Welcome to the latest edition of our quarterly look at Australian and global economic and
market developments. In this issue we discuss the major events which impacted markets over

the past three months, including the surprise decision by the United Kingdom to leave the
European Union. We also consider the role played by electronic trading during the recent
periods of market volatility.

EXECUTIVE SUMMARY
The surprise outcome of the UK referendum
on whether or not to remain part of the
European

Union

temporarily

shocked

financial markets
The result of the vote has important
ramifications for policy-makers with regards
to continued growth in global trade and
tighter global economic integration
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The short-term impact of events such as
Brexit, as well as the over-the-top media
reaction, should be discounted by patient
investors
After a volatile quarter, the stock market
recorded a positive three month return,
although a number of concerns remain
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GLOBAL GEO-POLITICAL EVENTS
TO THE FORE
The past quarter once again brought home the impact that geo-political events can have on

the stock market. The surprise decision by a majority of UK citizens to leave the European
Union caused ructions on global financial markets, significantly out of proportion to the real
immediate impact of the event. In this section we discuss how financial markets have become
ever more sensitive to events of this nature, as opposed to the traditional focus on company
earnings, profits and balance sheet strength.

The outcome of the referendum on whether or not the UK should leave the European Union, held on the
23rd of June, came as a surprise to the usual multitude of pundits and commentators who had by and
large predicted a victory for the ‘Remain’ group. Without wishing to delve too deeply into the arguments
and debate over the decision whether to stay or leave, it was interesting that the referendum was a rare
example where the emotional argument outweighed the economic one. That is, from an economic
perspective, the UK would no doubt have been better off remaining a part of the world’s largest
economic bloc. From an emotional perspective however, issues of sovereignty and self-determination
were clearly more important to the majority of voters. Compare this outcome to an election campaign, be
it in the UK or here in Australia. Any party which offered a weaker, smaller and more insignificant economy
as a core campaign promise would have little chance of winning; an outcome which clearly mattered little
to the majority of UK citizens.
The outcome of the referendum was also interesting for a number of other reasons, chief among these
being the very clear divide between city and country. While some of this divide can be explained by the
traditional differences between the supposedly conservative country folk versus their ‘more enlightened and
progressive’ city cousins, there is a deeper implication which bears closer scrutiny.
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The infographic below clearly shows the rural-city divide in the UK referendum. The yellow areas represent
those parts of the country who voted to remain part of Europe, while the blue areas signify those areas
where voters opted to leave the Union. The darker the shading, the more strongly held the respective
views were, measured by the proportion of votes one way or another. The conclusion is clear: voters in
the cities overwhelmingly wanted to remain as part of Europe, voters in rural and regional areas were as
passionate about leaving Europe.

With the referendum seen as a proxy vote on the benefits of greater global integration and increased free
trade among nation states, there was a clear repudiation of the perceived benefits of globalisation by UK
voters. There is clearly a significant number of people (not only in the UK, but also in the United States, other
European countries and even Australia) who feel marginalised and less well-off under the relentless pace
of globalisation over the past 50 to 60 years. The existence of a large body of people who see little benefit
in increased globalisation, who fear for the loss of their jobs to lower-paid immigrants or offshore workers,
who lack the skills and abilities to benefit from the lowering of borders and restrictions on trade, poses a
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very serious policy issue for leaders in the developed world. The expectation that the benefits of
globalisation would ‘trickle down’ to even the least-skilled and lowest-paid in society, leaving everyone
better off, have not been realised.
This phenomenon also explains, to a certain extent, the rise of populists such as Donald Trump in the United
States, and indeed a resurgence of support for political parties such as One Nation here in Australia. The
simple message that factories and jobs can be brought back home by mere decree resonates loudly with
this segment of the population, regardless of the apparent impossibility of such an action. Unfortunately
however, the idea that standards of living can be preserved, even improved, by building walls and strangling
global trade and economic integration, has struck a chord. A dissatisfied populace is in no mood to listen
to well-founded arguments from economists and the like, who would argue that making the pie bigger is
the way to ensuring that everyone gets a slice. The retort would be that that’s exactly what you would expect
coming from someone who actually benefits from increased globalisation; just like the city dwellers in the UK,
who directly benefit from economic integration with Europe and voted overwhelmingly to remain in the Union.
In a nutshell, an investment banker, marketing executive or intellectual property lawyer sitting in London (or
Sydney), would likely have a very different view on the benefits of globalisation as compared to an abattoir
worker, shop assistant or farmhand living in rural England (or Australia for that matter).
The challenge for policymakers is how to preserve and enhance the benefits which come from greater levels
of globalisation and trade, while at the same time ensuring that no-one gets left behind. A difficult task and
one at which, up to this point, they are clearly failing.

The impact on markets
After all this, why have we spent any time considering the implications of the referendum result in the UK?
The answer lies in the reaction by global stock markets to the outcome of the referendum, with the impact
on the Australian market shown below.
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As shown, the market dropped over 4% on news that the UK would be leaving the European Union,
only to recover over the following few weeks. The media played their role too of course, with typically
reassuring headlines like “Brexit panic wipes $2 trillion off world markets” (The Guardian, 24 June); “US stocks
hammered as Brexit shock rocks markets” (USA Today, 24 June) and “Brexit shock may push world into
recession, says economist” (CNBC, 24 June).
Setting aside the usual media hype and hyperbole, what really happened here? Did investors all over the
world suddenly panic and hit the sell button or ring up their broker or adviser and demand to liquidate their
portfolios? Not at all. While our business is hardly representative of the entire investment industry, not one
client rang up and asked us to sell their investments, a situation which was no doubt repeated in the offices
of nearly all investment managers. After all, we’re investors, allocating capital to businesses with a track
record of profits and dividends, not speculators hoping to make a fast buck.
It may come as a surprise however, to find out that nearly half of all transactions on the stock market (that
is, every time a share is sold or bought), are carried out by computers operating on autopilot, buying and
selling thousands of times per minute based on pre-programmed algorithms. If you happen to buy shares
on the stock market, more likely than not the seller on the other side of the transaction was a computer, not
another human being. Such computers initiate trades based largely on noise and signals, paying very little
attention to the underlying fundamentals of the companies in which they trade. For example, at its simplest,
algorithmic trading involves a computer independently deciding to sell a share when the share price moves
above or below a certain point. At its most complex, real-time changes in foreign exchange markets, relative
interest rates and the release of new market and economic news items, are all assessed at lighting speed
and can generate thousands of pre-determined buy or sell orders.

The rise of electronic algorithmic trading partly explains why a company like Telstra, for example, can
be worth $70 billion one day and $65 billion the next, for no particular reason. Clearly, the operational
capability of the company itself, and its ability to generate earnings and make a profit, are unlikely to
change so dramatically in such a short space of time. It also partly explains why global markets can shed
$2 trillion in value over a 48 hour period, following the UK referendum, when the effects and implications
of the outcome of the vote will take years to work their way through the system. While the decision of
the UK to leave the EU is more than likely harmful in the medium and perhaps long term, the short term
impact, from an economic and market perspective, is non-existent.
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We’re reminded of a comment we made in the December 2015 issue of our newsletter, which we reproduce
here:

Geo-political issues can again be expected to have an impact – the long list includes the refugee
issue in Europe, conflict in the Middle East, tensions in the Korean peninsula, arguments over
Chinese national boundaries in the South China Sea, Russian aggression and the US
Presidential election. Generally however we expect the market impact of many of these issues to
be short-lived, barring significant escalation to the point where economies and thus market
returns become threatened.

As it turns out, many of those same issues have played, or will play a role in determining the movements
of markets during 2016; however, the willingness of markets to overact in the short term should be seen as
little more than fodder for the 24-hour news cycle. A measured and patient approach to investing, based on
an understanding of the fundamentals of a company’s financial performance, will never make it to the front
page of the newspapers, but careful study of over 100 years of investment performance shows it to be an
approach which works.
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THE MARKET OVER THE JUNE
QUARTER
N

otwithstanding the volatility induced by the surprise outcome of the Brexit vote, the June quarter was

overall a positive one for markets, with the ASX 200 Index rising 150 points, or 2.96%, during the three month
period, as shown below.
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While the positive returns should rightly be welcomed, there are still concerns over the durability of the
recovery. Relatively weak economic growth in Europe and China, the impending Presidential election in the
United States and the narrow margin of victory for the Coalition government in Australia (and the composition
of the Senate), are all reasons to be cautious. That said, we remain confident that the longer term outlook
offers opportunities for patient investors. While some sectors of the market, such as utilities and the property
sector, appear overvalued, we are more comfortable with valuations of companies in sectors such as nondiscretionary retailing, financial services and selected industrials.
It’s also important to remember that there is more to the investment process than the day to day movements
of the stock market. Fixed-interest investments, corporate bonds, mortgage loans and even cash, are all
asset classes which have their place in a diversified portfolio. The stock market may capture the headlines
every day, but it’s only a part of the process we follow in managing portfolios.

Baiocchi Griffin Private Wealth Page 7

TAX REPORTS FOR 2015-2016
A

s the 2016 financial year has ended, we now commence the process of preparing portfolio tax reports.

As a reminder, we generally aim to have portfolio taxation reports prepared and despatched by mid to late
October. The reason for the delay is the need for us to wait for many of the companies, particularly the real
estate investment trusts, to send us their own distribution tax statements, information which needs to be
added to the taxation reports.
In some cases a delay on the part of an individual trust to provide the appropriate tax statement can delay our
ability to generate the taxation reports, however we do our best to prioritise those clients with more immediate
tax lodgement deadlines. Generally speaking however, you can be confident that you (or your accountant) will
receive the tax reports by the end of October (with superannuation funds being an exception, given that their
lodgement date is usually no earlier than 28 February).
As always, if you have any queries or questions regarding taxation reports, please don’t hesitate to contact us.
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We hope you have enjoyed this edition of our quarterly newsletter. As always, should you have any
queries, questions or feedback, please do not hesitate to contact us.
With kind regards,

Justin and Ray

FACTS & FIGURES AT A GLANCE
Rate / Value

Change from last reading

Australian inflation rate

1.5% (March)

steady

Australian unemployment rate

5.8% (June)

+0.1%

RBA Cash rate

1.75%

-0.25%

ASX 200 Index

5,233

+151 points

Australian $ vs. US $

$0.7426

-1.92c

Australian $ vs. UK £

$0.5549

+2.5c

Australian $ vs. Euro €

$0.6699

+0.45c

This newsletter provides general information only. Before making any financial or investment decisions, we recommend you
consult a financial planner to take into account your particular investment objectives, financial situation and individual needs.
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