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Brexit, US elections and domestic upheaval has 
raised the level of uncertainty. Investors must 
adopt a cautious and prudent approach. Australia’s 
safe-haven status post-Brexit is likely to be short-
lived. The A$ has downside. The Reserve Bank 
is likely to cut rates again, most likely in August. 
Increased exposure to US$ assets is recommended. 

At the half way mark (30 June) in 2016 the S&P/
ASX 200 Index was 5,233, down 1.2% from the 31 
December 2015 close of 5,296. Including dividends, 
the S&P/ASX 200 Accumulation Index is up 1.1%. 
For the 2015/16 financial year, the S&P/ASX 200 is 
down 4.1% from 5,459 and the Accumulation Index 
is up 0.55%. The 2015/16 financial year was not 
very productive for investors and was one of the 
most volatile in my memory.

Extreme volatility occurred in the September 
quarter of 2015 with markets moving by over 1% 
on more than half of the 66 trading days. The 
S&P/ASX 200 lost 8% in the quarter. The 
December quarter was much kinder as markets 
consolidated and partially recovered with the 
S&P/ASX 200 up 5.5%.

So far, 2016 has been a testing time for investors 
with another bout of volatility in the March quarter. 
While the frequency of volatility was not as 
prevalent as it was in the September 2015 quarter 
volatility was more extreme, with the market 
moving by over 2% on many trading days. This 
sapped much of the rather fragile investor 
confidence re-built in the December quarter.

The bull market in bonds has continued unabated. 
Negative yields have become increasingly 
commonplace, fuelled by anaemic global 
economic growth, subdued forecasts and low 
inflation. Textbooks suggest equities markets 
should perform well in low interest rate 

environments. But the theory low interest rates 
should lift private sector investment and drive 
economic activity has not played out.

Instead, businesses have hoarded cash and 
engaged in capital management initiatives 
including lifting dividend payouts and increasing 
share buybacks. Management lacks confidence to 
make new investments, disappointed by the almost 
total absence of fiscal policy in the eight years 
since the global financial crisis. While regulators 
have raised the bar across the banking community 
to minimise the impact on the public purse of 
another financial crisis, governments have done 
little to help lift economic activity through 
structural reform. 

Almost eight years after the global financial crisis, 
central banks of Europe and Japan are still 
stimulating. This is unprecedented. The US Federal 
Reserve stopped printing money in September 
2015 and tightened rates minutely in mid-
December. Moving the federal funds (fed funds) 
rate range from 0%–0.25% to 0.25%–0.50% is 
hardly tightening, particularly when the average 
fed funds rate of the past 45 years – 1971 to 2016 
– is 5.9%. Anxiety is prevalent throughout the 
global central bank community as years of stimulus 
have not generated economic growth and 
deflationary pressures abound. Chinese authorities 
recently stimulated the slowing economy but are 
now backing off and it appears long overdue 
structural reform could finally be addressed.

Sluggish global GDP growth is caused by 
deflationary pressure, or conversely, the lack of 
inflation. GDP is broadly calculated as Quantity 
times Price of goods and services. If prices are 
under pressure then it is likely GDP will also be 
under pressure. Prices are under pressure because 
supply exceeds demand – there is meaningful 
surplus capacity. This is why central bankers are 
trying to lift demand via stimulus but over US$10 
trillion in stimulus globally has not worked. After 
many years of quantitative easing, frustrated 
central bankers are at their collective wit’s end. 
Demand needs a big jolt. Does it mean some will 
dial a helicopter? 
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Negative interest rates are also having a 
detrimental effect on economic growth. The 
reduction in spending power as a result of low or 
negative interest rates is very meaningful. The loss 
of billions in interest income reduces demand, 
which affects prices. Lower prices equal lower GDP 
growth. It looks like inflation will remain benign for 
quite some time.

Australia – The election outcome adds to 
uncertainty
In the first six months of 2016, the S&P/ASX 200 
has traded between a low of 4,765 on 12 February 
and a high of 5,408 on 30 May. Given the potential 
disarray caused by the federal election and the 
likelihood well overdue structural reform will not be 
forthcoming, the outlook for the Australian share 
market lacks transparency and direction. Further 
cuts in the official cash rate from the current 1.75% 

are likely, firstly in August and possibly again in 
December. This would underpin demand for 
equities offering sustainable yield, as returns on 
the alternatives of cash and bonds fall. More and 
more investors will have to take on greater risk to 
shore up income levels.

In the past five years, the yield on Australian 
10-year bonds has fallen from 5.5% to a record low 
just below 2.0%. Falling bond yields have driven P/E 
multiple expansion as earnings growth wanes. A 
lower discount rate, driven by a falling risk-free 
bond yield, is influencing equity valuations. This 
discount rate influence on valuations is “low 
quality”. Expanding cash flow, which drives earnings 
growth is the “high quality” component of equity 
valuation. When bond yields finally start rising 
equity valuations will come under pressure, even 
more so if expanding cash flows do not compensate.
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Sell: Significantly overvalued.

Forecast 2016 The year of the Fed – Markets should adapt to very gradual tightening
From Your Money Weekly issue 48, 17 Dec 2015

“ Global interest rates will remain very low throughout 2016, despite the first tightening by the U.S. Federal 
Reserve in nine years. Cash and bank term deposits will provide poor returns and this should continue to 
support the appetite for risk assets. But with economic growth still comfortably below trend, sustainable 
income-producing assets will remain a focus for investors, large and small.”

“ Global equity markets are likely to move moderately higher in 2016 and some wild swings will be evident. 
Generally accommodative monetary policy, improving economic growth and subdued inflation should 
support equity markets. The gap between earnings yields and 10-year bond rates should support risk 
assets. A stronger US$ will support Eurozone, Japanese and Chinese exports. Commodity prices are a 
wildcard as a general lack of discipline in supply, which has spread to the oil sector, swamps tepid 
demand. Holders of U.S. shale oil debt – either banks directly or institutions holding bonds – could see 
defaults on over US$200bn of junk-rated paper. High-yield fund managers and exchange-traded funds 
(ETFs) focused on this ‘asset’ class will experience redemption runs. The lack of liquidity in these markets 
could be their enemy.”

“ In 2016, China will be the fastest-growing economy of the major OECD countries. Its GDP is likely to 
expand at a rate at more than twice the rate of the United States, three to four times that of the Eurozone 
and over twice global growth. China, the whipping horse for most of 2015, will continue to contribute 
more to global growth than any other top 10 nation in 2016. The Eurozone is the world’s largest economy, 
the United States second and China third. China is still punching well above its weight, which doesn’t say 
much for the rest.” “While the U.S. economy is in recovery and gaining traction, the Eurozone is where we 
need to see some tangible response to the massive stimulus program of the past seven years.

“ Global GDP growth will remain below the long-term trend in 2016. In major economic blocs, central banks 
will be guiding monetary policy in different directions. In answer to the question, of whether central banks 
will tighten monetary policy in 2016, the most likely answers are, the U.S Federal Reserve - yes; the 
European Central Bank – no; the Bank of Japan – no; the Bank of England – unlikely; the People’s Bank of 
China – unlikely; and the Reserve Bank of Australia – unlikely. Global monetary policy will remain very 
accommodative in 2016. Inflation is unlikely to be of any concern. Global interest rates are set to remain 
at very low levels for a number of years.

“ I suspect a similar trading range to that of 2015’s 5,000 to 5,800 for the S&P/ASX 200 in 2016. 
There does appear to be a reasonable floor around 4,900/ 5,000. The commodities drag is likely 
to be less intense in 2016.”

http://www.morningstar.com.au
http://www.morningstar.com.au/s/documents/RRDD.pdf
http://www.morningstar.com.au/s/documents/RRDD.pdf
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Consequently, the discount rate valuation effect 
sees the market P/E multiple tracking above its 
long-term average.

Implications of a lower A$
The lack of a clear mandate in the 2 July election 
muddies the waters on which HMAS Australia 
sails. Despite the high probability of unfriendly 
waters, the captain will not be able to set a safer 
course as many will be shouting alternative 
settings on a noisy and ill-disciplined bridge. But 
the captain will not be able to silence the bridge. 
The likelihood is a very uncomfortable journey with 
many passengers suffering from bouts, sometimes 
severe, of sea sickness. Sea sickness is not fatal 
but can be debilitating, exhausting and certainly 
puts a dampener on the cruise. Many passengers 
will be victims of a chaotic bridge.

The events of the 2–3 July weekend are potentially 
negative for Australian financial markets. The 
critical issue is the country’s AAA credit rating and 
the implications for the A$. The A$ is one of the top 

Exhibit 1: Correlation of 10-year bond yield to S&P/ASX 200 Accumulation Index
M ASX200 Accumulation Index (LHS) M Australian 10 year Government Bond Yield (RHS) (%)

Exhibit 2: Price/earnings multiple tracking above the long-term average

Source: Morningstar estimates and Thomson Reuters

Source: Morningstar estimates and Thomson Reuters

seven traded world currencies. Brexit effectively 
took both the euro (2nd most traded) and £Stg (4th 
most traded) out of the equation in the short to 
medium term. This was reflected in the rise of A$/
US$ exchange rate to 0.75 in post-Brexit trading as 
the A$ was increasingly seen as a safe haven as 
the euro and £Stg were abandoned. The yen (3rd 
most traded) is trading at an unsustainable rate 
near 100 against US$. The Swiss franc (5th most 
traded) and the Canadian $ (6th most traded) may 
see some support as currency portfolios rebalance. 
At the moment currency portfolios are likely to be 
overweight US$, yen and A$.

Whatever the final election outcome, the situation 
is worse for orderly government than it was on 1 
July. Business investment is likely to be even more 
subdued, which could put pressure on 
unemployment. Private sector investment is the 
major driver of employment although government’s 
investment in productive infrastructure can act as 
an important contributor. We are seeing this to 
great effect with the significant New South Wales 
investment in transport infrastructure helping to 
create jobs and support the rebalancing of the 
Australian economy following the end of the 
resources investment boom. 

An eventual downgrade to Australia’s credit 
rating has to be a possibility. The banks’ ratings 
would likely follow from AA- to A+ and into a 
crowded single A rating category. In addition, the 
banks’ ratings receive an uplift from government 
support, so any downgrade in the sovereign rating 
will drive a similar downgrade in issuers 
benefiting from that support. This may add to the 
cost of international wholesale funds, but in the 
wake of Brexit, Eurobond markets may look more 
favourably on Australian banks relative to U.K. or 
European banks.

My upper end forecast for the S&P/ASX 200 of 
5,800 may now be a stretch. Without the major 
banks at least holding their ground the task will be 
even more difficult. A credit rating downgrade 
would probably seal the market’s fate for 2016 as 
there would be some negative implications for the 
banks. Earnings growth of the non-resources sector 
will remain subdued. I reduce my upper end S&P/
ASX 200 forecast to 5,500.

Should markets push higher on lower interest 
rates, the “low-quality” valuation effect becomes 
more dangerous and the extent of overvaluation 
more of an issue. The market’s love affair with 
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“utility” type stocks would come into question 
and caution lights would flash.

Recommendations
I think it is important for investors to increase 
their US$ facing exposure whether by direct 
investment in US$ stocks, through US company 
funds or a US$ ETF, or by lifting exposure to 
Australian-listed companies with meaningful US$ 
revenue and income.

Our top recommendations are listed in Exhibit 4.

The United States – When will the Fed move?
On 23 June Australian time I wrote, “While the 
decision of the Federal Open Market Committee 
(FOMC) to leave the fed funds rate unchanged at 
the June meeting reflected a disappointing May 
jobs report, Chair Janet Yellen acknowledged the 
unsettling aspects of Brexit on financial markets. 
The passing of Brexit would allow the FOMC to 
focus on incoming domestic data with June 
payrolls, due on 8 July (US time), front and centre. 
Will there be a reversal of the May 
disappointment? The FOMC meets again on 26/27 

Exhibit 4: Morningstar analysts’ preferred US$-facing companies

Company Recommendation US$ exposure (%) % Discount to Fair Value

Computershare Accumulate 43 24

Macquarie Group Accumulate 32 25

QBE Insurance Accumulate 31 28

News Corp Accumulate 55 31

Ansell Accumulate 51 11

CSL Accumulate 47 11

ResMed Inc Accumulate 50 14

Ardent Leisure Accumulate 30 21

Westfield Corp Hold 60 3 (premium)

Source: Morningstar Equities Research

July and then not until 20/21 September. While a 
July tightening is possible, it is unlikely, setting 
up September for the long-awaited tightening in 
the absence of yet another apparition or 
exogenous factor.”

We did not have to wait long – just 24 hours for an 
exogenous factor – as on 24 June U.K. time the 
Leave vote sent shockwaves reverberating through 
global financial and currency markets. It caught 
almost all – the polls, financial markets, politicians 
and bookmakers – by surprise. The punters who 
backed Leave at the juicy odds of £8.10 in a 
two-horse race cleaned up, with bookmakers 
reporting turnover at record levels for political 
betting in the U.K. I had mentioned on the eve of 
the referendum – “favourites can get rolled”.

The Brexit vote probably guarantees low interest 
rates for longer and in the aftermath telcos and 
utilities, beneficiaries of low interest rates and with 
defensive cash flow streams, out-performed as 
global share markets tumbled.

Even after the June decision to keep rates on hold, 
pre-Brexit the markets were warming to the Fed 
raising rates twice in the back half of 2016 – in 
September and December – suggesting a fed funds 
rate range of 0.75%–1.0% at year’s end. This 
compares to the average over the 45 years from 
1971 to 2016 of 5.87%, with an all-time high at 
20% in March 1980 and a record low of 0.25% first 
adopted in December 2008, and which remained in 
place until December 2015.

Interestingly, the more hawkish James Bullard, 
President of the Federal Reserve Bank of St Louis, 
turned dovish after the June FOMC meeting, 
suggesting a fed funds rate of 0.63% through 2018 
– only one hike over the next 18 months.

While interest rates are likely to remain well 
below long-term averages for some time, the U.S. 
economy is showing some positive signs. While 
the 1Q16 GDP growth of just 1.1% is disappointing 
it is expected growth in 2Q and beyond will move 
back toward 2%. 

Despite the soft May jobs report, the weekly 
jobless rate recently hit a 43-year low recently at 
259,000. April job vacancies reached 6.08 million, 
not far short of the all-time high of 6.2 million in 
July 2015. Job openings in April equalled the 
all-time-high of July 2015 of 5.788 million. Average 
weekly hours, calculated by total weekly hours 

Exhibit 3: Significant expansion in multiples since 2010

Stock Sector DY 2010 DY 2017F
EV/EBITDA 2010 

(1-yr fwd)
EV/EBITDA  

2017F
Hist 5-yr 

DPS CAGR

Sydney Airport Infrastructure 7.0% 4.1% 13.8x 20.8x 4.0%

Transurban Infrastructure 4.7% 3.8% 18.6x 22.0x 10.8%

Telstra Telco 8.2% 5.7% 5.5x 7.4x 1.7%

APA Utility 9.7% 4.9% 10.0x 13.5x 3.5%

AGL Utility 4.2% 4.0% 8.5x 8.7x 1.6%

Spark Utility 9.7% 5.8% 7.7x 11.5x -2.2%

Duet Utility 11.1% 8.0% 9.4x 11.7x -2.6%

Ausnet Utility 8.7% 5.4% 8.1x 12.8x 0.9%

Charter Hall Retail REIT 9.6% 6.1% 6.4x 12.4x 0.7%

Dexus REIT 8.7% 5.1% 8.5x 12.7x -1.3%

GPT REIT 7.8% 4.7% 10.3x 13.2x 6.0%

Investor Office REIT 8.2% 4.8% 11.9x 17.9x 4.2%

Data as of 9 May 2016. Source: Morningstar estimates



4  Your Money Weekly   7 July 2016 5

worked divided by the employees paid for those 
hours, were steady at 34.4 in the four months from 
February to May and not far short of the record high 
of 34.7 in December 2006. Average hourly wages 
reached an all-time high in May at US$21.49.

But the housing industry is struggling to regain 
momentum. The 1.211 million starts in June 2015 
have not been eclipsed since. May starts slipped 
0.3% from April at a seasonally adjusted annual 
rate of 1.164 million, with multi-family housing 
down 1.2% to 400,000 and single-family homes up 
0.3% to 764,000. Similarly, building permits of 
1.337m in June 2015 have not been bettered since. 
In May, existing home sales, at an annualised rate 
of 5.52 million, were the highest since February 
2007. New home sales hit a five-year high in April 
at 586,000, easing back in May to 551,000.

In her recent semi-annual Monetary Policy Report 
to Congress, Federal Reserve Chair Janet Yellen 
said “it is important not to overreact to one or two 
reports,” with obvious reference to May’s 
disappointing jobs data. In terms of monetary 
policy, on which financial markets continually 
gamble, Yellen’s comments to Congress have all 
bases covered. The policy has been accommodative 
in the first half of the year but she acknowledges 
the current fed funds rate leaves the FOMC with 
only limited room to reduce the rate should inflation 
remain persistently low or the labour market 
weaken. Currently, the FOMC anticipates 
“economic conditions will improve in a manner that 
will warrant only gradual increases in the fed funds 
rate”. At present, it is difficult to see any reasons 
for an increase in the urgency to lift the fed funds 
rate from the “gradual” gradient outlined in 2015 
and reiterated on numerous occasions since.

If there is to be a hike in 2016 September looks 
most likely and the financial markets should 
accommodate it without any meaningful disruption. 
An increase prior to the Presidential election is 
more likely than one soon after in December.

The U.S. Fed’s Economic Projections
The quaintly named “dot plot” chart forms part of 
the FOMC’s Summary of Economic Projections. It is 
released along with the policy decision statement 
after each FOMC meeting and provides the 
financial markets and the public with the thinking 
of the 17 members of the committee as regards 
future settings of the fed funds rate. The 
predictions are anonymously provided by each 
member and the dot plot chart encapsulates the 

Exhibit 6: Fed Funds last 5-years (2010–2016)

Exhibit 5: Fed Funds rate long term (1971–2016)

Source: www.tradingeconomics.com, Federal Reserve

Source: www.tradingeconomics.com, Federal Reserve
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predictions. While 17 members provide their 
predictions, only the 12 voting members of the 
FOMC determine the actual setting of the fed 
funds rate. 

The individual prediction of each member would 
reflect how each member felt about economic and 
monetary conditions in the foreseeable future.

The 15 June (pre-Brexit) plot was more dovish than 
in December 2015 after the FOMC decided to 
leave monetary policy unchanged at the 14/15 
June meeting. The fed funds range remains 
0.25%–0.50%. 

Eurozone – Brexit is now a reality and the 
surprise decision shocked
The Leave vote went against the considered 
opinion of the polls, financial markets, politicians 
and bookmakers. Consequently, the fall out was 
savage and widespread, reflecting the 
globalisation push of the 1990s and the fear of 
possible contagion.

The major impact of Brexit will be felt closer to 
home – in Britain and Europe. The ripple effect will 
most probably see less damage the further away 
from the epicentre. Currencies will act as shock 
absorbers. Repercussions at the highest levels of 
the European Commission are likely. The E.U. is not 
unified and the chance of other member states 
following the U.K.’s lead cannot be ruled out. There 
is a split between the so called Elites including 
Germany, France and Italy, and smaller eastern and 
southern European members. Members of the Elite 
want a quick resolution. They are a fairly arrogant 
bunch. The Brexit decision is final with little or no 
chance of reconciliation. But both Prime Minister 
David Cameron and Chancellor of the Exchequer 
George Osborne will not be bullied into a quick exit.

Mark Carney, the Governor of the Bank of England, 
has already indicated more stimulus is available if 
required to support the U.K. economy in a post-
Brexit world. Chancellor Osborne plans to cut 
company tax rates from 20% to 15% over the next 
few years to ensure U.K. companies remain 

Exhibit 8: FOMC participants’ assessments of appropriate monetary policy: Midpoint of target range or target level for the federal funds rate (%)

Source: FOMC
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competitive. Monetary and fiscal policy have to 
work together to minimise the economic fallout.

But it should be remembered the U.K. economy has 
performed relatively well compared to its cross 
channel counterpart – the Eurozone. It, and its 
banking system, is in much better shape than the 
Eurozone. The German economy, the largest and 
healthiest of the Eurozone, is struggling eight years 
after the global financial crisis. The rest are in 
differing states of ill-health. The banking system 
has many issues, with Italian and Spanish banks 
under pressure and Deutsche Bank has lost its 
former leading European banking position, with 
shares at a 30-year low. 

The U.K. economy has been one of the best 
performers among E.U. members since the E.U. was 
established 23 years ago. Much has been said 
about how renegotiations of existing trade 
agreements between the U.K. and the E.U. could be 
detrimental to the U.K. I argue the reverse. The 
E.U., particularly Germany and France, need the 
U.K. market probably more than the U.K. needs the 
German or French markets. Currency moves have 
already made imports from E.U. members more 
expensive and U.K. exports more attractive. The 
capitulation statement is covered with German 
fingerprints. Germany is an export nation and needs 
the E.U. like no other member. Brexit destabilised 
the E.U. and potentially Germany’s access to the 
large European market on favourable terms. 

Recognising the angst among members and the 
possibility of contagion, the foreign ministers of the 
E.U.’s six founding member states (the Elites) have 
accepted uniformity across the E.U. has not worked 
and member states can now choose different terms 
of membership. This is an embarrassing 
capitulation and one which U.K. leaders will grasp 

when negotiating their exit. The push for greater 
integration, and therefore power in Brussels, has 
been jolted. Recognising the discontent, the official 
statement of the foreign ministers said they will 
“focus our common efforts on those challenges 
which can only be addressed by common European 
answers, while leaving other tasks to national and 
regional levels”. 

While it’s still early days, the market reaction has 
been interesting. The FTSE 100 has recovered all 
lost ground after the Brexit decision and is currently 
3.3% above prior Brexit levels. The German DAX is 
8.1% lower and France’s CAC is down 6.8%. The 
pain is being felt in the currency with the £Stg/US$ 
cross rate at a 30-year low just below 1.30, down 
from 1.50 pre-Brexit – a 13% depreciation. U.K. 
exports have become much cheaper. Some 
forecasts have a 1.20 target, particularly if the Fed 
hikes in September. The euro has also been 
dragged lower from 113.9 to 110.5 against the US$.

China – Another font of uncertainty
With Brexit and domestic issues stealing headlines, 
commentary on the Chinese economic situation has 
subsided. In the past, the Caixin manufacturing PMI 
has sent shockwaves through global financial 
markets. Recall August/September 2015 when the 
Shanghai Composite lost 23% in three weeks.

In June, the Caixin index edged lower for the third 
consecutive month to 48.6 and the official PMI also 
declined to 50. Both PMIs revealed a fall in new 
orders with softening external demand the cause, 
with new export orders sharply lower. While the 
manufacturing sector remains under pressure, other 
parts of the economy, which are less reliant on 
external demand, are performing better.

The non-manufacturing PMI lifted from 53.1 to 
53.7, with the construction sector component 
surging from 59.4 to 62. A buoyant property market 
and further investment reflecting the stimulus 
added in March appears to be supporting the 
sector. Higher steel prices pushed April daily 
production rates to record levels. Output of 69.4 
million metric tons was slightly lower than March’s 
record 70.65 million tons, but fewer producing days 
delivered the record daily output. The strength of 
the iron ore prices, still above US$50/tonne, is 
surprising many. 

The Caixin services PMI for June improved to 52.7 
from 51.2 in May. The tertiary sector represents 
almost 55% of China’s GDP as the economy 

Exhibit 9: Changing composition of the Chinese economy (% of GDP)
M Primary industry M Secondary industry (including manufacturing) M Tertiary industry (services)

Source: Australian Treasury Budget Paper 1
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continues its transition to a more westernised 
consumer-driven model. By 2020 it is likely the 
services sector will account for close to 60% of 
GDP and longer term settle nearer 65%, in line with 
western counterparts.

Official 2Q16 GDP data is due on 15 July. While 
there is plenty of scepticism surrounding the 
release of data we expect little change from 1Q 
growth of 6.7%. Growth in the services sector is 
much more transparent than data in the 
manufacturing sector. Strong property sales in the 
quarter should offset slowing retail sales and 
travel-related activity.

Underlying momentum from stimulus measures 
earlier in the year should underpin growth in the 
second half of 2016. We anticipate 2016 GDP 
growth of 6.7%. Unless there are further 
changes to policy settings, growth is likely to 
slow in 2017, with 6.5% the likely outcome. 
Hopefully, long overdue structural reform will be 
addressed in 2017.

Commodities
Commodity prices remain a focal point for equities 
markets, with iron ore of particular interest for 
Australia. The iron ore price has recovered strongly 
from the sub-US$40 per tonne lows of late 2015. 
Chinese stimulus earlier in the year pushed the 
price through US$60 and it currently sits in the 
mid-US$50s. We believe this level is 
unsustainable, anticipating Chinese demand will 
falter, leading to lower prices by year end and 
through 2017. Longer term, we look to sub-US$40 
levels being revisited, with abundant supply ready 
to satisfy any spike in demand.

The oil price is slowly gaining support, although 
US$50 for both Brent and WTI is proving a solid 
resistance level. Supply side disruptions (Canadian 
wildfires, Nigeria and Libya) provided short-term 
upside impetus. U.S. shale oil production has 
declined from 5.5 million barrels per day (mbpd) in 
March 2015 to 4.8 mbpd as prices slumped and 
operating rigs pulled out of producing basins. 

We believe any recovery in shale production will 
be slow and have a limited impact on overall 
supply. Producers and financial backers will 
remain cautious and the availability of crews 
will dampen the reaction time to higher prices. 
This slow production response is expected to 
lead to higher prices. We remain positive, 
expecting the price to push toward US$60 in 
2017 and US$70 by 2019. 

Gold has regained its safe-haven status in a world 
of increasing uncertainty. Record low interest rates 
also means carrying costs on non-income producing 
assets are also at record lows. A target of 
US$1,400/oz is certainly achievable perhaps higher, 
and should the A$ depreciate as expected, the A$ 
price would be in record territory. Unhedged 
Australian producers will be making very handsome 
returns. Newcrest (NCM) is well positioned. K

Exhibit 10: Global energy consumption trends
● Historical ● Morningstar Forecast

Source: World Bank, BP, Morningstar
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Any feedback on this week’s Overview 
is always welcome. Send your 
comments to YMW@morningstar.com. 
We’d love to hear from you.

http://www.morningstar.com.au/Stocks/NewsAndQuotes/NCM
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