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In February, the S&P/ASX300 Accumulation Index was up 7.3%. Year to date, it
is up 10.4%. What a remarkable start to 2015. In 2014, the total return for the
year was only 5.3%". So why is everyone so buoyant? Reporting season, the
local economy, or is it global macro?

It’s certainly not anything coming out of earnings reporting season. Key observations for
the half-year earnings results were:

e Weak revenue (again);

e Cost out (sustainable?);

e Dividend surprises and buybacks;
e Capex cutting (again); and

e Payout ratios rising (sustainable?).

It’s certainly not anything from our local macro economy. The Reserve Bank of Australia
wouldn’t have cut rates if they thought growth was taking off in Australia. In fact their key
observations are:

e Growth below trend;

e Domestic demand weak;

e Unemployment higher;

e Output growth below trend;

e Spare capacity in the economy;
e Strong house prices; and

e Australian dollar still above fair value.

The strongest parts of the market were Resources and Materials. Oil price recovery drove
energy sector stocks back up directly. The move in oil prices reflected the global investment
community being less fearful of deflation, and this relief carried all risky assets up very
strongly around the world. This appetite for risk was seen in equity markets everywhere,
including Australia. Therefore, it was global macro driving the thematic moves we saw in
Australian equities, not issues specific to Australian stocks or the local economy.

' Source: Bloomberg
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The resources sector has been on a strong rebound trajectory since mid-January as part of
the risk rally. How have these moves related to changes in forecast earnings? Not at all! In
fact, price moves have been in the opposite direction to earnings over this period. This isn’t
a new phenomenon. Prices are a lot more volatile than the earnings, but earnings act as an
anchor and eventually they converge. The only way for the current price recovery in
resources stocks to be sustained is if there is a substantial recovery in earnings. There is no
evidence of this recovery yet.

Figure 1: Price Index and 12 month Forward EPS for the S&P/ASX 300 Energy and Metals
and Mining Indices - 30 September 2014 to 28 February 2015
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Source: Bloomberg

The key issue is whether this short-term risk rally will continue.

Market uncertainty really started to pick up in the 4th quarter of 2014. Since 30
September, there have been three major spikes in volatility in the market along with large
market drawdowns, in October, December and January.

At the end of last year, we set an expectation for 2015 of continued spikes in volatility, and
stops and starts to earnings and prices. We aren’t expecting a bad year, but a volatile one.
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Disclaimer

Issued by State Street Global Advisors, Australia, Limited (ABN 42 003 914 225) (“SSGA Australia”) the holder of an
Australian Financial Services Licence (AFSL Number 238276). Registered office: Level 17, 420 George Street, Sydney, NSW
2000, Australia e Telephone: +612 9240-7600 ¢ Facsimile: +612 9240-7611 e Web:

The views expressed in this material are the views of the Australian Active Equity Team through the period ended 6 March
2015 and are subject to change based on market and other conditions. The information provided does not constitute
investment advice and it should not be relied on as such. All material has been obtained from sources believed to be
reliable, but its accuracy is not guaranteed. This document contains certain statements that may be deemed forward-
looking statements. Please note that any such statements are not guarantees of any future performance and actual
results or developments may differ materially from those projected. Past performance is not a guarantee of future results.

Risk associated with equity investing include stock values which may fluctuate in response to the activities of individual
companies and general market and economic conditions. There are a number of risks associated with futures investing
including but not limited to counterparty credit risk, currency risk, derivatives risk, foreign issuer exposure risk, sector
concentration risk, leveraging and liquidity risks. Derivative investments may involve risks such as potential illiquidity of
the markets and additional risk of loss of principal. Investing in foreign domiciled securities may involve risk of capital loss
from unfavourable fluctuation in currency values, withholding taxes, from differences in generally accepted accounting
principles or from economic or political instability in other nations.

Standard & Poor’s and S&P are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”) and Dow Jones
is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”) and have been licensed for use by S&P
Dow Jones Indices LLC and sublicensed by SSgA. The S&P/ASX 300 Index is a product of S&P Dow Jones Indices LLC, and
has been licensed by SSGA.

This material is of a general nature only and does not constitute personal advice. It does not constitute investment advice
and it should not be relied on as such. It does not take into account any investor's particular investment objectives,
strategies, tax status or investment horizon. We encourage you to consult your tax or financial advisor. There is no
representation or warranty as to the current accuracy of, nor liability for, decisions based on such information. Past
performance is not a reliable guide of future results.

This communication is directed at institutional and wholesale clients only. The products and services to which this
communication relates are only available to such persons and persons of any other description (including retail clients)
are not entitled to rely on this communication.

The whole or any part of this work may not be reproduced, copied or transmitted or any of its contents disclosed to third
parties without SSGA Australia’s express written consent.
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