to ease.

The outlook for both New Zealand and Australia is dependent on avoiding
widespread lockdowns which is necessary for continued support from consumer
spending. Tapering of policy support may result in a pullback in asset prices over the
short-term. Australia’s economy faces added risks due to its dependence on China
for exports, particularly mineral exports.

The outlook for international infrastructure is improving as many regions across the
world strive to return to a post-pandemic normal life thereby improving the expected
revenues from infrastructure assets. Significant infrastructure spending by
governments could provide investing opportunities and higher revenues over the
longer term.

Tapering from the RBNZ & RBA may result in near term downward pressure on
property valuations. However, sustained economic recovery could improve property
yields and in turn support valuations. Tourism and related subsectors may continue
to struggle over the short to medium term. The office space sector will need to
adjust to the hybrid work approach.

Most major central banks are either considering tapering of their respective
quantitative easing programmes or have already started to do so. In theory,
tapering reduces overall demand for bonds thereby putting a downward pressure on
bond valuations. Longer duration bonds will see a larger negative impact than
shorter duration bonds. That said, bonds offer diversification benefits by virtue of
being less volatile than shares.

The RBNZ has indicated tapering of its quantitative easing programme albeit with a
view to maintain policy support until the economic recovery becomes sustainable.
This means local rates may remain near historically low levels over the short term
with gradual increases over the medium term. This also means that term deposit
rates are likely to stay below inflation for the time being. Being a commodity
currency, the New Zealand dollar may appreciate against the US dollar if the global
economic recovery progresses without disruption.



world and local economies & markets

strong finish to the calendar year amidst volatility

Sharemarkets ended 2021 on a strong note albeit with heightened volatility. With the
2021 calendar year being positive for most major sharemarkets, equities in general have
now seen three consecutive calendar years with strong positive returns. Volatility is
expected to persist with a slew of uncertainties impacting the performance of
sharemarkets.

Of note for the quarter was the discovery of the highly contagious Omicron COVID
variant. First detected in South Africa, within weeks it had spread to most parts of the
world. The rapid spread of the new variant saw some governments, particularly in
Europe, reimpose social restrictions. This caused share markets to pullback on fear of
another economic slowdown. However, share markets recovered some ground towards
the end of the quarter on increasing reports that Omicron was causing milder symptoms
among those fully vaccinated.

Another major watchpoint that continues to affect financial markets is the concern
around high inflation, causing a faster rollback of policy support from central banks.
More recently, the tone from the US central bank has turned more hawkish (i.e.
indicative of restrictive policy moves) resulting in a drawdown in most share markets,
particularly in more growth oriented assets. Note that the rollback of supportive policy is
merely a return to a sustainable normal.

Geopolitics also seem to be front and centre with negotiations and talks occurring on
various fronts between the US and China as well as the US and Russia following unrest
in Ukraine and Kazakhstan.

Asset class returns were mostly positive for the quarter. Fixed income assets generally
underperformed shares. The best performing asset class during the quarter was

Australian real estate followed by international shares. New Zealand fixed interest and
New Zealand shares were the only asset classes with negative returns for the quarter.

Asset Returns (NZD)

Asset Class QTR 1yr 3yr Syr
New Zealand Cash 0.2 0.4 0.9 1.3
New Zealand Fixed Income 1.7 5.6 1.5 2.9
Global Fixed Income 0.2 -1.2 3.8 35
New Zealand REITs 1.8 2.9 12.1 11.8
Australian REITs 11.6 259 13.8 10.4
Global Infrastructure 5.2 16.8 8.5 7.3
New Zealand Equities -1.8 -0.4 13.9 13.6
Australian Equities 3.7 16.5 14.4 10.4
Global Equities 8.6 28.1 20.9 15.5

Returns are shown as %. 3yr and 5yr returns are per annum (annualised). As at 31 December 2021.
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international equities

As mentioned earlier, equity markets had a strong quarter with higher volatility due to
many factors, most notable being concerns around the new COVID variant (Omicron)
and high inflation resulting in a restrictive stance from central banks.

While the rapid spread of Omicron has cast a cloud over the progress towards normality,
governments across most developed countries continue to lean towards avoiding a return
of social and economic lockdowns. There is increasing confidence that the existing
vaccines provide significant protection against severe disease and deaths, even against
Omicron. Many regions of the world have started to administer vaccine booster shots to
further enhance the immunity against COVID.

For the quarter, the S&P 500 was the best performer among major world indices rising
by 11.9%. The MSCI Europe and the FTSE 100 indices also had a strong quarter with the
MSCI Europe increasing by 6.5% and the FTSE 100 rising by 6.0%. These sharemarkets
were primarily buoyed by economic reopening optimism and a moderation in commodity
prices. The Nikkei 225 was a significant underperformer declining 4.4% for the quarter
despite continued economic recovery. The drop in its share market can be attributed to
the Omicron outbreak given Japan’s struggled to overcome previous COVID outbreaks.

Emerging markets also underperformed with the MSCI EM Asia declining by 0.2% for the
quarter with concerns of economic slowdown in China due to its COVID-ZERO strategy.

Regional Indices (NZD) - Trailing Returns (%)
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As at 31 December 2021. 3yr returns are per annum (annualised).



Most major economies grew strongly over 2021. However, as we pointed out in our last
commentary, the pace of progress is expected to moderate over the medium term. The
World Bank expects the overall global GDP growth to drop from 5.5% in 2021 to 4.1% in
2022. The IMF expects global GDP growth to be 4.9% for 2022 moderating to 3.3% over
the medium term. This is due to emergence of new COVID variants, high inflation, and
high global debt level.

In our previous commentaries, we predicted that demand would pick up as the world
moves past COVID and consumer spending increases. That eventuated albeit supply has
struggled to keep pace with demand due to supply chain bottlenecks. While supply chain
issues may continue to persist near term, the current demand-supply imbalance is
expected to ease as businesses have ordered stock in greater amounts than pre-COVID
levels due to post-lockdown demand. This should result in a period of excess inventory
as demand moderates to more normal levels over the coming months. This correction of
demand-supply imbalance should help ease inflation pressures to some extent later in
the year.

In our last commentary, we predicted inflation would surprise on the upside resulting in
central banks unwinding their policy support faster than initially anticipated. Both these
predictions appear to be right with US inflation hitting a 39-year high of 7% pa and the
US central bank indicating a faster tapering in combination with raising interest rates,
the later not being a priority for the US central bank until recently.

Also explained in our previous commentaries, a rising interest rate environment
negatively impacts asset prices, particularly growth assets with their valuations largely
reflecting future expected earnings. A pullback in growth asset valuations appears to be
underway at the time of writing this commentary. We expect the downward pressure to
persist over the coming months.

The silver lining is that, while central banks will aim to control inflation by raising
interest rates, they will endeavour to avoid disruption to the economic recovery.
Fundamentally, this is a supportive stance for share markets over the longer-term. It is
also important to understand that while rising interest rates may have a negative impact
on asset prices over the short-term, it is healthy over the longer-term since current
interest rate levels are unsustainably low. Rising interest rates are also expected to
benefit banks through increased interest rate margins.

There is a risk that central banks become too restrictive in an attempt to cool inflation
and thereby stifling economic recovery. As mentioned earlier, we expect inflation to start
easing later this year. However, there is also a risk of inflation persisting especially if
China’s COVID-ZERO strategy disrupts operations at its ports thereby worsening supply
chain disruptions.

Over the longer-term, businesses which can grow their earnings as per expectations or
beyond expectations will see their valuations increase once interest rates have
normalised.
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Lastly, while most developed countries have achieved vaccination rates exceeding 70%
of their populations, many low-income countries are still struggling with much lower
vaccination rates. The risk of a vaccine-resistant COVID variant emerging remains until a
greater percentage of the global population is vaccinated.

australasian equities

The New Zealand share market underperformed global developed markets with the
S&P/NZX50 Index declining by 1.8% for the quarter. Major decliners included Pushpay
Holdings (28.6%) and Serko Ltd (15.2%). Pushpay suffered after announcing a weak half
yearly result as well as downgrading its growth outlook while Serko dropped after
announcing a discounted capital raising. Overall, the prolonged lockdown in New Zealand
weighed on investor sentiment raising concerns of a slowdown in GDP growth.

Across the Tasman, the Australian share market had a positive quarter with the
S&P/ASX300 Index rising by 3.7% over the quarter. The best performing sectors
included building materials and mining as debt concerns associated with China’s property
sector eased, stabilising commodity prices.

Both the New Zealand and Australian share markets have taken support from historically
low interest rates and quantitative easing programmes implemented by the respective
central banks. That said, these supporting factors are now beginning to dissipate with the
RBNZ having already started raising rates and RBA expected to do so later this year.

Australasian Equities (NZD) - Trailing Returns (%)
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As at 31 December 2021. 3yr returns are per annum (annualised).



New Zealand GDP growth is expected to rise following the relaxation from the strict and
prolonged lockdown. The overall economy is expected to benefit from renewed consumer
spending. That said, until New Zealand’s borders are fully opened, the overall economy
will remain smaller due to the negative impact on tourism, retail, hospitality as well as
education exports. The emergence of Omicron has raised concerns of a return to
lockdowns and a delay in the reopening of the borders which may further dampen near-
term economic growth. The path forward is significantly dependent on the country’s
ability to stay out of lockdowns. With over 90% of the eligible population now fully
vaccinated, we expect New Zealand will be able to start relaxing the borders for
vaccinated travellers over the coming months.

The Australian economy will also experience a slowdown in its GDP growth due to the
regional lockdowns caused by the Omicron outbreak. Over the medium-term, Australia’s
economic activity will also be driven by consumer spending. That said, Australia’s
economy faces additional uncertainty due to its dependence on China for exports, most
notable being minerals. The Chinese economy is expected to slow down due to its strict
COVID-ZERO strategy in the face of the Omicron variant. This may result in weakening
demand for Australia’s mining industry. While hard to predict the actions the Chinese
government may take, we note the apparent shift in focus from stimulating the property
sector to future growth sectors such as technology. This may result in longer-term
demand issues for iron ore.

international infrastructure

International infrastructure continued to recover during the quarter. The S&P Global
Infrastructure Index returned 5.2% over the quarter helped by further loosening of social
restrictions by governments across the globe, resulting in revenue generation from
better utilisation of some infrastructure assets e.g. toll roads, bridges, airports etc.

The outlook for international infrastructure as an asset class is improving. While some
cyclical assets such as airports may continue to feel the pain from suppressed
aeronautical revenues until international travel restrictions are relaxed, we expect that
international travel will continue to recover over the coming months particularly across
countries which are progressing well with their vaccine rollouts. The spread of the
Omicron variant poses a risk to this outlook. Toll roads and bridges are also experiencing
recovery in traffic as countries strive to stay out of complete lockdowns and people
prefer driving than using public transport until the health crisis is fully contained.
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The price of oil has recovered to reach 6-year highs as demand for oil increases with the
recovery of the global economy. Accordingly, energy infrastructure assets are expected
to see a recovery of revenues and therefore appreciation in valuations.

International Infrastructure (NZD) - Trailing Returns (%)
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Also worth noting, governments of many developed economies have initiated significant
infrastructure spending in a bid to create more jobs and help their respective economies
recover from the fallout of the outbreak. This could result in new infrastructure assets for
investment once complete as well as potentially better revenues from renovated
infrastructure assets. Most of the infrastructure spending is expected to be spread over a
number of years, thereby normalising the positive impact on infrastructure asset
valuations.

Property

New Zealand listed property had a modestly positive quarter with the NZX All Real Estate
Index returning 1.8%, somewhat subdued by the prolonged lockdown.

The Australian listed property market was the best performing asset class for the quarter
with the S&P/ASX300 A-REITs Index recording a gain of 11.6% for the period buoyed by
a pickup in consumer and business spending.



Australasian Listed Property (NZD) - Trailing Returns (%)
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The RBNZ raised its official cash rate twice with further increases expected over 2022.
The RBA has so far maintained its official cash rate at historically low levels albeit it is
expected to start raising rates this year. Rising interest rates in principle are negative for
asset valuations including income-oriented assets such as listed commercial property.

Therefore, valuations may face downward pressure while interest rates normalise. Once
interest rates normalise, the improving economic outlook over the medium term can be
expected to provide better yields from property assets. The risk to this outlook is the
respective governments returning to a regime of strict lockdowns due to new COVID
variants, which would hamper economic activity. It is also worth noting that despite
recent rate increases, the RBNZ's official cash rate remains very low by historical
standards. In a low interest rate environment, yields from listed commercial property
may continue to look favourable.

Among the subsectors, tourism and related subsectors are likely to continue to struggle
until international tourism fully returns. Retail has rebounded strongly across both New
Zealand and Australia, but continued success is contingent upon the respective
economies staying out of further lockdowns. The office space subsector will continue to
see demand for new developments in good locations and modern facilities albeit at the
expense of older office space as total demand will stay lower than pre-pandemic levels
with a material part of the workforce preferring a hybrid approach of working remotely
for part of the week versus working full-time at the physical office. Lastly, the industrial
subsector is expected to continue to benefit from greater demand for warehouses and
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logistics assets due to an accelerated advent of e-commerce and due to gaps
identified by supply chain bottlenecks.

international fixed interest

As previously mentioned, central banks of most major economies have either started
tapering their respective quantitative easing programs or plan to do so in the near-
term. In theory, tapering should reduce demand for bonds putting downward
pressure on bond valuations and result in rising bond yields. However, emergence of
the Omicron variant has led to expectations that central banks might delay their
tapering endeavours. This saw yields close mostly flat for the quarter. The US 10-year
treasury rate marginally dropped from 1.52% to 1.51% for the quarter. Japan’s 10-
year yield closed the quarter unchanged at 0.07% while the yield on the British 10-
year Gilt decreased slightly from 1.02% to 0.97% over the period. The 10-year yield
on the German Bunds is still the lowest 10-year yield among the major developed
economies and increased slightly from -0.20% to -0.18% over the quarter. With
largely flat bond yields the Barclays Global Aggregate Index was also flat with a
return of 0.2% for the quarter. The return for 12 months to 31 December 2021 was
negative at 1.2% due to rise in bond yields over the period.

The new year has seen some central banks, most notably the US Fed, change its tone
to indicate a faster increase in interest rates. This directive is to counter persistently
high inflation, which is what we predicted in our last commentary. More restrictive
stances from central banks would see bond yields rise further. Accordingly, the asset
class may struggle to provide a material return over the short to medium term as
central banks try to normalise their policies.

International Fixed Interest (NZD) - Trailing Returns (%)
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The key question is how far interest rates may rise relative to historic levels. This
depends on when inflation peaks and starts to retreat from currently high levels. Our
expectation is that inflation should start to normalise in the second half of this year.
But while interest rates are rising, longer duration securities (typically government
bonds) are likely to experience a greater negative impact compared to shorter
duration bonds (typically corporate bonds). This scenario also provides opportunities
for active fund managers to position their portfolios accordingly.

As an asset class, International Fixed Interest still provides diversification benefits
due to its relatively lower volatility compared to shares. Furthermore, a worsening of
COVID variant outbreaks may result in a rise in uncertainty and increase investor
demand for the safety offered by bonds, which would be supportive for bond
valuations, at least temporarily.

new zealand fixed interest and cash

As expected, the RBNZ increased the official cash rate twice during the quarter
increasing it from the historically low level of 0.25% to 0.75%. Accordingly, the New
Zealand 10-year government bond yield rose during the quarter from 2.02% to
2.33%. As previously mentioned, an increase in bond yields negatively impacts bond
valuations. The New Zealand Government Bond Index decreased by 1.3% for the
quarter while the New Zealand A-grade Corporate Bond Index declined by 1.4% for
the period. The asset class continues to suffer due to concerns around rising interest
rates hurting bond valuations. For the 12 months ended 31 December 2021, the New
Zealand Government Bond Index recorded a decline of 4.5% while the New Zealand
A-grade Corporate Bond Index dropped by 4.4% over the same period on the back of
material increases in bond yields.

Despite the local bond yields rising over the quarter, the New Zealand dollar traded
sideways against the US dollar as the latter benefitted from its safe-haven status
during the heightened volatility due to the emergence of Omicron.

At its latest monetary policy review, the RBNZ noted economic growth being strong
albeit with some slowdown expected due to the prolonged lockdown. Employment
was much stronger than expected with the unemployment rate falling to 3.4%, the
lowest since 2007. The annual inflation for Q3 came in at 4.9% i.e. materially higher
than the RBNZ target range of 1-3% and the highest for the last 10 years. If inflation
persists above the target range, the RBNZ may raise the official cash rate more
aggressively than expected. However, with the emergence of the Omicron variant and
the threat of a community outbreak, the RBNZ may delay further rate increases.

Furthermore, the RBNZ expects the current high level of inflation to be temporary. As
we alluded to in our last commentary, for the current inflation to be transient, borders
will need to be relaxed in the near-term to ease pressure from businesses currently
struggling to source workers needed to meet demand. This shortage of labour is
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evident in the rise in the number of job listings despite the decline in the
unemployment rate.

This scenario is causing wages to rise faster as businesses try to hold on to existing
employees and attract new ones. As explained in our previous commentaries, rising
wages can fuel inflation structurally.

New Zealand Fixed Interest (NZD) - Trailing Returns (%)
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Going by the RBNZ’s expectations, local rates may stay low for the short term by
historical standards with gradual increases over the medium term. This also means
that term deposit rates are likely to stay below inflation for the time being (ie not
compensate investors enough to maintain purchasing power).

The outlook for the New Zealand dollar depends on the overall outlook for the
pandemic and the progress of the economic recovery. Being a commodity currency,
the New Zealand dollar may appreciate against the US dollar if the global economic
recovery progresses without significant disruption. A further rise in volatility could be
supportive for the US dollar.



