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QUARTERLY
STRATEGIC OUTLOOK
EXECUTIVE SUMMARY
The second quarter was a period of continuing confidence in
investment markets. In recent years we have started the year
optimistic on the prospects for modestly higher growth in the year
ahead only to revise down our forecasts as that optimism was
dashed for one reason or another. But not so this year. Economic
activity is continuing to track in line with our expectation of global
growth of around 3.5%. This will be the first meaningful cyclical
pick-up in growth since 2010 and the highest global growth rate
since 2011.
Most pleasing has been the stronger activity data out of both the
Eurozone and Japan – the two key developed economies that have
proven a drag on overall developed economy and global growth.
The cyclical upswing is most pronounced in Europe, and with
improving sentiment that upswing appears self-sustaining. Much
of that improvement relates to politics as fears of populist revolt
against the Euro project have failed to manifest.
The Chinese economy started the year strongly but slowed
somewhat due to a tightening in credit conditions. While the
overall rate of growth is likely to resume its gradual trend lower
in the period ahead, we are not anticipating a sharp slowdown.
The Brazilian economy posted positive growth in the first
quarter of 2017, the first increase in two years. However, while
we expect a return to modest growth this year, politics has the
potential to derail the nascent recovery. Meanwhile, in India the
economy has slowed over the past year as the demonetisation
shock has impacted. As in Brazil, inflation in India has also slowed
significantly recently, and the inflation environment seems likely to
remain relatively benign in the months ahead.
The UK economy has come through the immediate post Brexit
period better than expected. However, the Conservative Party’s
loss of their parliamentary majority means the Brexit process
has become a whole lot more complex and uncertain. Political
and heightened Brexit uncertainty will likely put a dampener on
business sentiment over the second half of the year, and impact
business investment and economic activity more generally.

The US Federal Reserve is well along the path to monetary policy
normalisation. More recently other central banks have come closer
to the view that their economies are sufficiently recovered from
the crises of the last decade to weather the gradual winding down
of money printing (Europe) and the raising of interest rates from
very low levels (UK and Canada). Markets will have to get used to
the fact that the era of relying on central banks underpinning asset
prices is over.
US strength set the tone for equity markets across the world to
post gains for the second quarter. Emerging markets took the
lead, as global trade policy concerns abated somewhat and
the Chinese economy managed to accelerate to a 6.9% growth
rate. New Zealand equities were fully on board for the rally, but
Australian shares failed to keep pace as a range of concerns
surrounding the banking sector and still fairly soft mining and
retail activity cast a pall. The outlook for Australia is moderate
growth over the next one to two years, low inflation and an ‘on
hold’ central bank, with the risks to growth still to the downside.
The New Zealand economy has come through a relatively subdued
six months. A series of one-off negatives impacting late 2016/early
2017 conspired to deliver below trend growth over the six months
to March, but we assume a modest rebound over the next
few months.
Growth is going through a compositional change. Capacity
constraints in both the tourism and construction sectors will limit
the ability of both of these sectors to deliver higher growth, while
growth in consumer activity is expected to be solid as population
growth remains strong and as labour income continues to rise. We
are also seeing the early signs of an uptick in business investment,
fiscal policy is about to turn modestly stimulatory and there have
been solid gains in the terms of trade over the last two quarters.
Headline inflation spiked higher to 2.2% in March, though gave
some of those gains back in the year to June. Higher inflation
is good news for the RBNZ, dispelling worries that low inflation
would become entrenched via its impact on inflation expectations.
With headline inflation now higher, inflation expectations have
also turned back up but conditions are not yet in place for the RBNZ
to be concerned about a sustained rise in core inflation.
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Asset outlook and positions
ASSET CLASS

NEAR TERM VIEW

MEDIUM TERM VIEW

Global equities

Expect markets to be higher on a 12 month horizon
on still-accommodative monetary policy, possible
fiscal easing and US economic optimism lifting
corporate earnings. However, no strong immediate
catalysts for further gains from record index levels.

Valuations are still positive for this asset class
relative to bonds and cash but US is extended
compared to historical fair value.

NEUTRAL

Emerging market
equities

EM countries with external funding needs remain
vulnerable on debt levels. If US trade policy becomes
discriminatory as well, there would be grounds to
move defensively on this volatile asset class.

Medium-term fundamentals remain attractive on an
absolute and relative basis. Short-term country and
currency risks do not yet justify active EM positions.

NEUTRAL

Australasian
equities

New Zealand should underperform global shares as
global sentiment improves. New Zealand cycle may
be affected by election cycle. Australian shares offer
better value but require more certainty on China ,
banks, and domestic corporate earnings news., so
are lagging New Zealand.

Australasian shares are reasonably priced given
current financial and economic conditions. However,
regulatory and debt-quality issues affect the banks.

NEUTRAL

Listed property

Should track global equities in the near term with
risk of underperformance if longer-term US interest
rates continue to rise and the yield curve to steepen.

These sectors look fair value following recent
performance. From an absolute return perspective,
the low real yield environment should provide
support over the medium term.

NEUTRAL

Alternative growth

Infrastructure better placed due to US policy agenda
boosting stimulatory projects. Commodity prices are
in a period of consolidation. Global supply remains
ample for metals and energy commodities.

Cyclical price lows and improving demand are
positive factors but the energy oversupply issue is
expected to weigh on prices for some time.

OVERWEIGHT

Global bonds

Yields have moved lower over Q2. Continuing
softness expected, but a gradual process as core
inflation pressures remain contained around the
world. The Fed has recently sounded more hawkish.

Global bonds are still poor value, with yields
remaining artificially supressed by central bank
activity. US Fedhas signalled it will begin normalizing
its balance sheet by 2018.

UNDERWEIGHT

New Zealand bonds

Expect long-end and returns to take lead from US
but relatively robust fiscal outlook could maintain
moderate demand for NZ bonds.

As with global bonds, pressure on yields foreshadows
low returns over the medium term.

UNDERWEIGHT

Cash

The Official Cash Rate is 1.75%. We believe this is the
low for this cycle. Interest rates now likely on hold
until 2018.

We forecast similar returns from cash and bonds
over the medium term but cash has lower risk of
capital loss than bonds.

OVERWEIGHT

Foreign currency

USD out of favour but diverging monetary policy
between the US Fed and RBNZ suggests NZD risks
are skewed to the downside on a 12 month horizon.
Political uncertainty could rise with elections.

The NZD is a little overvalued on a MSCI weighted
basis. Domestic growth lacks catalysts beyond
migration at present

OVERWEIGHT
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BIAS

ECONOMIC OUTLOOK
Growth looking solid … and
self-sustaining
Over the last three or four years we have started the year optimistic
on the prospects for modestly higher growth in the year ahead
than the one before. The recent pattern of events has by mid-year
had us revising down our forecasts as that optimism was dashed
for one reason or another.
Not so this year (well, at least not yet). Economic activity is
continuing to track in line with our expectation of global growth
of around 3.5%. This will be the first meaningful cyclical pick-up in
growth since 2010 and the highest global growth rate since 2011.
That said, we believe 3.5% will be about as good as it gets. We
are not anticipating a return to the super- charged growth rates
prevailing before the Global Financial Crisis (GFC). Next year’s
modest tick higher in growth to 3.7% is largely driven by some
degree of US fiscal stimulus which we now expect in late 2018.

Global GDP Growth
Annual Average % Change
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We have seen the recent weak growth performance in Europe
as a mix of both cyclical and structural factors. While the cyclical
part is now improving, structural impediments will act as a
constraint on growth. We therefore question the extent to
which the economy can push on from here, and caution against
assuming the strong upward trend in sentiment will be matched
by actual activity.
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Most pleasing recently has been the stronger activity data out of
both the Eurozone and Japan – the two key developed economies
that have proven a drag on overall developed economy and global
growth since the Great Recession.
The cyclical upswing is most pronounced in Europe, and with
improving sentiment that upswing appears self-sustaining.
Eurozone business confidence is now at its highest level since the
GFC with the German Ifo business climate index at its highest level
since reunification.

Of course, much of the improved sentiment across Europe relates
to politics as fears of populist revolt against the Euro project have
failed to manifest. The most critical of those elections was in
France where the reformist and pro-Europe Emmanuel Macron
won sweeping victories in the Presidential and parliamentary
elections. Italian elections next year pose the next major political
risk event in Europe.
US data continues to demonstrate the usual beginning-of-theyear residual seasonality. First quarter GDP was weak as has
become the usual pattern, rising an annualised 1.4%. Partial data
for the second quarter thus far appears consistent with an annualised growth rate of around 2.5-3.0%. That would give growth
of an annualised 2.0% for the first six months of the year, around
the recent trend rate and slightly ahead of potential. Fiscal stimulus drives the expected pickup in GDP growth to 2.5% in 2018.
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Brexit just got more complicated
The most definitive conclusion that can be drawn from
Conservative Party’s loss of their parliamentary majority in the June
election is that what was already a complex and uncertain Brexit
process has just become a whole lot more complex and uncertain.
‘Hard’ Brexit has always seemed to us to be more likely than a
‘soft’ Brexit given UK lines-in-the-sand, especially wanting an end
to the free movement of European Union (EU) labour in the UK.
So long as those bottom lines remain, and let’s remember strong
anti-immigrant labour sentiment was what led to Brexit in the first
place, hard Brexit remains the only outcome.
Also, there are two parties to the negotiations – the UK and the
EU. Given Article 50 has been triggered, there’s no going back,
and with a hard deadline it’s the EU that is in the strongest
negotiating position.
The clock is ticking and the UK position seems more muddled
than ever. This process was always going to take longer than two
years. The important issue right now seems to be for the respective
parties to agree what the end point is, and then to agree what the
transitional period between March 2019 and the desired end-point
looks like.
The Chinese economy started the year strongly. Into the second
quarter data slowed somewhat but has stabilised more recently.
The slowdown is mostly related to the recent tightening in credit
conditions. So while the overall rate of growth is likely to resume its
gradual trend lower in the period ahead, we are not anticipating a
sharp slowdown.
One of the best signals of the broad-based cyclical upturn in
growth is trade volumes where there is now the beginnings of a
trend improvement. This highlights, yet again, the importance of
open trade in generating sustained improvements in global growth.

World Trade Volumes
Annual % Change

The UK economy has come through the immediate post Brexit
period better than expected, though demonstrated the expected
weakness in consumer spending over the March quarter. Higher
inflation put a dent in real wages which had a negative impact
on the volume of retail sales. March quarter GDP came in at 0.3%
quarter-on-quarter, sharply lower than the 0.7% recorded in the
December 2016 quarter.

UK GDP & Retail Sales Growth
Inflation Adjusted, Annual Percent Change
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The political and heightened Brexit uncertainty will likely put a
dampener on business sentiment over the second half of the year.
That seems likely to impact business investment and economic
activity more generally.
We see the move higher in inflation as being temporary and the
new political and economic uncertainty likely to keep the Bank of
England on hold for longer than their recent hawkish commentary
would suggest.
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Is reflation under threat?
We have been careful in our interpretation of the reflation
sentiment that emerged in late 2016. Depending on where you
look, headline inflation is either stabilising or coming off its highs.
Headline inflation spent a lengthy period below core inflation
during the period of commodity price weakness. As those weak CPI
results fell out of the annual calculation (base effects), and were
replaced by higher numbers capturing the recovery in commodity
prices, headline inflation has moved above core inflation. Looking
ahead, if we assume some degree of commodity price stability,
we would expect some convergence between headline and core
inflation outcomes.

US Unit Labour Costs and Inflation

Headline inflation
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Sure there are reasons to believe the relationship between low
unemployment and inflation may have weakened or indeed
broken down all together. Workers have lost bargaining power as
unionisation has diminished and technological change has led to
job losses. But on the other hand, low productivity suggests that
even low wage increases can be inflationary. We still hold out hope
of a cyclical rebound in productivity, but that is yet to be seen.
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The conditions for genuine reflation, of the sort that central banks
will choose to act on, are only met when core inflation is judged to
be not only moving higher but moving higher on a sustained basis.
A recent burst of central bank hawkishness over the latter part of
June suggests many central banks, including the European Central
Bank, the Bank of England and Bank of Canada, are getting closer to
the beginnings of monetary policy normalisation.
Right now central banks are buoyed by the recent recovery in
headline inflation that has had a beneficial impact on inflation
expectations, further progress in reducing unemployment rates
and a generally widespread improvement in cyclical demand. Even
if it doesn’t lead to immediate core inflation pressures, it will assist
in a more rapid closure of output gaps. In Europe the risk of political
disruption is also diminished.
Interestingly, this is occurring at a time when there is new
uncertainty in the sustainability of core inflationary pressures in
the United States. Core inflation measures are currently heading
lower, leading to the suggestion the US Federal Reserve (the
Fed) is making a mistake by pushing on with rate hikes and the
normalisation process. We don’t believe they are. That’s because
the labour market is tight and is more than likely to lead to
sufficient wage pressure (more precisely unit labour costs) to
underpin core inflationary pressures.

There is also the risk to financial stability of a prolonged period
of ultra-stimulatory monetary conditions. Most developed world
central banks have voiced concerns at various stages about the
risks to credit expansion and asset prices of a prolonged period of
ultra-low interest rates. Indeed, after voting narrowly not to raise
interest rates at its June meeting, the Bank of England followed up
with fresh macro-prudential measures.

The conditions for genuine
reflation, of the sort that
central banks will choose to
act on, are only met when
core inflation is judged to
be not only moving higher
but moving higher on a
sustained basis.
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Monetary policy outlook
Different countries will exit at different times depending on a range
of factors, including GDP growth relative to potential, the pace
with which large output gaps would close, the related issue of how
quickly NAIRU (Non-Accelerating Inflation Rate of Unemployment)
would be achieved, the resultant trend in wage inflation and the
combined impact of wage increases and productivity on unit labour
costs that would explain much of the outlook for core inflation.

Core Inflation
Annual % Change
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4

We haven’t changed our view on the European Central Bank (ECB).
They have already taken one step towards tapering their asset
purchase programme and we expect another announcement in
September to be effective from the start of 2018. The Bank of
Canada has just raised interest rates for the first time this cycle,
while the Bank of Japan remains the exception, seemingly stuck in
perpetual qualitative and quantitative easing.
The Bank of England (BoE) appears most at risk of a mistake. The
heightened Brexit uncertainty is likely to a drag on growth and we
think the recent increase in core inflation in the UK has had more to
do with exchange rate weakness rather than any sign of persistent
core inflationary pressures.

3
2
1
0
-1
-2
2010

We think the Fed will continue to box on with normalisation. At
this point we expect an announcement with respect to balance
sheet normalisation in September, followed by another interest
rate increase in December.

2011

2012
US

2013

2014

Eurozone

2015

2016

Japan

Source: BLS, Eurostat, MIAC

Central banks will remain cautious and the road to the
unwinding of the extraordinary levels of stimulus will be a
long one. The Fed is the furthest through the normalisation
process. Indeed, the Fed is about to embark on the third phase
of normalisation. Phase one was ending quantitative easing, the
second was raising interest rates and now they are about to start
on balance sheet normalisation.

The key take-outs of more hawkish central banks for us is that
markets have to get used to the fact that the era of relying on the
ever present “do whatever it takes” central banks underpinning
asset prices is over.
And of course the transition from a long period of dovish rhetoric
will require some finesse in messaging that most central banks
have not had to concern themselves with for a number of years.
The path to US normalisation has not always been a smooth
process as the ‘taper tantrum’ of 2013 will attest. In fact, some of
the recent communications from both the ECB and the BoE have
led to some confusion and the need for clarification.

Central banks will remain cautious
and the road to the unwinding of the
extraordinary levels of stimulus will be a
long one. The Fed is the furthest through
the normalisation process.
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China stability
The annual rate of Chinese GDP growth has been on a gradual
upward trajectory over the past year, rising 6.7%, 6.8%, 6.9%
and 6.9% in the four quarters to June 2017. This supports our
contention over the last few years of extreme China angst that the
authorities have the will and the means to support the economy
when required.
It remains the case, however, that the near-term stability has
been bought at the expense of long-term sustainability. But the
authorities are aware of those risks too and have been gradually
tightening credit conditions. It’s largely for that reason we have
seen some renewed weakness in some areas of the economy. While
trade data is on an improving trajectory, retail sales and industrial
production were stable in May, while fixed asset investment was
weaker than expected.

China Imports and Exports
Annual % Change
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While growth will likely slow into the third quarter and beyond, we
don’t anticipate a sharp slowdown. The leadership will be wanting
to go into the 19th Communist Party Congress later this year
with stability in the economy and financial markets. But once the
Communist Party Congress is out of the way, we expect a stepping
up of the structural reform agenda and heightened market focus
on policy implementation.
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That’s not to say the reform process has stalled completely.
The Government is preparing for a new wave of mega-mergers
between the large unwieldy state-owned enterprises. While
progress remains slow on efforts to boost productivity in these
inefficient industrial enterprises, conglomeration at least lays the
foundations for a more orderly winding back of excess capacity.

Source: NBS

Producer price inflation is moderating fast as the impact of higher
commodity prices in the annual rate of change moderates and
CPI inflation remains subdued. Lower inflation means higher real
interest rates which are impacting investment decisions.
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Political tensions in Brazil (again)
and India slows

Moderate growth for Australia

The Brazilian economy posted positive growth in the first quarter
of 2017, the first increase in two years. A note of caution though
in that much of the improvement was due to a record soybean
harvest impacting agricultural production rather than factors that
may prove more self-sustaining. Indeed, household spending was
mildly negative over the quarter reflecting still high unemployment
and tepid wage growth. However, we believe the economy will be
able to post modest positive growth in the 2017 calendar year.
CPI inflation at 3.0% is at a 10-year low and below the central
bank’s 4.5% target. The downward trajectory in inflation has
allowed the bank to cut the benchmark Selic rate from a high of
14.25% in late 2016 to 10.25% currently, including 100 basis points
of cuts in June alone.
Less than a year after the impeachment of former President
Rousseff, the future of her successor Michel Temer looks far from
certain. He has also become embroiled in a corruption scandal
and public discontent is high as he attempts to implement (much
needed) labour market and retirement policy reforms. So while
we expect a return to modest growth this year, politics has the
potential to derail the nascent recovery. To further confuse matters,
Rousseff’s predecessor as President, Lala da Silva, was also found
guilty of corruption charges in mid July.

The outlook for Australia is moderate growth over the next one to
two years, low inflation and an ‘on hold’ central bank, with the risks
to growth still to the downside.
The Australian economy managed to steer away from a negative
GDP print in the March quarter, despite earlier fears, thanks to a
modest rise in consumer spending, higher business investment and
a bounce back in inventories. Activity data in the second quarter
has improved with a bounce back in retail sales spending, an
improvement in exports, strong business conditions and a healthy
labour market, but growth in 2017 is still likely to be low overall
(at 2.0%) which is well below Australia’s potential or trend growth
of 2.75%.

Australia GDP growth
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There are still numerous headwinds that the Australian economy
will need to face over the near-term. The outlook for consumers
is murky, with low consumer sentiment, slowing dwelling price
growth and record low wages growth supressing spending growth.
Housing construction is declining following the boom over the past
two years at the same time as business mining capital expenditure
is still falling and non-mining business investment growth is low.
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Meanwhile, in India the economy has slowed over the past year
as the demonetisation shock has impacted. Growth slowed to
6.1% in the year to March 2017 from 7.9% in March 2016. While the
economy is no longer running at the break-neck speed prior
to monetisation, neither is it coming off the rails completely.
Indeed, more recent signs have been positive as currency in
circulation has rebounded and a number of the monthly partial
activity indicators have recovered. We expect growth of around
7.0-7.5% in calendar 2017.
As in Brazil, inflation in India has also slowed significantly recently,
mostly due to lower food prices. The Reserve Bank of India has also
cut interest rates with the repo rate currently at 6.25%, its lowest
level since 2011. Absent a significant pick-up in growth in the
months ahead, the inflation environment seems likely to remain
relatively benign.
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It’s encouraging to see that government infrastructure spending
looks set to lift over the next two years, given the commitments to
infrastructure projects in state and federal budgets. Export volumes
are expected to make solid contributions to growth over the next
two years, from iron ore and liquefied natural gas exports but the
export phase of the commodities cycle is not very labour intensive.
As well, commodity prices have been under pressure lately which is
a constraint to the income generated from export growth.
Income growth has improved in Australia over the past year as
the terms-of-trade have risen and profit growth has returned to
stronger levels, but higher and more broad-based income growth is
required for underlying inflation to lift back into the Reserve Bank
of Australia’s (RBA’s) 2-3% target band. Lifting inflation from current
levels will be difficult because GDP growth is stuck below capacity
and there is also spare capacity in the labour market.

While employment growth is solid, there is a high level of
underemployment in Australia. These are those employees that
would like to work more hours. As a result, wages growth remains
stuck at a record low and real wages growth is going backwards.
Business surveys indicate that there are unlikely to be any upside
wage pressures in the near-term. Stronger GDP growth is required
to work through the spare capacity in the economy, so AMP Capital
expects underlying inflation will remain at the bottom end of the
RBA’s 2-3% target band for the majority of 2018.

Australia inflation
% Change
6

The New Zealand economy has come through a relatively subdued
six months. A series of one-off negatives impacting the final
quarter of 2016 (dairy production) and the first quarter of 2017
(transport and construction) conspired to deliver below trend
growth of 0.9% over the six months to March.
Two consecutive quarters of low growth begs the question of
where to from here? We’re inclined to accept the series of oneoffs at face value and assume a modest rebound over the next
few months to around the 0.7% per quarter we think underlying
growth is running at. Note this delivers lower growth than both the
Reserve Bank of New Zealand (RBNZ) and Treasury are forecasting.
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Slow growth, low inflation and an elevated Australian dollar will
keep the RBA on hold for the near term. Our view remains that the
RBA will be on hold for the next year at least, with risks around
the consumer and a housing slowdown preventing hikes, but a
fading in the drag from the mining investment slump and solid
employment growth heading off cuts. Around our base case, for
the next year we still see more risk of a cut than a hike but by late
2018 and 2019 the risks are likely to swing towards a hike.
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Furthermore, growth is going through somewhat of a
compositional change. There are known capacity constraints in
both the tourism and construction sectors that will limit the ability
of both of these sectors to deliver contributions towards ever
higher growth. At the same time, however, we expect growth in
consumer activity to remain solid as population growth remains
strong and as labour income continues to rise.
We are also seeing the early signs of a much needed uptick in
business investment and fiscal policy is about to turn modestly
stimulatory over the period ahead. Finally, we have seen solid gains
in the terms of trade over the last two quarters.

While employment growth is
solid, there is a high level of
underemployment in
Australia. These are those
employees that would like to
work more hours.

We now see annual average GDP growth of 2.6% this year, rising
to 3.0% in 2018 on the back of return to trend plus a bit of fiscal
stimulus, before moving lower again to 2.5% in 2019.
Headline inflation moved sharply higher in the six months to
March 2017, rising to 2.2%. That was primarily courtesy of a
larger-than-expected 1.0% increase in the three-months to March,
the result of a number of one-off factors including the impact of
poor weather on fresh produce prices. That was followed up more
recently with a lower-than-expected June quarter increase that
took the annual rate back down to 1.7%.
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CPI with forecasts
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Higher headline inflation is good news for the RBNZ as one of the
chief worries for them in recent times has been that low inflation
would become entrenched via its impact on inflation expectations.
But with headline inflation now higher, inflation expectations have
also turned back up quite nicely. One risk diminished.
That said, we expect headline inflation to continue to nudge
lower again over the next few quarters, especially when the
outsized March quarter result drops out of the annual calculation.
Indeed our forecast headline CPI increase for the year to March
2018 is 1.4%.
But monetary policy is all about the trend in underlying or ‘core’
inflation. There are a large number of measures of core inflation.
The two that matter most are the CPI-excluding food and energy
and the output of the Bank’s own sectoral factor model. The
sectoral factor model has shown core inflation broadly stable at
around 1.5% recently, though it dipped lower to 1.4% in June, still
well short of the mid-point of the target band and heading in the
wrong direction.
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2015
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The upshot is conditions are not yet in place for the RBNZ to be
concerned about a sustained rise in core inflation. Indeed, wage
inflation remains subdued with the Labour Cost Index, if anything,
trending down recently. For that reason we had no problem with
the RBNZ’s May Monetary Policy Statement. Many interpreted it as
erroneously dovish. We took a more pragmatic attitude in that the
message was right for the time.
That said, there is, at least in our view, an internal inconsistency in
the RBNZ’s projections. It seems to us that if the RBNZ is going to
be right on its bullish growth forecasts, it would not be able to wait
until 2019 before tightening. Similarly, if the Bank is right and ends
up not tightening until 2019, it will be because it got the growth
outlook wrong.
So where does that leave the monetary policy outlook? Well the
easy bit is that interest rates are at the lows for the cycle, but
for how long remains highly uncertain. We still have May 2018
pencilled in for a first hike, but the recent weakness in growth has
us thinking it is more likely to be later than earlier.
For more detailed commentary on the New Zealand economy,
including the outlook for the New Zealand domestic asset classes,
click here for the June edition of New Zealand Insights.
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ASSET STRATEGY
The second quarter was a period of continuing confidence in
investment markets, following the old investment adage that at
times “markets can climb a wall of worry”. Investors took a lengthy
list of such worries in their stride, including Brexit and Trump
developments, a fairly subdued growth patch in the US, and gently
mounting indications that major central banks are beginning to
contemplate removing some of the ‘extraordinary stimulus’ that
has supported assets over the last nine years.
After a small dip in early April, equity markets continued to trend
higher until the end of May. The market’s trajectory went sideways
in June, as investors responded to the less dovish tone from central
banks around the world. The US S&P 500 Index hit new record
highs and recorded its best first half performance since 2013,
gaining 9.3% in the opening six months of 2017. The technologyfocused NASDAQ Index was even stronger, completing the first half
year with a 14% gain.
US strength set the tone for equity markets across the world to
post gains for the second quarter. Emerging markets took the lead,
as global trade policy concerns abated somewhat and the Chinese
economy managed to accelerate to a 6.9% growth rate. New
Zealand equities were fully on board for the rally, returning 5.8%
for the three months to June, on the heels of a 4.6% March quarter
gain. Australian shares, however, failed to keep pace, slipping
-1.6% over the second quarter in Australian dollar (AUD) terms as
a range of concerns surrounding the banking sector and still fairly
soft mining and retail activity cast a pall over investments in the
“lucky country”. Returns to New Zealand investors in the Australian
market were also suppressed by the simultaneous sharp drop in
the Australian dollar (AUD) against its New Zealand counterpart.

The quarterly softness in Australia was all the more striking in the
context of other global markets’ broad optimism. It has clearly
has been influenced by political factors such as the Australian
government’s new bank levy (which could lower bank profits by
2-3%) set against perceptions that it is not particularly united,
nor overflowing with ideas for economic reform beyond what is
necessary to retain Australia’s AAA credit rating. A -2.8% decline in
global commodities prices during the period also exerted a shadow
over the market across the Tasman.
Our Australian Chief Economist expects that “in Australia, growth
is unlikely to be fantastic as housing slows and the consumer is
constrained, but it should still be okay as the big drag from falling
mining investment is abating and the contribution to growth from
trade is set to remain solid as resources projects complete”. The
Australian market nevertheless managed to return 14.1% (in AUD
terms) over the full year to June, ahead of New Zealand’s 10.4%
annual gain.

New Zealand equities were
fully on board for the rally,
returning 5.8% for the three
months to June Australian
shares, however, failed to keep
pace.
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Figure 1: Actual and forecast returns for cash rates and bond yields
ASSET CLASS

30 JUNE 2017

QUARTER

YEAR

NZ cash

1.99%

0.5%

2.2%

NZ bonds

2.98%

1.4%

0.2%

Global treasuries

3161

1.0%

-0.7%

Global aggregate

380

1.2%

0.9%

NZ shares (NZX 50)

7611

5.8%

10.4%

Australian shares (AUD)

55759

-1.6%

14.1%

Global shares (local)

4084

2.7%

18.8%

Emerging markets (local)

518

6.6%

21.8%

NZX listed property

1177

4.1%

0.6%

Global property

1860

1.8%

0.7%

Global infrastructure

217

3.5%

11.5%

Commodities

64

-2.8%

-5.2%

NZD / USD

0.732

4.7%

2.8%

NZD / GBP

0.564

0.8%

6.3%

NZD / AUD

0.954

4.2%

-0.2%

CASH AND FIXED INTEREST

DOMESTIC AND GLOBAL SHARES

REAL ASSETS

CURRENCY

Source: AMP Capital
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Second half of this year unlikely
to mirror the first

Moving down to neutral on
global equities

For the remainder of 2017 we are not anticipating significant
further upside in either Australasian or global share markets.
Investors are aware of high valuations and may well move to
protect the capital gains in their portfolios, rather than take on
additional risk. The alternative scenario – market ‘euphoria’ in
which investors simply become too complacent and push markets
up into a climax marked by narrowing leadership and mounting
volatility – remains a distinct risk, but it is still not our main case.

Global developed market equities have performed strongly yearto-date, with a 9.9% return (in US dollar terms) as at 14 July. This
exceeds our 7.8% annual return assumption for the asset class.
At the same time, the introduction of our new strategic asset
allocation on 1 April 2017 increased the neutral weighting to
global equities in the diversified funds. These funds have therefore
participated to a greater extent in the broad-based market gains
(5.2% for the global index) recorded since 1 April.

This assessment could change if monetary policy normalization
were to be interrupted and put on hold yet again, whether for
economic or geopolitical reasons. Given the clarity with which the
major central banks are now preparing markets ahead of policy
moves and the robustness of the global expansion, any significant
interruption seems unlikely.

US and UK indices extended their record highs, despite increasing
concerns surrounding political stability and the outlook for
economic policy in both countries. While the UK market then
dipped after the June election as the messy outcome brought home
the reality of political gambles, in general equities have been able
to continue their strong performance. This is thanks to a global
upswing in macroeconomic momentum flowing through to strong
earnings growth through the first quarter.

It is pleasing to report that the New Zealand equity market
continues to perform strongly. In the course of June it surpassed
its previous record high achieved in September 2016. While
the strength has been reasonably broad-based, there are now
pockets of the market which have advanced rapidly, influenced
by the resurgence in enthusiasm for technology stocks in the
US, but also by less outright nervousness on China-sensitive
exporting companies. A sense has prevailed that both domestic
and international interest rates remain pinned down, and that the
dividend yield advantage available from New Zealand stocks with
healthy earnings remains attractive.
Tourism, food products, health and retirement care, as well as
utilities, are sectors with good fundamental support factors. We
consider that the New Zealand market, which leans toward those
industries and companies with bond-like, fairly stable cash-flows,
has moderately better prospects than the Australian market, which
is exposed to potential disappointments from the financial sector
and deeper weakness in real estate. The RBA has a role to play here.

NZ equities revived in the June quarter versus
Australian shares

Second quarter corporate earnings growth is presently forecast to
be somewhat slower, in the vicinity of 7% year-on-year, in the US. A
marked divergence is developing between large US multinationals
with global operations and domestically-focused enterprises in
the S&P 500. The earnings growth rate for the S&P 500 for Q2
2017 is 6.8%. For companies that generate more than 50% of sales
inside the US, the earnings growth rate is 4.5%, while for American
companies with less than 50% of sales in their home market
expected Q2 annual earnings growth is 11.4%. This suggests a
currency benefit to earnings is currently impacting, and also that
globally-operating US large firms are benefiting from the upturn in
economic growth becoming more synchronized between regions.
At the sector level, the information technology and energy sectors
are the largest contributors to earnings and revenue growth for
companies with the majority of their sales beyond US borders.

Offshore earnings accounting for a large part of
US profit growth
14%

Source: Bloomberg, AMP Capital
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While global equity markets are not at extremes of valuation when
compared to global bonds, nevertheless they are fully-priced on a
prospective earnings basis (eg the MSCI World and the S&P 500
indices currently trade at price/earnings (P/E) ratios above 21x. The
US index is at a cyclically-adjusted (Shiller) P/E of 30x, compared to
a post-1970 average level of 20x). This high Shiller P/E is historically
associated with subsequent volatility in markets (sometimes, as in
1997-2001, on the bubble/bust pattern – though that is not our
immediate expectation).

Market volumes tend to be lower over the third quarter, amplifying
potential volatility from currently supressed levels. Finally, in terms
of the Trump agenda, business leaders surveyed by Accenture
identified the key policy reforms needed as follows: healthcare
reform, tax reform, trade reform, and anything linked to increasing
infrastructure investments. They also expressed the view that in all
crucial respects, none of these are yet enacted or properly detailed
as at the end of June, and so “are still in this zone where businesses
are still waiting”.

The US cyclical PE multiple is at a post-1997 high

Emerging markets equities have enjoyed a surprisingly strong year,
with a 22% gain in local currency terms since last July. These strong
returns have been logged despite less agreement on global trade
(eg the collapse of the Trans-Pacific Partnership (TPP), sanctions
on Russia and Qatar, and the beginning of the unpicking of the
European single market, which has close integrations with the
developing world).
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While we are not of the view that the eight-year equity bull market
is over, we believe that near-term risks to continued strength
have risen. The Fed has indicated that it will continue gradually
removing monetary accommodation, both via incremental interest
rate increases and the initiation of balance sheet reductions. At
this level of valuation, the US equity market is susceptible to the
likelihood that the Fed will raise the policy interest rate at least
once more this year and three times in the course of 2018.
Additionally, political risk has been an increasing feature of the
investment landscape in the last 12 months. Recently, events such
as the election-weakened UK government facing imminent and
difficult Brexit negotiations, US President Trump coming under
sustained investigative pressure from Congressional committees,
and deterioration in relations with nuclear renegade states such
as North Korea and Iran, create an environment in which markets
could prove more vulnerable to negative news shocks.

Brazil and Venezuela have been showcases of instability, with
popular unrest and political crisis. China, on the other hand, has
been more stable on the whole. This helped Morgan Stanley
Capital’s decision in June to include 222 Mainland China–listed
companies in the MSCI Emerging Markets Index, which in turn
fostered a sense that Chinese capital markets are improving.
However, there have also been government moves to intervene
in global acquisitions underway by large Chinese companies, as
a demonstration that capital exiting China is still not fully free to
go. We expect the attempt to restrain asset bubbles and forestall
further bad debt issues in China could play a disruptive role either
later this year or in early 2018.
Having navigated a two-year period when market risks emanating
from China were being over-stated, we think that the current
market degree of complacency is also over-done. A China-centric
credit shock could provide a wild card event to test the global
equity rally, and ultimately result in a more attractive entry point
for upgrading our exposure to Australasian equities from their
current neutral portfolio positioning.

Emerging markets equities
have enjoyed a surprisingly
strong year, with a 22% gain
in local currency terms since
last July
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Interest rates around the world edging modestly higher, but with
frequent interruptions
Positive economic news in Europe and the US, alongside the
improved corporate earnings outlook, are permitting investors
to hold on to the ‘growth reflation with low inflation’ scenario,
and to seek out assets that provide the highest exposure to the
strengthening world economy. Recent inflation data in both key
northern hemisphere economic superpowers (EU, USA) have
remained mild, with beneficial effects coming through from both a
recent cause (petroleum price softness) and the general benefits of
technological advances which improve businesses’ economies
of scale.

bonds (in preference to cash) at moments of market fear and
flight-to-safety. In recent years, they have been repeatedly rewarded
for doing so because longer bond yields have shifted downwards
at moments of uncertainty. Once confidence is restored, the
lower yield levels have been ‘sticky’, and it has frequently needed
many months of reassuring economic data to restore any upward
tendency in rates. Thus, while most observers agree that bonds are
expensive around the world and that long-dated yields should be
somewhat higher, we remain in a tug-of-war rather than a trending
situation for the present.

What has changed is that central banks have recently shifted their
tone to suggest that both the US and, to a lesser extent, continental
European economies are sufficiently recovered from the crises
of the last decade to weather the gradual winding down of
artificially-low long-term interest rates. In practice, this means a
still-tentative retreat from quantitative easing (QE) as fixed income
securities purchased in enormous volumes by central banks in order
to ‘repress’ bond interest rates are allowed to mature, without
being replaced.

As we hold a defensive, underweighted portfolio positioning on
both global and New Zealand bonds, we are prepared to wait to see
how the US Fed’s balance sheet roll-off announcement (expected
around September) is received by the markets. Nevertheless, a nearterm period of major or concentrated weakness in bond markets is
not a high-conviction view, and so we would likely use meaningfully
higher sovereign yields to trim our underweights.

Logically, lower re-investment in these securities should imply
a path to higher yields over time. That ‘normalization’ path
could potentially play out in a non-disruptive fashion, with welltelegraphed notification to markets from banks (beginning with
the Fed) and progressing to the ECB, and ultimately to the Bank of
Japan at some point in the future. So, we retain the bias against
global sovereign bonds as it is apparent that there will be no more
‘buyer of last resort’ behavior from the monetary authorities.

One event that needs to be navigated first, however, is the US
Congressional debt ceiling renegotiation, and we are alert to
potential disruption given the febrile political climate in America,
even within the Republican branches of Government. The failure
of the Administration to secure a Congressional majority to
‘repeal and replace’ Obamacare is a symptom of positioning by
politicians who are already looking ahead to the November 2018
mid-term elections.

Set against this, is the clear pattern for investors to buy sovereign

Lowering the Fed’s bond and securities holdings need not be dramatic
Value in USD trillions
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Meanwhile, corporate bonds are still trading at record-low yield
levels, implying a cloudless outlook, even as the credit cycle
matures and heavy re-financing needs in 2018 come closer. This
looks excessively optimistic. The US automobile loans sector,
for example, is beginning to see rising default rates and friction
between auto firms and loan syndicators, which may be indicative
of late-cycle easy credit issues possibly beginning to sour.
Barring a major shock to global confidence, it is difficult to see a
resumption of a bull market in global sovereign bonds, or in credit
generally. Five factors we have outlined arguing against a ‘return of
the bond bull market’ scenario are:
>> Globally, inflation is on a slow rise. While this is extremely
gradual in many markets due to the fact that they are operating
below full capacity levels, the disinflation dynamics of the past
decade are now wholly absent. Political populism (or policy
compromises to ward it off) add to future inflation pressures.
Higher minimum wages or ‘special upward adjustments’
in remuneration are becoming more commonplace. Fiscal
initiatives (for example, new infrastructure contracts) are also
likely to engender a greater sense that businesses have more
pricing power.
>> Central banks and politicians are skeptical about the
effectiveness of QE and negative interest rate policies (NIRPs).
Such policies have served their purpose in terms of stabilisation,
but arguably at the price of producing asset bubbles, hurting
bank profitability, intensifying wealth inequalities and
misdirecting capital away from productive investment.
>> Inflation expectations are too low. If, as a rough guide, 60%
of US inflation is a product of labour market dynamics and
30% the result of commodity price shifts, then the balance of
risks is now clearly to higher future inflation risk. In more
trade-dependent economies like New Zealand and Australia,
not to mention China, weakening currencies add some further
upside pressure.
>> The Fed is increasingly uncomfortable with carrying current
levels of Government and Government Agency debt on its
balance sheet. Signaling that maturing bonds owned by the
Fed will not be replaced, possibly from as soon as September,
removes a ‘guaranteed buyer’ from the bond market and allows
fewer distortions in the pricing of credit and inflation risk. That
puts upward pressure on yields.
>> There is evidence that after almost a decade of market risk
aversion and deflation concern, with an associated hunger for
yield, an imbalance has developed in global portfolios toward
fixed interest assets. As investors gradually re-position towards
hedging inflation (rather than deflation) risk, it is likely that
longer-term allocations to bonds will be progressively trimmed.
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Strategy positioning update
The main material change during the quarter was lowering the
global developed market equity weighting to neutral, to line up
with our Australasian and emerging market equity positioning.
We also hold a more neutral outlook for property (both global and
domestic). Our higher cash weightings have been retained, as have
our underweight allocations in both domestic and international
fixed interest. Retaining a decent cash allocation provides flexibility
to lift our holdings of other assets once greater value emerges.
Important to note that our cash stockpile is funded by low bond
holdings, and thus does not restrict our participation in the
continuing equity market rally.
We are nevertheless not adding risk to diversified portfolios, and
prefer to position for moderately lower returns in the second
half of 2017, rather than running the risk of incurring steeper
downside in the event of a shock to markets of one kind or another.
Portfolio positioning is thus now slightly more defensive, due to the
reduction in global equities following on from earlier reductions
to allocations to property and commodities allocations, which we
consider the most vulnerable asset classes at present.
Our most recent change has been lowering the weighting accorded
to Australian equities and lifting that of New Zealand shares within
Kiwisaver diversified funds. New Zealand now appears more likely
to retain the gains achieved in the first half, although it should be
noted that there is very little value (on conventional measures)
left in either of the markets of our home region. In addition, the
longstanding yield advantage on the New Zealand equity market
has diminished on a trailing basis during the last year. A mildly
contracting yield advantage is offset at present by a more robust
economy and earnings outlook in the key sectors which dominate
the New Zealand market.

The main material change
during the quarter was
lowering the global developed
market equity weighting to
neutral, to line up with our
Australasian and emerging
market equity positioning

New Zealand equities’ realised dividend yield has moved down on strong demand

Source: S&P Dow Jones Indices as at June 30, 2017

Still on the steps of the
reflation staircase
We anticipate the expectation of rising US government bond
rates to continue slowly lifting other countries’ long-term yields.
However, as outlined from the beginning of the year, these market
moves will resemble a ‘staircase’ rather than a ‘ski-lift’. In other
words, it will proceed in steps, with quite extended periods of
sideways markets punctuating bouts of upward repricing. At times,
there will be phases of concern which will temporarily interrupt the
broader trends. However, we are convinced that reflation is
well underway.

AMP Capital believes these main market trends will continue
because they reflect a shift in the global allocation of capital,
and a sunnier macroeconomic period ahead, accompanied by a
greater appreciation of monetary policy normalization timeframes.
We therefore resist chasing sentiment-driven shifts over short
timeframes, because these remain influenced by political fear-andrelief cycles which are only likely to intensify in the election-heavy
year ahead.

For reasons of economic synchronization, political expedience and
monetary normalization, the associated asset classes (equities
and listed infrastructure) will continue to outperform, albeit more
modestly as they have already enjoyed well-above normal returns
this year. We expect higher bond market volatility, firm (but
not sharply higher) oil prices, and potentially, some fragility in
the exchange rates of the world’s more indebted commodityproducing economies.
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Implications for investors
As we expect re-assertion of the dominant market trends we
identified at the beginning of this year, the implications for
investors remain largely unchanged:
>> Improving economic growth around the world will generally
support equities and challenge bonds, because this growth is
more ‘traditional’ in nature – arising from better employment
and demand and thus allowing prices and potentially, profits to
rise. An additional traditional growth source – capital spending
and business investment – should also kick in over the next
two years. Growth opportunities are now a key focus for our
investment selection.
>> However, the diminishing ‘artificial’ component of growth – the
part generated in recent years by extreme monetary stimulus,
both via interest rates and QE – means that global interest rates
need to rise. Central banks are less willing to buy up additional
large tracts of the bond market to keep credit ultra-cheap. Yield
enhancement is still a valid approach, but becoming more
selective about avoiding undue credit risk is vital.
>> The path to higher rates has begun in the US, and eventually
(over the next 18 months), Australasia and the UK will follow
suit. This path can be interrupted from time to time by market
shocks, but a jagged upward course for yields is now the most
likely trend. Caution is therefore warranted in investments that
rely on low interest rates, particularly property but also debtfunded corporate mergers.
>> New Zealand investors should embrace more international
currency exposure, and we are actively seeking foreign
exchange diversification.
>> New Zealand and Australian assets and industries that have
benefited from Chinese capital outflows and ‘offshoring’ of
wealth will need to adapt to a higher degree of regulatory
restriction and scrutiny.

>> Growth-oriented shares that earn profits from consumer
demand and demographic, technology or medical trends
(ageing, migration, IT security, Internet retail, healthcare
reform) can perform better than defensive shares with high
dividend yields. Those ‘bond proxy’ shares will become less
attractive as the yields on government bonds progressively
increase. Governments adopting substantial fiscal stimulus
at a time of high existing sovereign debt will add to the
upward pressure on interest rates and reinforce this trend.
>> The global oversupply of commodities will only slowly
diminish, so expect raw materials prices to move in a band
rather than to rally strongly. Sentiment on China is currently
resilient but any trade friction or sharp move in CNY/USD
would undermine recent gains in industrial metals. Credit
restrictions could trigger asset weakness.
>> There is still too much debt in the world, contributing
to sluggishness. Governments, especially those with
unorthodox leaders or facing new situations like the US and
UK, may be tempted to deploy inflation-boosting policies
as a means of lowering the future debt-servicing burden.
We could be in store for a challenge to the set of assets that
are conventionally viewed as risk-free (developed country
government bonds).
>> Finally, it is prudent not to chase well-developed market
rallies, even when immediate risks are not apparent.
Holding an uncommitted cash buffer is of considerable
value because of the scope it allows for re-entering markets
at those inevitable, if not imminent, moments of distress.
While cash yields remain low, the yield premia available
for taking on bond duration risk is barely adequate, and
the income benefit available from hedging international
portfolio returns back to NZD while still positive, is
shrinking. We would contemplate lowering our cash
allocation in the event of compelling value emerging, but
not simply in order to take on more investment risk in the
hope of squeezing minor additional returns from the stillexpensive global debt markets.
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