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Investment markets and key developments

Global shares were mixed over the last week with a backup in
bond yields and a bit of profit taking after a strong run up
weighing on US and Eurozone shares leading to small falls.
For the week US shares fell 0.6%, Eurozone shares fell 0.2% but
Japanese shares rose 1%. Chinese shares fell 1% on the
continuing lack of concrete fiscal stimulus details. Australian shares
fell 1.5% for the week with profit taking after a strong run up, the
lack of fiscal stimulus details from China and concerns shares may
have run ahead of the likely outlook for earnings next year all
weighing. Bond yields generally rose, particularly in the US as
investors moved to factor in less Fed easing next year. Oil prices
also rose on prospects for tighter sanctions on Russia and Iran but
remain in the same $USO0.67 to $US0.72 range they have been in
for the last two months. Metal and iron ore prices rose slightly but
gold prices fell. The $A fell slightly and the $US rose.

Geopolitical tensions continued over the last week with the fall
of the Assad regime in Syria. It potentially weakens Russia and
Iran, adds to the instability in the Middle East and runs the risk that
it's a case for the Syrian people of being tipped out of the frying pan
and into the fire (as occurred with the removal of Sadam Hussein in
Iraq). But its implications for investment markets are minimal as its
not a big oil producer, just like Israel and Lebanon.

Shares remain torn between the negatives of rich valuations,
higher bond yields, uncertainties as to how much central
banks will cut rates or in Australia’s case when the RBA will
cut, uncertainties around Trump’s trade policies and
geopolitical risks on the one hand versus the positives of
global central banks being in an easing cycle, goldilocks
economic conditions particularly in the US, optimism that
Trump will reinvigorate the US economy and prospects for
stronger profits ahead in Australia. And we are now in a
seasonally strong period of the year for shares. Our overall
assessment remains that the trend is still up, including for Australian
shares, but expect a more volatile and constrained ride over the
year ahead.

It’s worth noting that while December is normally a seasonally
good month for shares, the first half of the month is often a bit
soft before strength kicks in over the Christmas period. But of
course, it's not guaranteed.
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US inflation remained elevated in November. The bad news is
that core CPI inflation has been stuck around 3.3%yoy for several
months now, goods price inflation may be bottoming and the
breadth of CPI increases above 3%pa has picked up a bit. The
good news though is that rent inflation is slowing, services inflation
is likely to slow further with unit labour cost growth now running
around 2%yoy and the CPI and producer price inflation data
suggests core private final consumption inflation for November of
0.15%mom or 2.9%yoy, which is okay.

US Headline vs Core CPI
16

Annual %

14 4 change Core

——Headline

12 1

10

-2

60 €5 70 75 80 85 90 95 00 05 10 15 20
Source: Bloomberg, AMP

But while US inflation remains a bit elevated, it was no worse
than expected and slowing shelter inflation with a likely softer
monthly core PCE rise will be viewed favourably by the Fed so
another 0.25% rate cut is likely in the week ahead. However,
expect a more gradual pace of easing next year.

Meanwhile, the drum beat of global rate cuts continues with
the Bank of Canada, the ECB and Swiss National Bank cutting
rates again in the past week. The BoC cut by 0.5% to 3.25% and
flagged a “more gradual approach” going forward. Nevertheless,
with falling inflation, nearly 7% unemployment and threats to growth
from US tariffs it's expected to cut to 2.5% next year. The ECB cut
its rates by 0.25% taking its deposit rate to 3% and moved more
dovish by dropping a reference to keeping policy “sufficiently
restrictive”. It's likely to cut to 1.5% next year on the back of low
inflation and weak growth with Trump’s tariffs not helping. The
Swiss cut by 0.5% to just 0.5%, but its doubtful other central banks



will get that low! Of global central banks latest decisions, around
45% have been to cut, around 50% have been to hold and only
around 5% have been to hike.
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In Australia, the RBA took a step towards preparing the ground
for easing next year by shifting its commentary in a more
dovish direction. While it left rates on hold at 4.35% it noted softer
economic data and that its “gaining some confidence that inflation is
moving sustainably towards target”. RBA guidance inevitably shifts
around a bit because the RBA has to be flexible when the facts
change so it's dangerous to hang too much on to its guidance as its
more an indication as to what it is thinking when provided as
opposed to what it will necessarily do.

Is NAIRU lower than the RBA and most economists think? Two
weeks ago, based on our assessment as to what we thought
the RBA will do we shifted our expectation for the first rate cut
from February to May and strong jobs data for November that
saw unemployment fall back to 3.9% is arguably consistent
with that so May remains our base case for the first cut.
However, we remain of the view that the RBA should be
cutting rates sooner rather than later as: the economy is coming
in weaker than expected with an ongoing per capita recession; the
strong November jobs data looks odd and prone to a reversal given
soft job ads and business hiring plans; despite the low
unemployment rate, wages growth is slowing as evident in both the
official wages data along with evidence from enterprise agreements
and advertised salaries on Seek — this suggests that the
unemployment rate may actually be above NAIRU rather than
below it!; and December quarter timmed mean inflation is likely to
slow to 0.6%qoq or less which is a pace consistent with the 2 to 3%
inflation target. As a result, and along with the RBA’s more dovish
guidance | don’t have a lot of confidence in the precise timing and
see it as 50/50 as to whether the RBA will cut in February or wait till
May. Much will depend on the next rounds of inflation, jobs and
consumer spending data. Either way we see rates falling to 3.6% by
the end of 2025.

The Australian money market is now back to a 50% probability
of a February rate cut (down from 65% after the RBA meeting)
and has 1.7 cuts priced in by May.
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Tariffs and sunshine. RBA Deputy Governor Hauser had an
interesting speech on Australia’s vulnerability to US tariffs.
Australia’s direct exposure is modest given modest exports to the
US so the indirect effect is likely to be more significant. And here,
while there are a lot of unknowns he seems to lean to the view that
the drag on GDP may only be slight like 0 to -0.2% and that the
impact on inflation is ambiguous. Maybe his best chart was the one
below showing sunshine levels in London and Sydney. Its likely
similar for many Australian cities and provides a key reason for
Australians to be more cheerful than their UK counterparts.
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Seven things to bear in mind regarding Bitcoin. Bitcoin’s run up
to $US100,000 has generated a lot of interest and it likely has more
upside on the back of recent momentum and as it settles in as a
form of “digital gold”. But there are seven key things investors need
to bear in mind regarding it and wider crypto currencies:

1. Bitcoin’s use case beyond an asset to speculate on remains
unclear, unlike other cryptos like Ethereum.

2. However, it is attracting money that might otherwise have gone
to gold as investors seek an alternative non-confiscatable and
independent of government asset.

3. But since it produces no income flow (unlike rents for property
or earnings for shares) it's impossible to value - similar to gold.

4. Bitcoin is highly volatile having had four 80% or so plunges in
“crypto winters” since its inception, and the same is likely again
after the current run comes to an end, maybe next year.

5. lts increasingly correlated with shares with more than double the
movements up and down.

6. The gains in each upswing appear to be slowing as the easy
gains are diminishing over time. See the next chart.

7. Butatwo or three fold increase from the 2021 high would still
take it to around $US135,000 to $US200,000!
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Major global economic events and implications

US small business optimism surged in November on the back
of optimism that Trump will boost the US economy. Jobless
claims rose in the last week but remain low.



US Business Confidence
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An interesting aspect of the November US jobs data is that
permanent job losers as a percentage of the labour force are
trending up consistent with the downtrend in job openings and
quits in warning that the US labour market is still cooling. This in
turn highlights the ongoing case for the Fed to cut rates further.
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Stimulus talk in Chinais continuing with policy makers saying
monetary policy will be “moderately loose”, fiscal policy “more
proactive” and elevating the importance of boosting
consumption but the details remain lacking. The need for more
stimulus was highlighted by November data showing CPI inflation
falling to just 0.2%, producer prices down 2.5%yoy and imports
falling 3.9%yoy.
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Australian economic events and implications

Surprisingly strong jobs data for November — but is it for real?
November jobs data was far stronger than expected with
employment up by 35,600 and unemployment back below 4% to
3.9% and labour market underutilisation rolling over again all
suggesting the jobs market is tightening again.
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However, this is hard to square with the slump in GDP growth
in the economy —with jobs growth at 2.4%yoy and hours
worked growth at 2.1%yoy running well above GDP growth of
0.8%yoy (which is a horrible look for productivity) and with
falling job vacancies and business hiring plans evident in our
Jobs Leading Indicator. Maybe its due to ongoing strength in
public sector employment and labour hoarding or maybe there’s a
bit of statistical noise in there with the ABS noting “a higher than
usual number of people moving into employment who were
unemployed or waiting to start work”, which could reverse next
month. Whatever, it is we are a bit sceptical and continue to expect
softer jobs growth and higher unemployment ahead.
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Going the other way was the November NAB business survey
which showed falls in business conditions and confidence
with conditions at their weakest since the pandemic.
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Orders remain weak and on the jobs growth employment plans still
point to weaker jobs growth ahead.



Australia's Employment Indicators
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Meanwhile the NAB survey shows a further easing trend in
cost and price pressures. Final product price growth is running at
0.6%qoq which is 2.4% annualised which is consistent with the
RBA’s 2.5% inflation target.

NAB Survey: Price Indicators

6
% quarterly change
5 Purchase
Costs

4,

3 m

2 Labour

Costs

1 .

o WS W W - W
Final

1 Product
Prices

.2

-3

10 11 12 13 14 15 16 17 18 19 20 21 22 23 24

Source: NAB, AMP

Australian population growth slowing at last but its still strong.
Population growth slowed to 552,000 or 2.1% over the year to the
June quarter from 638,400 or 2.5%yoy over the year to the June
quarter last year as net migration slowed to 446,000. June quarterly
net migration slowed to 63,155, its lowest in three years but the
June quarter is often seasonally soft so it exaggerates the
slowdown. The good news is that immigration is starting to come
back under control as student numbers normalise and tighter visa
arrangements impact. But net migration last financial year still
exceeded the May Budget forecast for 395,000. And total
population growth last financial year of 552,000 implies we should
have built around another 221,000 dwellings whereas dwelling
completions were only around 176,000 implying an addition to the
housing shortage of around 45,000 homes taking it to at least
200,000 homes nationwide.
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Monthly visa data excluding tourists and monthly net
permanent and long term arrivals data point to a further
slowing in net migration with the former suggesting a fall back to
around pre-pandemic levels but the latter suggesting its still higher.
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What to watch over the next week?

The week ahead will see business conditions PMls released
for November on Monday. These are likely to remain at okay
levels on average but with strength in the US and softness in
Europe, Japan and Australia and with services strong but
manufacturing weak. Key to watch will be whether the broad-based
weakness in manufacturing conditions flows through to services.

In the US the focus will be on the Fed (Wednesday) which is
expected to cut the Fed Funds rate by another 0.25% taking it
to 4.25-4.5%. The dot plot of Fed officials interest rate expectations
is expected to show 3 rate cuts next year, down from 4 in
September. In other US data, expect a 0.5% rise in retail sales, a
0.2% rise in industrial production and still soft home builder
conditions (all Tuesday), a 2% rise in housing starts (Wednesday)
and a rise in core private final consumption inflation to 2.9%yoy
(Friday).

Canadian inflation for November (Tuesday) is likely to fall to
1.9%yoy with underlying measures remaining around 2.4%yoy.

The Bank of England (Thursday) is expected to leave rates on
hold at 4.75%, with dovish guidance. UK inflation for November
(Wednesday) is likely to rise slightly to 2.6%yoy with core inflation
rising to 3.6%yoy.

The Bank of Japan (Thursday) is expected to leave rates on
hold at 4.25% with indications of another hike early next year.
Japanese inflation data for November (Friday) is likely to show a
rise to 2.9%yoy with core inflation rising slightly to 1.7%yoy.

Chinese economic activity data for November (Monday) is
likely to show a further slight improvement with retail sales
growth expected to pick up to 5%yoy from 4.8%yoy.

In Australia, the Government’s Mid-Year Economic and Fiscal
Outlook is likely to confirm a steep slide back into a budget
deficit for this financial year and the years ahead as the “rivers
of gold” flowing to Canberra from strong commodity prices
and the strong jobs market slow and structural spending
pressures impact. This year's budget deficit forecast is likely to be
around $25bn which is a bit smaller than the $28bn forecast back in
the May Budget as budget data up to October show the budget
tracking around $6bn better than expected. But subsequent years
are likely to look worse as extra spending hits. The Treasurer is also
likely to unveil more government spending with an extra $1.4bn or
so in childcare spending already announced and even more under
“decisions taken but not yet announced” to be unveiled ahead of the
coming election, although he has said it won’t be “big spending”.



The Government’s inflation forecasts are likely to be little changed
but near-term growth forecasts are likely to be revised down to
around 1.5% for this financial year from 2%.

On the data front in Australia, consumer sentiment data
(Tuesday) is likely to show a slight rise after dovish RBA
commentary and housing credit growth (Friday) is likely to
remain moderate.

Outlook for investment markets

Global and Australian shares are expected to return a far more
constrained 7% in the year ahead. Stretched valuations after two
strong years, the ongoing risk of recession, the likelihood of a global
trade war and ongoing geopolitical issues will likely make for a
volatile ride in 2025 with a 15% correction somewhere along the
way highly likely. But central banks still cutting rates, with the RBA
expected to start cutting in the first half 2025, and prospects for
stronger growth later in the year supporting profits should still see
okay investment returns.

Expect the ASX 200 to end 2025 at around 8,800 points.

Bonds are likely to provide returns around running yield or a bit
more, as inflation slows to target, and central banks cut rates.

Unlisted commercial property returns are likely to start to improve in
2025 as office prices have already had sharp falls in response to
the lagged impact of high bond yields and working from home.

Australian home prices are likely to see further weakness over the
next six months as high interest rates constrain demand and
unemployment rises. Lower interest rates should help from mid-
year though and we see average home prices rising by around 3%
in 2025.

Cash and bank deposits are expected to provide returns of over
4%, but they are likely to slow in the second half of 2025 as the
cash rate falls.

The $Ais likely to be buffeted between the positive of a narrowing
in the interest rate differential between the Fed and the RBA and
the negative of US tariffs and a potential global trade war. This
could leave it stuck between $US0.60 and $US0.70.
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