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Welcome to the latest edition of our quarterly look at Australian and global economic and market

developments. In this issue we review some of the key issues which impacted markets in 2017.
Despite a high level of uncertainty, the past year was a positive one for financial markets, although
there are a number of risks to market returns in the short term. We also review the performance of the
Australian stock market over the previous quarter.

EXECUTIVE SUMMARY
Despite significant uncertainty, 2017 was
a good year for investors, with the local
stock market appreciating by 8.97% for
the calendar year.
Concerns over issues such as Donald
Trump and elections in Europe failed to
materialise, although we believe that
significant risks remain in place.
An extended period of central bank
liquidity has led to general asset price
over-valuation and we are concerned over
the short to medium term outlook.
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LOOKING BACK,
LOOKING AHEAD

The start of a new year is always an

appropriate point at which to reflect on
events over the past year and to consider
what the year ahead might bring. We begin
with a discussion of the major issues of 2017
and how these impacted investment markets
over the course of the year, and conclude with
a discussion of our outlook for the year ahead.

If 2017 could be summed up in one sentence, it might read as: ‘not as bad as it could have been’. Twelve
months ago, there was a lengthy list of issues which had the potential to negatively impact financial markets.
While these were all real issues with serious ramifications, as it transpired our worst fears were largely
unrealised and financial markets recorded a year of strong growth.

President Trump
Our central concern at the start of 2017 centred on the election of Donald Trump as President of the United
States. We were concerned over the financial implications of a Trump presidency for a number of reasons,
which included his isolationist, anti-trade and anti-globalisation policy views, in addition to the general lack of
stability and heightened sense of uncertainty. From a policy perspective, Trump achieved only one major goal,
being his tax reform policy, although that was indeed a very significant achievement. Tax reform is a difficult
task in any country (one only needs to ask former Australian Treasurer Ken Henry of his views on the difficulty
of enacting serious tax reform), so Trump should be commended on delivering on at least one of his campaign
promises. It is worth noting however, that Trump’s tax policy arguably favours the wealthy and big business
over the lower and middle class, the very same people who elected Trump as president in November 2016.
That said, Trump’s tax reform package will have major implications for all economies, including Australia’s.
The most important aspect of the tax reform package is that it is highly stimulatory, at a time when the US
economy is already growing at a rapid rate. Depending on who’s doing the counting, the tax bill will add
between US$500 billion and US$1 trillion to the US budget deficit over the next 10 years. In effect the tax
reforms will act as an immediate sugar hit to the US economy, accelerating economic growth, increasing
company profits and growing worker’s wages. Republicans, who in the past have threatened to default on the
United States’ debts, rather than let the deficit get any worse, have abandoned debt reduction as a central
policy tenant, now believing that faster economic growth will offset any damage done to the federal deficit (the
so called Reaganonomics theory, named after former President Ronald Reagan).
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Reaganomics was of course partly based on the Laffer Curve, which seeks to explain the relationship between
tax rates and government revenue. Laffer’s theory was that at certain tax levels, a cut in taxes could actually
lead to an increase in government tax revenue, as the increased economic activity more than offset the loss
of tax revenue. This is the crux of Trump’s tax plan. The main problem, is that Laffer believed that once taxes
were lowered beyond a certain point, the increased level of economic activity could not offset the fall in tax
revenue, meaning the government’s financial position would deteriorate and the budget would fall into deficit.
While there is a view that Reagan’s tax cuts did work, US financial conditions today are very different from
those in the early 1980’s however, and it remains to be seen whether Trump’s cuts will have the same impact
as Reagan’s.

The Laffer Curve
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A more cynical view might be that Trump sees a booming economy as his best chance of re-election in 2020,
so adding further fuel to the economy can only enhance his prospects at the polls. The problem with this approach is that the current US economic expansion is already the third-longest in history. By early 2019, just as
the US election starts to get underway, assuming the US economy is still growing strongly, it will record the
longest sustained economic expansion in history. If the economy reaches this landmark it will be of enormous
benefit to Trump’s re-election chances; however, it is well known that the longer bubbles and booms are left to
run, the greater the eventual correction.
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European improvement
At the start of 2017, there were also serious concerns over the potential for significant destabilisation in Europe,
where elections were due to be held in both France and Germany. Fortunately, voters in both countries largely
resisted the impulse to vote for populist candidates, with wins for Macron and Merkel in France and Germany
respectively. That said, Angela Merkel is yet to form a governing coalition government and the country may yet
be forced back to the polls. Overall however, the risks associated with Europe have decreased over the past
12 months, notwithstanding the continued financial pressures on countries such as Greece, Spain and Italy.
A short way from the European mainland, the UK continues to deal with the fallout from ‘Brexit’. The political
situation in the UK remains volatile although the global impact is limited. Certainly the impact on Australian
companies and investors as a result of ‘Brexit’ is also of little concern, with our economy now far more reliant
on China, as opposed to Great Britain.

China – hanging in there
While events in the United States and Europe might get the lion’s share of newspaper headlines, of more
importance to Australia is the continued growth and stability of the Chinese economy. It is a well-known fact
that China is now Australia’s number one trading partner, as illustrated in the chart below.
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Although the mining boom has ended in Australia, that represented only the investment and development
phase of the boom. While commodity prices are generally lower now, than during the boom, commodity export
volumes are higher than ever. It is this increase in export volumes which is driving mining company profits and
providing an uplift to the Federal government’s tax take. The Australian government’s financial position is thus
heavily dependent on continued political and economic stability in China. Fortunately, the past year was a
period of relative calm, which saw Chinese President Xi Jinping consolidate his hold over the Chinese
government and advance his One Belt and One Road initiative (essentially a China-centric trading network).
However, we still have concerns over the level of debt which has accumulated within China in recent years.
China being China, accurate figures are not readily available, however the Bank for International Settlements
(BIS) estimates that China’s debt to GDP ratio (the level of outstanding debt as compared to the size of the
economy) is now around 255%, as compared to 180% in 2011, and forecast to reach 300% by 2022. While the
nominal debt level is not overly high, it is the rapid increase in the debt which is of concern. The International
Monetary Fund has advised China to “…prioritise financial stability over development goals…”, which is code
for stop spending money (financed by debt) to keep the economy going and focus on getting the debt under
control. China’s debt problem remains a concern, however it is most likely more a medium-term concern, as
opposed to an immediate threat.
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LOOKING AHEAD
TO 2018
We are acutely aware of the dangers and follies in
forecasting and grand pronouncements, however
the start of a new year is an appropriate time to
consider potential outcomes for the year ahead.
In terms of the Australian economy, in our Summer
2017 newsletter, exactly one year ago, we
wrote “Policy inertia and political uncertainty is
weighing against any meaningful reform of the
economy however, and we see no immediate
catalyst for a return to economic growth rates
closer to those experienced a decade ago.”

Unfortunately, this comment proved to be prescient and we believe it remains as pertinent today as it was then.
The Australian economy is very much still in ‘muddle through’ mode, with positive but low levels of economic
growth and only a marginal improvement in employment figures. We do not expect this to change during 2018,
which also leads us to believe that the Reserve Bank of Australia (RBA) will be reluctant to increase interest
rates during 2018. Self-funded retirees should unfortunately be prepared for an extension of the current period
of low interest rates, where reasonable income earning investments are hard to find and increased risks must
be embraced for only marginal increases in returns.
Of great concern is the state of global asset markets, where we believe that past loose monetary and fiscal
policies have coupled with investor optimism in pushing asset prices beyond reasonable levels. It’s not hard to
associate the current enthusiasm for assets as diverse as Bitcoin, Amazon, junk bonds, emerging market credit
and even shares and bonds, with typical late-cycle froth and over-enthusiasm. The major risk to the current
party in risk assets stems from the prospect of higher global interest rates, with the US Fed at the forefront
of this policy shift. The world has become used to a steady supply of cheap credit, fuelling price increases in
nearly every asset class, and the next twelve months may be the first time that we see what happens to the
party when the punch bowl gets taken away.
Major central banks face a significant challenge as they attempt to unwind their balance sheets, which were
used to provide the liquidity needed to offset the economic contraction as a result of the global financial crisis.
The use of a central bank’s balance sheet in this manner is largely experimental and there is no firm consensus
on the impact on financial conditions once the great unwinding gets underway (in essence the banks will move
to sell off their extensive bonds and debt holdings, an action which should be expected to push interest rates
higher). As shown in the following chart, there is around US$14 trillion sitting on the balance sheets of the 5
major central banks.
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In our view, the current environment is one in which risks must be carefully considered and held to acceptable
levels. There is little doubt that there will be a significant market correction at some point in the future – the
problem, as always, is the ‘when’. While 2018 may not be the year in which the asset bubbles are popped,
every year brings us closer to that occasion when it finally does occur. In the words of one US fund manager,
when the band’s playing you’ve got little choice but to get up and dance, only make sure you’re dancing close
to the exit.

THE STOCK MARKET OCTOBER TO DECEMBER 2017
We now take a brief look at the performance of the stock market over the past quarter.
The following chart shows the change in the benchmark ASX All Ordinaries Index, which recorded a healthy
gain of 6.86% over the three-month period.
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ASX All Ords – October to December 2017

For the 2017 calendar year, the total market gain was 8.97%, with most of this growth occurring in the most
recent quarter. Despite the concerns over geo-political issues (such as the potential for conflict in the Korean
peninsula), this was a very pleasing result for the local stock market. Unfortunately, the local market lagged
key overseas markets, the most likely reason being the continued lacklustre economic growth in Australia. The
Australian stock market also lacks exposure to many of the key themes which have driven the share prices of
companies such as Facebook, Netflix and Amazon.
As of writing the stock market is at a 10-year high, although the key indexes have yet to reach the levels
set immediately prior to the global financial crisis. That said, the strong growth in the previous quarter has
unfortunately resulted in valuations approaching levels at which attractive investment opportunities are harder
to find. At this stage in the market cycle we believe a prudent approach to asset selection is still warranted.

RECOGNITION FOR RAY
To conclude this newsletter, we would like to acknowledge the tremendous recognition afforded to Ray by
Australia’s leading financial planning magazine, Professional Planner. Ray was chosen by Professional Planner
as one of only ten ‘pioneers’ of the financial planning industry, and was the feature cover story of the November 2017 edition of the magazine. The article highlighted the significant impact that Ray had on the financial
planning industry during his involvement with the Financial Planning Association (FPA) of Australia, culminating
in his election as Chairman of the FPA board in 2000, along with his term as the first non-American Chairman
of the International Certified Financial Planners Council in 2003.
The work done by Ray (and others) in driving the industry toward a greater level of professionalism, is evident
today in the changes sweeping the industry; many of which Ray pushed during his time at the top of the profession.
If you wish to read the article, it can be found online at:

https://www.professionalplanner.com.au/magazine/2017/11/16/pioneers-of-financial-planning-ray-griffin-59889/
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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 (annual)

1.8% (Sep)

+0.1%

Australian unemployment rate

5.4% (Nov)

-0.1%

RBA Cash rate

1.50%

-

ASX 200 Index

6,167

+446 points

Australian $ vs. US $

$0.7800

-0.39c

Australian $ vs. UK £

$0.5797

-0.48c

Australian $ vs. Euro €

$0.6530

-1.28c

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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