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Part 1: Overview
The International Monetary Fund (IMF), in its latest World Economic Outlook 
(January 2017), forecasts global growth to be between 3.4% and 3.6% for 2017 
and 2018 respectively. Growth in the US is projected to be about 2.3% and 
2.5% over the next two years, which supports the growth outlook in advanced 
economies of 1.9% and 2.0% in 2017 and 2018 respectively, the latter figures 
being revised upwards since the last IMF update in October due, in part, to the 
election of President Donald Trump.
The US underpins global growth and its strong outlook is predicated upon the successful implementation of President 
Trump’s flagged fiscal stimulus (which is expected to deliver lower tax rates and a boost to infrastructure spending) and 
regulatory reforms. However, buoyant markets may be underestimating the potential risks facing the US economy over 
the next two years. These risks include, but are not limited to, increased trade protectionism (primarily as a result of the 
rise of populist parties in the West) and the associated geopolitical instability (notably in Europe, with the fallout from 
Brexit and the concerns about the levels of immigration and the hitherto tepid economic activity within the Eurozone), 
the elevated debt levels across the globe (due to historically cheap credit), and the possible expeditious nature of the 
normalisation of monetary policy towards long-term settings. 

Inflation in the US economy is running at five year highs and core inflation (calculated by removing the effects of 
the volatile food and energy prices) stands at 2.2%, within the Federal Reserve’s target of between 2% and 3%. This 
has provided the impetus for the Federal Reserve to begin the process of raising rates to ward off the possibility of 
a continued rise in inflation. However, whilst the unemployment rate has consistently been below 5% for the last 
eighteen months, most of the job growth within the economy has been in the low-paying food and retail sectors and/
or part-time roles. When you take into account individuals that are working part-time but would like more hours (the 
underemployed) the true rate of unemployment almost doubles to 9.2%. This spare capacity in the labour force helps 
explain why nominal wage growth remains low. 

Conclusion
Global growth is likely to strengthen over the next six months. The US economy should continue to expand, supported 
by low unemployment, a pick-up in credit growth and demand for housing. Although China is suffering from significant 
debt imbalances caused by rampant overinvestment, the short term growth outlook is likely to remain solid given that 
the Chinese Communist party will meet to choose the leadership for the next five years. Japan has benefited from an 
improvement in global trade as has Europe, where growth has accelerated off a low base.

International economy
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Part 2: Key economic indicators
United States

Economic snapshot Last reported result Comments

Growth (GDP) 1.9% q/q Dec’16

1.6% y/y Dec’16

The US economy continues to expand but at the slowest annual rate since 
2011. The weak December quarter reading was negatively impacted by 
strong import growth and a deceleration in exports.

Unemployment 4.7% Feb’17 The unemployment rate was little changed in February. Total non-
farm payroll employment increased by 235,000 over the month, 
underpinned by strong rises in construction, private educational services, 
manufacturing and healthcare.

Industrial 
Production

0.0% m/m Feb’17

0.3% y/y Feb’17

Industrial production was unchanged in February as unseasonably warm 
weather impacted demand for heating, affecting the utilities index, which 
declined 5.7%. Manufacturing output increased for the sixth consecutive 
month, rising 0.5% over February, matching its rise in January. Mining 
output recorded strong growth of 2.7% as oil and gas well drilling lifted 
strongly.

ISM Manufacturing 
PMI

57.7 Feb‘17

53.2 Nov‘16

The PMI reading of 57.7 was a level not seen in over two years and 
continues to indicate a manufacturing sector solidly expanding. A reading 
greater than 50 indicates the sector is in an expansion mode, whilst a 
reading below 50 indicates the sector is in a period of contraction. 

Retail Sales 0.1% m/m Feb’17

5.7% y/y Feb’17

Retail sales stalled in February, possibly due to delays in issuing tax 
refunds. However, the year-on-year increase in retail sales remains at five 
year highs, underpinned by strong online sales.

Credit Growth 6.3% y/y Jan’17 Credit increased by 6.3% year-on-year and now stands at US$3.77 trillion.

 Outlook Despite a disappointing December quarter Gross Domestic Product (GDP) reading, the US 
economy continues to be on a solid footing. While domestic demand is robust, US dollar strength 
is already impacting net exports. President Trump has reportedly told his advisers to prepare a 
budget targeting real GDP growth of 3.0% to 3.5%, more than double the current rate. The fiscal 
stimulus required to generate this level of growth would be enormous and therefore highly 
unlikely.  

Eurozone

Economic snapshot Last reported result Comments

Growth (GDP) 0.4% q/q Dec’16

1.7% y/y Dec’16

Growth in the fourth quarter was supported by a 0.4% increase in 
household final consumption expenditure and a 0.6% rise in gross fixed 
capital formation. However, GDP was negatively impacted by imports into 
the Eurozone outstripping exports during the quarter. 

Unemployment 9.6% Jan’17 The unemployment rate continues to gradually improve and is the best 
result in nearly eight years.

Industrial 
production

0.9% m/m Jan’17

0.6% y/y Jan’17

Industrial production has declined over a yearly view as higher investment 
in machinery was partially offset by a drop in the production of consumer 
goods.

Manufacturing PMI 56.2 Mar’17

54.9 Dec’16

The PMI reading of 56.2 is the highest level in six years and continues to 
show a manufacturing sector solidly expanding.

Retail sales -0.1% m/m Jan’17

1.0% y/y Jan’17

Retail sales have slowed to the smallest yearly gain since mid-2014, due to 
comparatively weaker readings in food, beverages and tobacco, as well as 
non-food products (excluding automotive fuel).

Credit growth 4.3% y/y Feb’17 Credit growth has increased since the end of 2016, supported by lending 
to government.

Outlook A combination of improved demand from key trading partners (US and China) and 
accommodative monetary settings by the European Central Bank (ECB) have helped weaken the 
Euro, boost exports and aided job creation. This is particularly evident in Spain and Germany 
where growth is robust. The rise of anti-EU parties remains a key risk.
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China

Economic snapshot Last reported result Comments

Growth (GDP) 1.7% q/q Dec’16

6.8% y/y Dec’16

China’s GDP continues to stabilise as Chinese authorities commence 
tightening monetary policy, aimed at deleveraging and thus lowering the 
risk in the overall economy.

Unemployment 4.0% Dec‘16 The Chinese official unemployment rate continues to be steady at 4.0%.

Industrial 
production

6.3% y/y Feb’17

6.2% y/y Nov’16

Industrial production continues to remain solid as manufacturing output 
expanded 6.9% over the past year and the value added by the production 
and distribution of electricity, heating power, gas and water increased 
8.4%. Mining and quarrying negatively impacted industrial production 
with the value-added by this sector decreasing 3.6% over the past year.

Manufacturing PMI 51.8 Mar’17

51.4 Dec’16

The latest reading of 51.8 indicates the manufacturing sector continues to 
be in an expansionary phase. 

Retail sales 9.5% y/y Feb’17 

10.8% y/y Nov’16

Retail sales fall to below 10% for the first time in 11 years, due in part to 
slower auto sales as a result of a rise in the tax rates on purchases of small 
cars.

Fixed asset 
investment

8.9% y/y Feb’17

8.3% y/y Nov’16

Fixed asset investment continues to rise from sixteen year lows, 
supported by a 14.4% year-on-year increase in state-owned enterprise 
fixed asset investment. The corresponding investment in the private 
sector grew by 6.7% over the year.

Outlook China’s economy is forecast to grow at a still solid 6.5% in 2017. Recent business surveys 
suggest that business optimism is at a two-year peak, with new orders and capital expenditure 
intentions expected to continue to improve. However, monetary and fiscal stimuli by the 
authorities will be less supportive in 2017 as policymakers acknowledge concerns of excessive 
debt in the economy.

Japan

Economic snapshot Last reported result Comments

Growth (GDP) 0.3% q/q Dec’16

1.6% y/y Dec’16

Growth is gathering momentum, supported by the highest reading of 
private sector investment in nearly three years.

Unemployment 2.8% Feb’17 The unemployment rate falls to the lowest level in 22 years. Despite the 
low headline rate, many of the jobs are low-paying, part-time roles.

Industrial 
production

2.0% m/m Feb’17

4.8% y/y Feb’17

The rise in industrial production on both a monthly and yearly view 
represents increased demand from both China and Europe.

Manufacturing PMI 52.6 Mar’17

52.4 Dec’16

The latest reading of 52.6 indicates the manufacturing sector continues to 
be in an expansionary phase 

Retail sales 0.1% y/y Feb’17

1.7% y/y Nov’16

Retail sales remain sluggish but should improve over the year as housing 
investment and credit growth accelerate.

Outlook A steady pickup in global growth and a weaker yen continue to be supportive of the Japanese 
economy, as demand for its goods underpins activity in the manufacturing sector. Export growth 
has been strong and this trend should continue. A free trade deal between Japan and the 
European Union is currently being negotiated, which will provide a further boost to Japanese 
exporters.
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Part 1: Overview
The GDP figures released in February confirmed that Australia grew in the last 
quarter of 2016. In doing so, it avoided two successive quarters of negative 
growth, termed a “technical recession”. This was welcome news for the Reserve 
Bank of Australia (RBA), the central bank having little appetite to further ease 
monetary settings. Looking forward, it would appear GDP growth is likely to 
be robust throughout 2017. There has been a sharp improvement in the terms 
of trade due to stronger export prices and volumes than was the case twelve 
months ago.
Australia’s other economic indicators continue to be generally sound. Retail trade, while not spectacular, continues 
to be supported by demand for household goods which, notwithstanding subdued wage growth, are benefitting 
from the low interest rate environment, the demand for housing and the general “wealth effect”. Although dwelling 
investment appears to have peaked, there is still a large backlog of activity to be still completed over the next two years. 
This is helping to support downstream financial services (banks, legal and insurance services), as well as furniture and 
white good retailers. The lower Australian dollar continues to support a surging tourism sector and has also buoyed 
manufacturing and services exports. Non-mining investment which has been weak should also improve over the next 
twelve months on the back of significant road and rail projects in NSW and Victoria. 

Despite generally positive activity, unemployment remains higher than policymakers would like mainly because business 
investment has yet to recover from the unwinding of the mining boom. Spare capacity in the labour market however is 
helping to contain inflation, which remains below the bottom end of the RBA target band of between 2% and 3%, This 
provides the RBA with scope to cut rates further. However, the RBA is concerned about the record levels of household 
debt that is fuelling the housing boom and so are unlikely to lower rates again unless unemployment deteriorates. 

Conclusion
The RBA expects the economy to continue to expand over the calendar year by a moderate pace of between 2.5% to 3.5%. 
Key risks to the forecast include a disorderly end to the housing boom in Sydney and Melbourne together with ongoing 
geopolitical risks in the global economy. 

Australian economy
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Part 2: Key Economic Indicators
Economic snapshot Last reported result Comments

Growth (GDP) 1.1% q/q Dec’16

2.4% y/y Dec’16

Australia has managed to avoid a technical recession by posting positive 
economic growth in the last quarter of 2016. GDP rose a solid 1.1% in the 
fourth quarter, lifting the annual rate to 2.4%. Exports were 8.9% higher 
over the year, outstripping import growth of 3.3%.

12 month outlook The outlook for the domestic economy appears sound.

Retail Trade 0.4% m/m Jan’17

3.2% y/y Jan’17

The retail trade figure was stronger than previous estimates, aided by 
solid growth in clothing, footwear and personal accessory retailing (0.6%) 
and food retailing (0.3%).

12 month outlook Retail trade is expected to be supported by accommodative monetary 
policy settings and a sound employment landscape.

Manufacturing PMI 59.3 Feb’17

54.2 Nov’16

The Australian Industry Group (AIG) stated that the Performance of 
Manufacturing Index (PMI) rose to 59.3 in February, the highest level 
since May 2002. A reading greater than 50 indicates the sector is in an 
expansion mode, whilst a reading below 50 indicates the sector is in a 
period of contraction.

12 month outlook This indicator is likely to benefit from increasing exports and new 
construction projects.

Business 
Investment (Private 
New Capital 
Expenditure)

-2.1% q/q Dec’16

-15.5% y/y Dec’16

Non-mining investment has failed to offset the continued decline in 
mining investment that peaked in 2012/13. However, this masks a big 
difference in state-wide activity. Non-mining investment in NSW has risen 
by 8%pa over the last 3 years, Victoria by 4%pa whilst WA and QLD have 
fallen. 

12 month outlook Mining investment is expected to continue to fall over the next 12 
months but this will be offset by a gradual improvement in non-mining 
investment intentions, assisted by dwelling investment and infrastructure 
projects in NSW and Victoria.

Unemployment 5.9% Feb’17

5.7% Nov’16

The unemployment rate increased to 5.9% in February from 5.7% in 
November, a fourteen month high. The number of individuals in jobs 
decreased by 6,400, where a rise of 15,000 was expected. Full-time jobs 
increased 27,100 and part-time employment decreased by 33,500, so the 
headline loss in overall employment appears not to be concerning.

12 month outlook An unemployment rate below 6.0% is likely to be maintained.

Inflation & Interest 
rates

Inflation:

0.5% q/q Dec’16

1.5% y/y Dec’16

Interest Rates:

1.50% Cash Rate

Mar’17

The Consumer Price Index (CPI) has ticked up in the last quarter to a yearly 
high but has now been below the lower end of the RBA’s inflation target 
band of between 2.0% and 3.0% since September 2014. 

The RBA decided to hold the official cash rate steady at 1.50% at its April 
meeting.

12 month outlook Global inflationary pressures have begun to rise on the back of higher 
energy and commodity prices, and the strengthening of the global 
economy. However, in Australia spare capacity in the labour market has 
led to subdued wage growth outcomes and for this reason domestic 
inflation is likely to remain contained. As a result, interest rates are likely 
to remain broadly stable over the coming twelve months.

Australian Dollar AU$1 = US$0.76 The AUD has risen over the quarter from $0.72 to $0.76, reflecting higher 
commodity prices and a resultant increase in the terms of trade.

12 month outlook We continue to believe that the AUD may fall slightly over the coming 
twelve months due to the probability that; (i) US interest rates are likely to 
rise over 2017 and (ii) the recent strength in commodity prices may begin 
to ease as China pares back stimulus measures.

6



Australian equities

Overview
The S&P/ASX 200 Accumulation Index returned 10.2% over the six months and 
20.5% over the twelve months to 31 March 2017.

Outlook
Our outlook for some of the major sectors of the S&P/ASX 200 is as follows: 
Banks 
Recommendation: Maintain underweight

Banking stocks have rallied strongly since the election of 
Donald Trump and now trade around their yearly highs. 

Historically low levels of interest rates have enticed 
individuals and businesses to borrow. The solid dividend 
yield appears sustainable as the sector is still likely to 
generate profit growth, albeit at a more muted level than 
in the past. Balance sheets have been stabilised as a result 
of significant capital raisings and the banks, in general, 
continue to maintain comfortable buffers against specific 
Basel III capital ratios, reducing the probability of further 
dilutive capital raisings. However, to preserve such buffers, 
lower payout ratios can be expected in the future. 

The Australian Prudential Regulation Authority (APRA) and 
the RBA continue to voice concern about the elevated risks 
in residential property and are believed to be considering 
further tightening macro-prudential controls, with the 
former stating they are willing to act pre-emptively in 
enforcing more stringent capital rules for domestic banks. 
Furthermore, the International Monetary Fund (IMF) has 
published a report stating that Australian lenders should 
build larger capital buffers to absorb losses in the event of a 
significant housing market correction. The banks continue 
to raise capital in response to the ever-changing regulatory 
landscape. Notwithstanding the fact that many banks 
have boosted their capital adequacy ratios, there is still the 
ongoing risk that more stringent capital requirements will 
be enforced, lowering returns on equity (RoE).

Source: S&P

S&P ASX200 Accumulation Index
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Since property prices have risen considerably in the past 
few years and non-performing loans have been lower than 
expected, assisted by accommodative interest rate settings, 
banks have written back provisions for bad debts, boosting 
their profits. However, with the property market showing 
signs of a slowdown, bad debts now appear to have 
bottomed as the Australian credit cycle has shown signs of 
normalising and impairments are likely to increase towards 
long term trend levels. Therefore, banks are less able to 
write back provisions and, as a result, boost their profits. 
At this stage, we do not expect any sharp increase in bad 
debts from housing loan defaults unless interest rates and 
unemployment levels rise sharply. These risks appear low in 
the short term. 

Net Interest Margins (NIM’s) are likely to continue to be 
negatively impacted by higher funding costs and increased 
competition from the non-majors in the lending and 
deposit markets, though this will be mitigated by the 
constant active repricing of mortgages.

Banks continue to actively manage expenses, thus 
improving cost-to-income ratios and supporting earnings. 
However, certain costs are increasing, such as wholesale 
funding, technology and compliance expenses. Any likely 
improvement in cost-to-income ratios going forward are 
likely to be marginal.

Resources
Recommendation: Retain neutral

Despite a strengthening global economy, we expect the 
recent rally in commodity prices to fade as China pares 
back on the stimulus measures enacted in 2016. However, 
due to the recent retracement in share prices, valuations 
now appear reasonable. 

The larger, more-diversified miners in the resources 
sector have benefitted from the sale of lower quality, 
non-core assets as well as cost-cutting and productivity 
improvements in 2016, delivering simplified portfolios. 
As a result, many resource companies now possess strong 
balance sheets. Furthermore, dividends have generally 
been pared back in efforts to preserve credit ratings. The 
health of companies within this sector is no longer as 
precarious as it was a mere eighteen months ago. Indeed, 
the strong flows generated over the past year and going 
forward are likely to be used both in further paying down 
debt and returning any excess cash to shareholders. 

Retail
Recommendation: Maintain neutral

Accommodative interest rate settings, stable levels of 
unemployment and the low oil price continue to support 
the retail sector via an increase in disposable incomes. This 
has been aided by buoyant house prices in the Sydney and 
Melbourne markets over the past few years, which have 
improved household wealth and increased the propensity 
for consumers to spend. Robust dwelling investment has 
also increased demand for household consumer goods. 

The retail sector continues to benefit from the spending 
habits of the strong numbers of overseas arrivals, 
especially from Asia, with international passenger 
numbers showing double digit year-on-year gains. 
Although we expect ongoing retail strength in the 

near term, we remain wary of the risks associated with 
heightened global uncertainty, the high level of household 
debt, the overheated housing market and a likely 
moderation in dwelling investment in 2018.

Australian Real Estate Investment Trusts 
(AREITs)
Recommendation: Retain underweight

The AREIT sector has performed strongly up until mid-
2016, benefitting from the accommodative interest rate 
environment as investors were enticed by the attractive 
income yields in the sector. However, for the past eight 
months many stocks within this sector have suffered a 
correction, which is attributable to the sustained recovery 
in bond yields. As a result of this correction, the average 
stock price premium to Net Tangible Assets (NTA) has 
reduced from around 40% as at the end of July 2016 to 
around 20% as at the end of February 2017. 

Gearing across the sector is around 30%, well down from 
levels seen prior to the GFC. However, it must be noted 
that the moderate gearing levels of AREITs is due, in large 
part, to the upward revaluations of property prices. In 
addition, valuations of commercial property prices remain 
expensive on a through-the-cycle basis and have been 
supported by strong offshore demand and the artificially 
low interest rate environment, which could both reverse 
over the medium term, posing a downside risk to property 
values and hence valuations of companies within the 
sector. This is especially true for AREITs exposed to 
residential developments.

Nevertheless, the sector does continue to display positive 
characteristics. Occupancy levels remain high and AREITs 
provide investors with reliable cashflows, even as the 
attractiveness of the yields relative to alternative assets 
wanes. 

Conclusion
Recommendation: Neutral

The outlook for Australian equities remains broadly 
positive. Global growth is improving and domestic interest 
rates are likely to remain low, which should support 
earnings. Domestic valuations are generally reasonable. 
However, it is prudent to temper expectations because 
geopolitical risks remain elevated and US equity valuations 
remain stretched and therefore more vulnerable to a 
correction, which would inevitably lead to weakness on 
global markets.
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International equities

Overview
The MSCI World Index (ex-Australia, in local currencies) returned 9.5% over the 
six months and 14.8% over the twelve months to 31 March 2017. In USD terms 
the MSCI World Index (ex-Australia) returned 7.4% over the six months and 
12.4% over the twelve months to 31 March 2017.

Outlook
With global economic conditions improving, the outlook for corporate profits remains broadly positive. Market sentiment 
has not been deterred by the early stages of interest rate normalisation as this effectively provides confirmation by 
policymakers that growth is strengthening. However, the recent rally on global markets implies that investors as a 
collective have already begun to factor in higher profits in their forecasts. As an example, consensus earnings growth 
forecasts for the S&P500 for 2017 and 2018 are in the order of 10% and 12% respectively. Valuations on numerous global 
markets are now stretched. One such measure that highlights the current level of exuberance is the Shiller PE ratio 
(which calculates the price of the US market as a multiple of the average inflation adjusted earnings over the previous 10 
years), which is currently at 29 times earnings, almost double the long term average and higher than prior to the GFC.

Conclusion
Recommendation: Maintain underweight

Low, and in some cases negative, interest rates have provided tremendous support to global sharemarkets in the last five 
years. With such support likely to recede as rates start to normalise, the risk of a correction will increase unless earnings 
can meet the lofty expectations currently factored into share prices.

Source: MSCI

MSCI World ex-Australia (Local Currency)
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Abbreviations 
used in this 
report

m/m month on month (e.g. Feb’15 v Jan’15)

q/q quarter on quarter (e.g. Dec’15 qtr v Sept’15 qtr)

y/y year on year

pcp prior corresponding period (e.g. 0.4% pcp 
Feb’15 means a gain of 0.4% in Feb’15 v Feb’14) 

PMI Purchasing Managers Index (unless 
otherwise stated)

P/E Price to Earnings ratio 

GDP Gross Domestic Product (proxy for economic 
growth)

Interpretative 
 

Manufacturing 
PMI

In Australia this survey is done by 
the Australian Industry Group and 
is known as the Performance of 
Manufacturing Index. A reading 
above 50 means that manufacturing 
output is improving, a reading below 
50 means that it is contracting. PMI 
index data obtained relies on survey 
participants and so its reliability as a 
leading indicator is only modest.

By Dr. Riccardo Biondini and Martin Fowler
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