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With 2016 rapidly drawing to a close and the prospect of a
new year upon us, it is customary to put thoughts of last
year behind us and to turn to what may lie ahead.

Yogi Berra, the Yankees legendary coach said “It’s tough to
make predictions, especially about the future”, he was
right but here goes with some thoughts on what may
unfold...

e NZ Cash rate stays stable at 1.75% over 2017 but expect to
see bank term deposit ‘wars’ keeping deposit rates close to
4%.

e Banks’ ‘blended’ cost of funds increases, putting upward
pressure on lending rates.

e The housing market cools enough in the Auckland area for
the Reserve Bank to hold-fire on implementing new
measures to moderate housing inflation.

¢ Increasing attention on potential fraudulent foreign student
applications sees this sector of the migrant market decline.
High migrant levels and high house prices will be linked as
discussion heats up during election year.

e Domestic political risk becomes elevated as voters and
investors weigh up potential policy changes. The chances of
a Labour-led coalition have risen and there is now a new
wildcard in the form of Gareth Morgan’s The Opportunities
Party (TOP).

e Ironically, political risk and potential policy changes could
well do what the Reserve Bank has failed to do: weaken the
NZD as the General Election draws nearer.

o Interest rates are expected to be more stable than many
commentators fear. Ten-year NZ Government interest rates
have risen by around 1.0% since their low points in mid-
August 2016, with most of this occurring since Donald
Trump’s victory in November. We believe a repricing has
occurred in bond markets to reflect the ‘reflating’ economic
policies of the new US administration. More rate rises may
occur, but we believe the ‘shock’ movements have already
occurred in markets.

e The investment performance and risk characteristics of
bond markets are different than equity markets. As long as
bonds do not default, poor performance in bond markets is
often followed by out-sized returns. | am dragging up
history here and while we cannot predict the future based

on past performance, it is wise to look at key movements in
the past. Investors with long memories often reference the
bond market ‘rout’ of 1994 as an example of how investors
in bonds can lose money. It is true that over the calendar
year of 1994 the NZ Government Stock Index declined by
2.8%. However, it often goes unreported that the return
from the Government Stock Index over the following year
was 13.2%. More recently, the Government Index declined
2.0% in 2013 but bounced back in subsequent years
generating returns of 7.8% and 5.4% in 2014 and 2015
respectively. Returns from investment grade corporate
bonds were even higher.*

o Interest rate levels and their likely future direction are key
determinants in gauging the attractiveness of many other
asset classes, especially those seen as ‘bond proxies’ or
‘yield plays’ such as commercial property, infrastructure and
high dividend shares. In many cases we have seen the prices
of these assets fall as longer term interest rates have risen
and investors have priced-in the expectation of even
steeper increases.

o Only time will tell if the fear of future rates rises are fully
realised. However, for a New Zealand investor faced with
the likelihood of the Reserve Bank of NZ keeping short term
rates low for all of 2017 and into 2018, it seems safe to
invest in bonds issued by high quality issuers at yields over
4%pa out to a maturity of five years.

With an investment yield at 4%pa or above investors are
comfortably exceeding the rate of inflation and we would
expect on average to exceed the return on cash**.

Best wishes for 2017.
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* Source: Bloomberg, returns before fees and tax.
**This document contains predictions that may not materialise.
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM'’s investment strategy in any way.
The information and opinions in this document have been derived
from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor a
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Nikko Asset Management New Zealand Limited (Company No.
606057, FSP22562) is the licensed Investment Manager of Nikko AM
NZ Investment Scheme and the Nikko AM NZ Wholesale Investment
Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our website
www.nikkoam.co.nz).
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