markets summary — December 2022

Asset class

Review

Most international share markets had a positive December
quarter in local currency terms. This was primarily due to
inflation peaking and a slowdown in the pace of interest rate
hikes. The NZD’s appreciation against most foreign currencies
offset these positive returns.

Both New Zealand and Australian shares had a positive
quarter albeit a strong NZD reduced the NZD return for
Australian shares. The strong performance was driven by
stronger than expected earnings.

International infrastructure had another weak quarter again
driven by the impact of aggressively rising interest rates
negatively affecting the valuation of assets.

New Zealand and global listed property had another negative
quarter. This was driven by rapidly rising interest rates and
the expectation of an oncoming economic slowdown.
Australian listed property had a strongly positive quarter due
to RBA’s surprise move to a slowdown in the pace of interest
rate hikes.

Bond yields rose before dropping for most major economies
as central banks slowed the pace of interest rate hikes and
investor demand increased amid share market volatility.
Accordingly, the asset class experienced a marginally positive
return for the quarter, but still posted an unusually high
decline for the past 12 months and the past three years.

The RBNZ continued raising the OCR during the quarter while
indicating further rate hikes to come. The 10-year yield rose
during the quarter, however, investor demand provided
support for valuations. The New Zealand dollar appreciated
against the US dollar as the former benefitted from the RBNZ
increasing interest rates more aggressively.
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Outlook

While inflation may be declining, a restrictive stance by central banks is expected to
cause an economic slowdown for most global economies in 2023. The ensuing
squeeze on earnings may put downward pressure on valuations, however, share
markets will start to recover ahead of the actual economic recovery. Opportunities
lie in high earning businesses with low debt and those quality beaten-down stocks.

The outlook for both New Zealand and Australia is slower economic growth, albeit
the reopening of the Chinese economy, a key trading partner for both countries,
should provide some short-term support. Companies experiencing skilled labour
shortage in New Zealand (most), and the heavyweight financials and resources
sectors in Australia are at risk of getting hit harder during a recession.

The outlook for international infrastructure is stable post the strong recovery over
recent quarters. We expect international travel demand to normalise as pent-up
demand rolls off and the oncoming economic slowdown starts to bite. Energy and
utilities infrastructure continue to offer investors diversification benefits with
potential for stable dividend yields.

Despite easing on interest rate hikes, central banks are expected to stay restrictive

which does not help property asset valuations. Tourism and related subsectors may
see some revenue support from international tourism for New Zealand and Australia
over the first quarter. The office space sector will need to adjust to the hybrid work

approach while industrial assets may also see suppressed revenues in the near term
due to the impact of an economic slowdown.

With inflation peaking, we expect flat to declining yields over the near term, which
provides some support for bond valuations. With yields now approaching more
normal levels after years at historical lows, bonds offer relatively attractive returns
and diversification benefits amid heightened short-term volatility in the share
markets.

The RBNZ has cited commitment to bringing inflation within its target range via
further interest rate increases. This may result in further downside pressure on local
bond valuations. Despite rising interest rates, we believe New Zealand fixed interest
is beginning to offer a decent yield which is a useful buffer against short-term share
market volatility. The New Zealand dollar will appreciate against the greenback over
the medium to long-term with support for commodity currencies during the eventual
economic recovery. Over the short-term, the currency movements will depend on
the respective central bank’s policy stance relative to each other.



world and local economies & markets

macro factors heighten risk of a recession

Most share markets closed the year significantly lower than the start of the year. While it
has been a challenging year for investors, it is worth noting that the negative
performance in 2022 was preceded by the strongly positive 3-year period of 2019-21.

The last quarter of 2022 saw heightened volatility in most share markets. October and
November were positive, and we hoped for a continuing rally in December. However,
December proved to be negative with the US Fed firmly restating its restrictive policy
stance on interest rates, thereby offsetting some of those earlier gains in the quarter.

A number of macro factors are to be blamed for the negative performance of financial
markets in 2022. Some of these macro factors continue to have an impact to varying
degrees. The most notable factors are high inflation resulting in rapidly rising interest
rates, heightened geopolitical tensions and lingering effects of the pandemic. Inflation
has been declining albeit remains significantly higher than target for most central banks.
Interest rate hikes are levelling off but the central banks appear determined to maintain
their restrictive policy stances until inflation drops to their respective target levels. This
restrictive policy stance is expected to slow down economic growth with many
economies at risk of experiencing an economic recession in 2023.

It is worth noting here that financial markets are forward-looking, which means they
have been falling in anticipation of the impact from the oncoming economic slowdown
and will likely rebound to reflect the ensuing economic recovery before it eventuates.

Asset class returns were mixed for the quarter. The best performing asset classes were
Australian listed property and New Zealand shares while New Zealand listed property
recorded the largest loss for the quarter ended.

Asset Returns (NZD)

Asset Class QTR 1yr 3yr Syr
New Zealand Cash 1.0 2.2 11 14
New Zealand Fixed Income 0.1 -18 28 02
Global Fixed Income 08 -11.7 28 0.1
New Zealand REITs -36 -22.3 5.8 38
Australian REIT s 52 -19.3 0.1 383
Global REITs -1.8 234 4.7 09
Global Infrastructure 0.9 72 3.1 54
New Zealand Equities 37 -12.0 0.1 6.4
Australian Equities 29 -0.8 6.5 6.6
Global Equities -1.8 114 72 8.7

Returns are shown as %. 3yr and 5yr returns are per annum (annualised). As at 31 December 2022.
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As mentioned earlier, equity markets ended the year on a relatively better note (in local
currency terms) with some markets closing the quarter with gains although amid
heightened volatility.

Inflation has proven sticky due to various factors ranging from supply chain disruptions
caused by the Russia/Ukraine war and China’s persistence with it’s COVID-zero policy
through to continued consumer spending at elevated levels keeping demand-supply
materially out of balance. However, it must be noted that all these factors appear to be
moving in the right direction with supply chains recovering, China making a U-turn from
its COVID-zero policy and consumer spending normalising.

For the quarter, the S&P 500 and the Nikkei 225 indices both rose but returned losses of
3.8% and 1.1% respectively in NZD terms due to an appreciating NZD. The MSCI Europe
and the FTSE 100 indices posted gains despite the respective currencies depreciating
against the NZD over the quarter. The MSCI Europe index posted a gain of 6.8% while
the FTSE 100 index returned 4.7% for the period. There was investor demand for the
region’s dividend-paying sectors such as energy and banks.

The MSCI Emerging Asia index was flat, recording a minor loss of 0.8% for the quarter.
However, as the index is calculated in USD, a key factor was the depreciation of the USD
against the NZD over this period.

Regional Indices (NZD) - Trailing Returns (%)
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As at 31 December 2022. 3yr returns are per annum (annualised).



Most major economies continue to grow albeit with expectations of an imminent
slowdown. In the last commentary we quoted the IMF had downgraded its forecast for
global GDP growth. Now the World Bank has also downgraded its forecast for global
growth from 3% to 1.7% for 2023 citing impact from elevated inflation, higher interest
rates and disruptions caused by Russia’s invasion of Ukraine.

As per our expectation in the last commentary, the US Fed progressed with aggressive
interest rate hikes in November and December. We also forecasted that inflation will
start to decline progressively and the October and November US inflation data suggested
this trend may be unfolding. While we expect that the US Fed will slowdown and then
stop rate hikes, the central bank appears determined to maintain a restrictive policy
stance until inflation drops close to target levels. Other central banks are also expected
to maintain a restrictive policy stance with varying degrees.

In our last commentary, we explained that higher interest rates have a multi-faceted
impact on financial markets. First, higher interest rates lower the valuation of assets by
increasing the discount rate applied to value future earnings. We believe most of the
interest rate hikes have already been priced in current asset valuations. Therefore, any
further impact on asset valuations may be more dependent on how business earnings
are affected by persistently high interest rates. That's the secondary impact of higher
interest rates on financial markets.

Higher costs of borrowing make it harder for businesses to refinance themselves. We
expect the higher cost of borrowing to result in failure of weaker and highly leveraged
businesses which have been able to get through the COVID era with access to funding at
historically low costs. Even businesses with strong balance sheets may be forced to cut
costs through layoffs. Business failures and layoffs are negative for consumer spending
which may also suffer from the negative wealth effect due to higher mortgage payments
and falling house prices. This slowdown in spending can result in an economic slowdown
and potentially a recession, which in theory can bring down inflation.

Our base case scenario is that most global economies will experience a recession albeit a
mild one. Our reasoning against a deep recession is based on our expectation that
inflation will continue to decline progressively over the coming months which will provide
central banks the impetus to moderate their policy stance and help their respective
economies recover from the economic slowdown.

Opportunities in this environment include businesses with pricing power, which will
benefit from passing inflationary effects to their customers e.g. luxury brands and
utilities. Businesses in consumer staples and non-cyclical sectors such as healthcare can
be resilient during economic slowdowns.

On the flip side, commodity-oriented businesses may see slower demand and potentially
lower prices while the financial sector, particularly banks, may see reduced revenues
during recessionary times.

Once the share markets’ recovery gets underway, high quality businesses in heavily
beaten down sectors are likely to see the strongest initial rebounds e.g. US technology.
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australasian equities

The New Zealand share market experienced a recovery to end the year with the
S&P/NZX50 Index rising by 3.7% for the quarter. Best performers included Fisher &
Paykel Healthcare (22.2%) and A2 Milk (20.6%). Both stocks rose by beating earnings
expectations.

Across the Tasman, the Australian share market had a significantly positive quarter with
the S&P/ASX300 Index rising by 8.5%. However, that represented a return of 2.9% in
NZD terms due to the NZD appreciating against the AUD for the period. Industrials and
retail sectors performed well due to strong demand during the quarter.

Australasian Equities (NZD) - Trailing Returns (%)
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As at 31 December 2022. 3yr returns are per annum (annualised).

The New Zealand economy continues to take support from resilient demand albeit the
combination of higher living costs and a restrictive monetary policy is beginning to have
an impact. Consumers and businesses are feeling the pinch and may cut back on their
spending over the coming months which will result in an economic slowdown mid to late
this year. In theory, an economic slowdown should lower inflation. That said, it is worth
noting New Zealand businesses continue to face a shortage of skilled labour which can
also stifle profits via increased spending on wages and higher wages feed into more
persistent inflation. The border reopening last year has provided some support to the



tourism, retail and hospitality sectors but the increased business activity in these sectors
may also be inflationary. These inflationary pressures may see the RBNZ maintain its
pace of interest rate hikes for now which means the local share market may continue to
experience heightened volatility in the near term.

The Australian economy is in a slightly better place than New Zealand but nevertheless
faces heightened risk to their heavy weight sectors from the oncoming economic
slowdown. As previously mentioned, the financial and resources sectors get hit harder
during a recession. Nevertheless, it is worth noting that the RBA has adopted a slightly
less restrictive stance compared to the RBNZ which may be seen as somewhat
supportive to asset prices on relative basis in the near term.

For both share markets, consumer staples and healthcare sectors will act defensively
during a recession. A further silver lining may be near term support from the reopening
of the Chinese economy which is a key export market for both countries.

international infrastructure

International infrastructure had another weak quarter with the S&P Global Infrastructure
Index recording a loss of 0.9% over the quarter. This was largely driven by the impact of
aggressively rising interest rates negatively affecting the valuation of assets.

International Infrastructure (NZD) - Trailing Returns (%)
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As at 31 December 2022. 3yr returns are per annum (annualised).
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The outlook for international infrastructure as an asset class looks stable following the
strong post-COVID recovery. Cyclical infrastructure assets such as airports may continue
to see a recovery in aeronautical revenues over the coming months. However, we expect
the pace of recovery in international travel to normalise over the near term as pent-up
demand rolls off and the impact of an economic slowdown starts to bite. Toll roads and
bridges should continue to see strong traffic and thereby revenue support as countries
strive to stay out of lockdowns. As per our forecast in the June commentary last year,
the price of oil has fallen from multi-year highs due to an expected slowdown in
economic activity. That said, the recent announcement by the Chinese government to
reopen its economy may provide some support to the commodity’s price. Accordingly,
energy infrastructure assets may continue to see revenue support and therefore potential
for dividend yields over the coming months although amid a suppressed demand outlook
later in the year.

Lastly, utilities infrastructure should exhibit resilience in the face of a recession which
may also offer investors diversification benefits through a stable dividend yield during
heightened volatility in other share market sectors.

Property

New Zealand and global listed property had another negative quarter with the NzZX All
Real Estate Index declining by 3.6% and the FTSE EPRA Nareit Index posting a loss of
1.8% over the period due to the macro factors of rapidly rising interest rates and
concerns around an oncoming economic slowdown. On the other hand, the S&P/ASX300
A-REITs Index rose strongly by 5.2% during the quarter taking support from the
surprising pivot by the RBA to a relatively less restrictive stance.

We have explained in our previous commentaries, higher interest rates typically translate
to property asset valuation downgrades while an economic slowdown results in subdued
consumer spending which is typically detrimental for revenue from the retail and
industrial property assets.

It is worth mentioning that the sharp declines this year in combination with the declines
experienced by listed property early during the COVID pandemic mean that even the
three-year returns are now firmly negative for New Zealand and global listed property -
a very unusual occurrence. The three-year return for Australian listed property has
scraped a marginally positive return on the back of the strong quarterly performance.

With inflation appearing to have peaked in most developed markets, central banks may

slow down and then stop interest rate hikes over the coming months. This may ease the
headwinds on property valuations at least for the near term. In New Zealand, we expect
inflation to be more persistent which may mean the RBNZ stays more restrictive relative



to other central banks. Therefore, we expect New Zealand listed property to continue to
underperform compared to Australian and global listed property over the coming months.
As mentioned in our last commentary, the expected economic slowdown later this year
presents a headwind because rental yields may be compromised due to business failures
and sluggish lease renewal activity.

Listed Property (NZD) - Trailing Returns (%)
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Among the subsectors, retail faces the risk of slower consumer spending during an
economic slowdown, although New Zealand and Australia may continue to see some
support for their retail sectors from increased international tourism during the first
quarter of the year. Globally, governments appear more resilient in the face of COVID-19
which should provide continued support for retail revenues albeit under the darkening
clouds of an economic slowdown. The office space subsector will continue to face
structural challenges as total demand will stay lower than pre-pandemic levels with the
advent of a hybrid approach of working remotely for part of the week versus working
full-time at the physical office. Lastly, the industrial subsector is also expected to be
negatively impacted in the near-term by slowing economic activity albeit the demand for
warehouses and logistics assets will persist medium to long-term due to the continued
advent of e-commerce and the gaps identified by supply chain bottlenecks during the
pandemic.
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international fixed interest

Most central banks started the quarter with a continuation of aggressive interest rate
hikes which saw bond yields rise. However, bond yields dropped from highs of the
quarter as inflation appeared to peak and central banks appeared to be slowing the
pace of interest rate hikes. Additionally, heightened volatility in the share markets
increased investor demand for the safety of bonds which are now beginning to offer a
respectable yield for the first time in many years. The US 10-year treasury rate rose
to a high of 4.23% before dropping to close the quarter at 3.88%, marginally higher
than 3.80% from the previous quarter. Similarly, the yield on the British 10-year Gilt
rose to 4.46% before dropping to 3.67% at the end of the quarter, materially lower
than 4.08% from the previous quarter. While Japan remains an outlier among
developed economies due to its persistence with an expansive policy, it widened the
band around its 10-year yield target of 0%. The surprise move saw Japan’s 10-year
yield rise sharply from 0.25% to 0.42% by the end of the quarter. The mixed bag
movements in yields in combination with increased investor interest helped the
Barclays Global Aggregate Index eke out a modest gain of 0.8% for the period. The
sharp declines in previous quarters meant that the asset class still posted an
unusually high negative return of 11.7% over the past 12 months and a loss of 2.8%
for the last three years.

International Fixed Interest (NZD) - Trailing Returns (%)
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As mentioned earlier, with inflation appearing to have peaked, central banks are
expected to slow down and then stop interest rate hikes over the coming months.
Accordingly, we now expect flat to slightly declining yields over the near term.

This means the valuation headwinds for the asset class from rising yields may ease
over the coming months. Importantly, International Fixed Interest as an asset class
still provides diversification benefits due to its relatively lower volatility compared to
shares. Furthermore, the significant increases in yields over the last year or so mean
there are increasing opportunities to invest in good quality bonds paying a reasonable
and improving yield which is a useful to buffer against high short-term volatility in
share markets.

new zealand fixed interest and cash

The RBNZ increased the magnitude of raising its official cash rate during the quarter
increasing it by 50bps and then again by 75bps to take it from 3.00% to 4.25% with
indications of further similar increases. This resulted in the New Zealand 10-year
government bond yield rising from 4.29% to 4.55% during the quarter. It is worth
mentioning that the fall in yields globally impacted the local yields and at the time of
writing, the New Zealand 10-year yield had fallen to 4.08%.

Despite the rise in yields, the asset class managed to provide a flat return with the
New Zealand Government Bond Index returning 0.0% for the quarter while the New
Zealand A-grade Corporate Bond Index marginally rose by 0.2% for the period. Like
the international fixed interest, the asset class has experienced unusually high
negative returns over the past 12 months with the 3-year returns also turning
negative on the back of a significant rise in bond yields over the past 15 months or
so.

The New Zealand dollar significantly appreciated against the US dollar due to RBNZ's
relatively more restrictive policy stance compared to the US Fed which appears to be
slowing down it’s pace of interest rate hikes compared to more aggressive rate hikes
by the RBNZ.

At its latest monetary policy review, the RBNZ noted economic growth being strong
but with some slowdown expected due to the high inflation and the impact of higher
interest rates on borrowing costs for consumers and businesses creating a negative
wealth effect. The RBNZ appears committed to raising interest rates until inflation
returns within its target range of 1-3%. As mentioned in our last commentary, with
some indigenous factors contributing to domestic inflation, we feel it may take some
time for inflation to fall within the RBNZ's target range. This means that interest rates
may continue to rise over the coming months which will continue to suppress local
bond valuations and thereby the returns from New Zealand fixed interest as an asset
class in the near term.
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This view is also supported by RBNZ’s conclusion that the current employment level is
unsustainably high which is also fuelling inflation through higher wages. A
combination of an economic slowdown and higher immigration with borders reopened
should ease some of the prevalent labour shortage and normalise employment over
the coming months albeit this may be somewhat offset by an expected flight of skilled
Kiwis seeking higher paying opportunities overseas.

New Zealand Fixed Interest (NZD) - Trailing Returns (%)
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As at 31 December 2022. 3yr returns are per annum (annualised).

Another inference from RBNZ's read of the current high employment levels is that the
RBNZ may allow the employment levels to fall via an economic slowdown before
shouldering the economy through monetary policy support. A supportive monetary
policy will help bond valuations whenever it eventuates.

Despite the expected interest rate increases, we believe that New Zealand fixed
interest is also beginning to offer decent yields and offers a buffer against heightened
ongoing volatility in the share markets.

The medium to longer term outlook for the New Zealand dollar will depend on the
global economic recovery beyond the oncoming slowdown. Being a commodity
currency, the New Zealand dollar tends to appreciate against the US dollar during
periods of global economic recovery. Over the short-term the currencies will continue
to reflect the respective central bank policies with the more restrictive central bank
potentially resulting in relative appreciation of its currency.



