


With storm clouds from the European debt crisis
and a sluggish US economy continuing to appear
on the horizon, clients and planners could he
forgiven for deciding it is all too hard.

Continuing volatility is taking its toll on confidence
and the path ahead remains frustratingly obscure.

As Matthew Walker CFP®, a director at WLM
Financial Services, notes: “It is a very tricky market

macroeconomic factors very unclear.”

Like most planners Financial Planning spoke to,
he expects things to remain difficult in investment
markets for some time to come.

“In 2012 the sharemarket will continue to be
volatile and this will lead to continuing investor
anxiety and concern,” Walker says.

“The natural human instinct in these situations is
to head for a defensive position. There is not a lot
of clarity and this is leading us to take a cautious

approach on how we use clients’ money.”

Nigel Baker CFP, a principal and head of wealth
management at Crowe Horwath, agrees clients are
confused and concerned.

“Retired clients are very nervous as they have had
four to five years of difficult market conditions and
are starting to worry if they should take any risk at
all,” he says.

Reading the tea leaves

So, given all the confusion, just what is likely to
happen this year and what can planners do to
help clients —and their businesses — deal with the
current conditions?

According to Walker, his firm is taking a “reasonably
defensive stance” when it comes to investments.

This cautious approach is reflected in the firm’'s
investment forecast for 2012. “We see Europe as

a ‘muddle through’ situation. They are not going to
let the whole house of cards collapse and so they
will find a way through, as the consequences of not
doing it are too enormous,” he says.

“We think the US is in better shape than people
think. It is the political stalemate and the European
situation that are the problem there at the moment.
China's government and its huge reserves mean
they can stimulate their economy and they have
said they want to grow faster in 2012, so we expect
better news for commaodities and that is a positive
for Australian equities.”

At the time of writing, global markets and the value
of the euro were falling following ratings agency
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Standard & Poor’s’ downgrade of the credit ratings
of nine Eurozone countries, including France

and Austria, in mid-January. While analysts said
the reaction was muted given such a move was
largely anticipated, it did raise fresh fears over the
credit rating of the European Financial Stability
Facility, the temporary bailout fund, as well as a
Greek default. In Australia and elsewhere, financial
stocks came under particular pressure as investor
concern grew over banks’ lending costs, while the
downgrade also affected Asian commoadity prices,
in turn undermining the Australian dollar.

While this event heightened political will for a solution
in the Eurozone —with German Chancellor Angela
Merkel vowing to pursue faster restructuring in the
region — it also demonstrates how shaky the global
situation is at present.

Philippa Sheehan, managing director of
Queensland-based dealer group MyAdviser, agrees
the coming year is likely to remain difficult and says
her house view remains cautious.

“Our investment committee is forecasting global
growth to slow to 3 per cent this year. The first six
months will be very slow, but then it will rebound in
the second half of the year and 2013 will be slightly
better,” she says.

“A lot depends on what happens in Europe. It will
all take time, as everything that is being done at the
moment is only short-term.”

However, Sheehan believes the worst may be over.
“We think there is light at the end of the tunnel

when it comes to markets.”

Baker agrees the volatility generally seems to be
subsiding: “Markets will recover but we don’'t know
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Where are the opportunities?

With all the confusion about Europe and the US, and
the strength of Chinese economic growth, it can be
hard to see potential in any asset class. But fund

managers believe within the clouds of uncertainty lurk
some attractive opportunities for investors prepared to

look beyond the current anxiety.

Return to equities

Although cash has been very popular with
Australian investors, the strong returns are fading
and this may spur a shift back into equities and
move the market higher, according to HSBC

head of global investments in Australia, Geoffrey
Pidgeon. “We are seeing this among institutional
investors and this is typically followed among retail
investors,” he says.

“If European concerns dissipate and you are
looking at an average dividend yield of 4.8 per
cent for the ASX200 compared to a cash rate of
4.25 per cent, Australian equities look cheap — as
do US equities. This makes equities look more
appealing and may be the catalyst.”

Fidelity believes there are several pockets of
growth in the local economy, with a number
of companies in good shape, growing well and
currently undervalued.

Kate Howitt, Fidelity’s Australian equities portfolio
manager, believes strong dividend yields and
balance sheets, attractive valuations and the
potential for reflationary policies could see
investors overcome their current aversion to local
equities.

Research by HSBC with the world’s 13 largest
investment funds found managers see a number
of opportunities. “The survey says there are
opportunities in US equities,” Pidgeon says. “US
companies are deleveraged and are in a strong
position to take advantage of that growth.”

There are also sector-specific opportunities. “We

are overweight technology due to the cyclical sell-
off and move by investors into defensive sectors.

For HSBC, materials, industrials, energy and
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technology are the largest overweights on a sector
basis,” he says.

Government bonds unappealing

The flood of investors looking for ‘safe havens' in
2011 has driven down government bond yields
to generational lows. Taken in combination with
high debt levels, both Fidelity and HSBC believe
sovereign bonds in developed markets are
unattractive.

However, they believe corporate bonds are a

more attractive proposition, with many companies
having strengthened their balance sheets. “We are
seeing pockets of opportunity in fixed interest,”
Pidgeon says.

“For example, European distressed debt and
credit and US investment grade bonds which offer
higher yields.”

Emerging markets rebound

HSBC believes solid fundamentals, attractive
valuations and a stronger fiscal position provide a
sound medium- to long-term outlook for emerging
markets. “We need to see European concerns
stabilise and then markets will change as the
good valuations in emerging markets will become
clearer,” Pidgeon says.

The house view is also positive when it comes to
commodities, due to a combination of inflation

and ongoing industrialisation in emerging markets.
While commodities declined in 2011, performance
is expected to improve due to the pipeline of
infrastructure projects in emerging markets — which
is good news for Australian resource stocks.
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when. People don't want to take as much risk now
and many are reducing their weighting to equities
and growth assets.”

He believes the important thing for planners is to focus
on things they can contral, like the relationship with the
client and their strategy, “not financial markets which
you can't control. Some clients aren'’t too worried by
events, but it depends on the individual.”

Aaron Dunne, managing director of the SMSF
Academy, agrees the uncertainty will continue
presenting planners with difficulties.

“The interesting challenge at the moment is that
cash has been the saviour for clients — especially
self-funded retirees — but now we are starting to see
interest rates go down and its ‘safe harbour’ status is
starting to diminish,” he says.

“That means providing a solid foundation for self-
funded retirees to ride out the volatility is becoming
an issue in itself.”

Strategies to cope

The problem of declining cash returns highlights the
need for planners to make adjustments.

“For lower risk clients and retirees with no possibility
of topping up their assets, we are being defensive
with lots of cash and term deposits,” Walker says.

“For high risk or wealth accumulation clients, some
see it as a buying opportunity due to the lower
asset prices. However, we are still fairly cautious

as we think there may be opportunities for cheap
investments to get cheaper.”

One of the key points mentioned by a number of
planners is communication.

“We have had a lot of conversations with clients to
ensure they understand what is happening in the
market and what the outlook is for 2012,” Walker says.

Sheehan agrees and believes this is central to
keeping clients on track. “Our job is to reduce the
noise of what is happening in Europe, the US and
the BRICs,” she says.



“We need to keep clients focused on the long-term
strategy and on what they are trying to do, as often they
want to react to the noise they are hearing. We don't want
clients to be distracted by the goings-on in Europe.”

For Baker, this is an essential task for planners.

“It is important clients understand they are not
overexposed to risk and have sufficient income for
their needs. They need to have more conversations
around cashflow and whether they have the required
level of income,” he says.

“Our role is managing the client, not managing the
investment market.”

This is a recurring theme among planners.

“We believe fund managers are the investment
experts and so we are spending our time on our core
competencies,” Walker says.

Dunne concurs: “It is vitally important to separate the
difference in the service proposition between the advice
vehicle and the investment markets.”

In his view, clients are increasingly recognising it is not
the planner’s fault Europe is in a debt crisis. “But they
need to know what the planner is doing to protect them.
That’s what is important.”

Sheehan believes the uncertainty makes it

HSBC'’s 2012 outlook for global asset
classes

US equities Positive
Europe equities including UK Positive
Japanése equities Positive
Asia ex Japan equities Positive
Hong Kong and China equities Positive
Emerging market equities Positive
US government bonds Negative
European government bonds Neutral
Corporate bonds Positive
Sovereign emerging market bonds ~ Neutral

Asian US dollar-denominated bonds Positive

Gold Neutral
Commodities Positive
Currencies Positive

essential to go back to basics. “You need to check if
these are still the right objectives and level of risk for
the client, and to ensure the strategy is appropriate to
achieve that objective.”

Investor fatigue from the ongoing volatility means

goals may need to be reassessed, Baker notes. “It is
important to determine the client’s benchmark. It might
be what money they started with or a level of income,
but it is not often the financial market benchmarks we
look at in the industry,” he says.

Current conditions also mean caution is required
when recommending some traditional wealth creation
strategies.

“We are not doing a lot of negative gearing as we
think it is a little bit risky at the moment,” Walker
says. “These types of strategies remain valid, but
now is not the time to implement or expand them
until the picture is clearer. If the market crashes 20-
30 per cent due to a Lehman-type event, then there
could be buying opportunities around and then it will
be a good time to have cash available from gearing-
type strategies.”

The investment uncertainty also means it is important
for the practice to have its own house in order.

“We are checking if we are taking the most efficient and
effective investment approach possible. For example,

are our fund managers adding value? Are we using the
right platform? Are we using the right managers for this
type of market?” Walker says.

Looking for breaks

While investment markets are likely to experience
continuing uncertainty this year, they will also
present opportunities, according to Dunne. “The
planner needs to be able to go back to the client and
show the strategic opportunities presented by the
situation,” he says.

“Those planners who are doing well are those
communicating regularly with clients and looking

for the silver lining. This might be simple things like
getting clients into BHP shares as they are having

a buyback, and if held for 45 days, they get a fully
franked dividend. In a pension fund this provides a
substantial income for an SMSF. If you are seeking
income, this is quite important and shows you are on
top of things.”

Although planners need to stay on top of investment
market developments, Dunne believes they must show
clients they are identifying strategic opportunities.

“This helps the client see the value of advice that
complements the investment strategy you put in place.
Planners need to be offering proactive financial advice
and need to have something to say to the client, not just
that markets are down.” ®

Overview of the IMF's World Economic Outlook projections

Year over year

Projections
Region 2009 2010 2011 2012
World output -0.7% 5.1% 4.0% 4.0%
Advanced economies -3.7% 3.1% 1.6% 1.9%
us -3.5% 3.0% 1.5% 1.8%
Euro area -4.3% 1.8% 1.6% 1.1%
Japan -6.3% 4.0% -0.5% 2.3%
UK -4.9% 1.4% 1.1% 1.6%
Other advanced economies -1.1% 5.8% 3.6% 3.7%
Emerging and developing economies 2.8% 7.3% 6.4% 6.1%
Russia -7.8% 4.0% 4.3% 4.1%
China 9.2% 10.3% 9.5% 9.0%
India 6.8% 10.1% 7.8% 7.5%
Brazil -0.6% 7.5% 3.8% 3.6%

Source: IMF World Economic Outlook September Quarter 2011
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