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Despite some encouraging corporate earnings results and reasonably positive
economic data in the US, a volatile October sparked global slowdown fears. Thi
was led by disappointing European data, falling oil prices, contirgeogolitical
risks, the imminent end to US quantitative easing (QE), and the prospect of an

I nternati onal

currency

war resul tini

increase its monetary base and directly influence asset market prices.

AUSTRALIA

The Reserve Bank of Australia (RBA) left official interest rates
unchanged. With growth continuing at a moderate pace and
current inflationary trends consistent with this policy stance, the
RBA is likely to maintain steady monetary policy for some time.
However, a significant deterioration in the global economic
outlook may change this outlook.

us

With signs that the US recovery is on a stronger economic
growth trajectory, the US Federal Reserve (Fed) decided to end
its asset purchasing program, surprising market participants
somewhat by the clear change in its assessment of the US
labour market. Investors now anfticipate the Fed funds rate will
be raised earlier than previously expected.

Japan

The Bank of Japan (BOJ) unexpectedly announced
unprecedented levels of QE expansion, including increasing its
monetary base by around an additional ¥20 ftrillion, outpacing
that of the US. Markets also reacted to asset allocation shifts by
the BOJ’s public pension fund and via its balance sheet. This,
the most closely divided vote in the bank’s history, comes as
confidence in the government plummets to its lowest level in
almost two years.
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EUROZONE

Continued disappointment in the Eurozone’s economic
frajectory was heightened by data out of Germany indicating a
real possibility of the country going into a technical recession.
The long-awaited European Central Bank (ECB) ‘stress test’
results were better than expected and provided some cautious
optimism that banks may restore lending that is crucial fo
generating stronger economic activity.

UK

The UK has been the star amongst major developed economies
with persistently strong economic growth, job creation and
declining inflation pressure. However, with growth now showing
signs of slowing, it is increasingly likely that the Bank of
England (BOE) may keep UK inferest rates at record lows until
late 2015 or even longer.
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CHINA

The possibility of a hard landing in China gained more credence
with growth slowing to its slowest pace since the GFC and with
inflation down to a five-year low. This environment continues to
be a policy challenge for authorities that remain wary of the
unintended consequences that may result from large stimulatory
measures.

Key points

> While inflation is a key focus for Australia’s policy
makers, it is stronger consumer spending that will
stimulate a more solid recovery in non-mining
business investment. Although consumers remain
cautious, there are signs of gradually increasing
consumer confidence.

> While the inflation outlook is integral to interest
rates, the strengthening US dollar is likely to keep
imported inflation at bay. However, there is a
strong likelihood the Fed funds rate could be raised
in the first half of 2015, if labour market conditions
continue to strengthen.

> The BOJ announced an unprecedented expansion
of its QE program, a likely response to the slow
bounce back following April’s tax hike and a
weakening economy.

> Most central banks have been tolerant of the BOJ's
efforts to devalue the currency, particularly given
that the Fed’s QE program was much bigger.

> Rising expectations of very weak or negative
growth in the Eurozone was led by sharp weakness
in German industrial production and trade, which
triggered a sharp sell-off in equity markets.

> Growth in the UK slowed with inflation more
subdued than anticipated —inflation slumped tfo its
lowest rate in five years - a continuing decline over
the past three months suggests disinflationary
forces are gathering momentum.

> Q3 growth in China is at its slowest since March
2009, largely attributed to property sector
weakness. It has given rise to expectations that the
government will miss its official annual growth
target for the first time in 15 years.
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What is the biggest risk facing Australia’s economy
and what needs to happen?

Given prevailing global disinflationary pressures, inflation will be
a key focus for Australia’s policy makers along with the transition
from mining to non-mining sectors of the economy. For this
reason, the RBA is likely fo maintain current policy for some fime.
Whilst the likely path for interest rates will eventually be higher,
the outlook is prone to downside risks, the most prominent being
a deterioration in the global economy, which would bring a cut in
interest rates back to the forefront. Stronger consumer spending
will stimulate a more solid recovery in non-mining business
investment. Although consumers remain cautious, there are
tentative signs they are increasing spending, and are more
positive about family finances, job security and employment
prospects.

Why is the link between the labour market and
inflation critical to the US funds rate?

A more sustainable labour market recovery, coupled with wage
growth is likely to mitigate any tfransmission of increasing global
disinflation to the US economy. Should labour market conditions
continue to improve, there is an increasing probability that the
Fed funds rate could be raised in the first half of 2015, sooner
than anticipated by the markets. Prevailing low inflation may
largely be due to subdued wages and lower oil prices. However, if
recent leading economic indicator trends continue to deteriorate,
and lower expectations become entrenched, this could derail
future economic recovery as businesses cut costs to help sustain
profits and consumers put off discretionary spending. A vicious
cycle of less spending and less investing would result in further
downward price pressures, forcing the Fed to retain the funds
rate at present levels. This risk cannot be dismissed given
inflation continues to fall short of targets in Europe, China, Japan,
the UK, and many emerging markets. The strengthening US dollar
is also keeping a lid on inflation by making exports less
competitive and imports cheaper. The Fed would be highly
conscious and sensitive to currency franslation impacts on
headline inflation, which bears the brunt of lower oil prices and
the stronger US dollar, as well as core inflation that’s influenced
by wages growth.



What does the BOJ’s unexpected policy easing entail
and what are the implications?

The BOJ announced an unprecedented expansion of its QE
program to further ease policy by increasing the annual monetary
base, purchasing government bonds to increase the amount
outstanding, and tripling its purchases of exchange fraded funds
and real estate investment trusts. This was largely premeditated
to prop up Japan’s weakening economy and support the next
stage of the planned consumption tax hike. This sudden policy
shift was obviously made in response to the slow bounce back
following April's tax hike, soft inflation due o declining oil prices,
a stalling economy, and fading impact of a weak yen. With no
likely near term improvement and a real prospect of less than 1%
core inflation, the BOJ pre-empted the risk of remaining
downward price pressures, gaining maximum impact by not
forewarning markets. The sharemarket jumped to its highest level
since late 2007 whilst the yen dropped to its weakest since
September 2007, raising the cost of imported goods leading to
higher inflation, and lifting exports in a potential catalyst for a
global currency war.

Moving into 2015, how will a global currency war
impact global economic stability?

Since mid-2012, the Yen has fallen 40% against the US dollar and
euro, and 50% against the yuan. Most central banks have been
tolerant of the BOJ's efforts to devalue the currency, particularly
given that the Fed’s QE program was drawing fo a close. But as
the weaker yen drives down the price of Japanese goods in order
to be more competitive, goods from other countries become less
so as their currencies appreciate. This puts pressure on those
producers to cut costs, placing their economies and jobs aft risk.
For those central banks facing this prospect, the pressure to
implement counteractive measures may become too big to ignore,
especially with the BOJ doubling its QE program to three times
that of the US Fed. The ECB and the People’s Bank of China
(PBOQ), and cenftral banks in export dependant emerging
economies, will likely be forced to introduce counter measures as
their economies become vulnerable o competitive currency
manipulations.

What is headlining German weakness and what does
it mean for the Eurozone?

Rising expectations of very weak or negative growth in the
Eurozone was led by a sharp weakness in Germany, the region’s
largest economy. Germany’s two biggest data shocks were
industrial production and trade, which triggered a sharp sell-off in
equity markets. Some evidence that it was accentuated by later
than usual summer holidays affecting factory closures may cause
some bounce back in September data, but with business
sentiment dropping to ifs sixth consecutive monthly decline,
current levels are consistent with Germany falling back into
recession. In August, German exports also saw their biggest
monthly decline since January 2010 following a record high jump
in July, suggesting exports were growing at a reasonably healthy
pace. However, concerns are prevalent given exports account for
over one third of German GDP and are threatened by Russian
sanctions, tensions in the Middle East, and weakness in China.
The weak data suggests Germany, and possibly the Eurozone as
a whole, faces another quarter of extremely subdued growth.
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What is threatening the UK’s status as one of the
best performing global economies?

Growth in the UK slowed with inflation more subdued than
anficipated. In fact, inflation, as measured by the CPI, slumped to
its lowest rate in five years reflecting post-holiday reductions in
airfares, lower priced electronics, and cheaper food and fuel. A
confinuing decline over the past three months suggests
disinflationary forces are gathering momentum. Retail price
inflation, which includes housing costs, slipped tfo its lowest since
late-2009, whilst producer price inflation is also weak. After the
previous quarter’s solid pace, September GDP revealed an
expected ease given slower Eurozone growth and volatile
financial markets. Whether growth will slow much further
depends on the Eurozone as the UK’s major export market.
October manufacturing results suggest subdued demand from
abroad and the continuing strength in the British pound will
compound weakness in export demand and production.
Domestically, demand should continue at reasonable levels unless
a significant event causes confidence to plummet, whilst earlier
positive impulse from strong employment will wane with wages
advancing only moderately, still trailing inflation. Although
housing has eased in line with the BOE’s intenfions, inferest rates
are likely to remain on hold until well into 2015 or longer.

Are China’s new structural reforms making headways
towards sustainable growth?

China’s government is pushing ahead with structural reforms fo
re-balance the economy but Q3 growth was at its slowest since
March 2009. Largely attributed to property sector weakness, it
has given rise to expectations the government will miss its official
annual growth target for the first time in 15 years. This is not
necessarily a bad thing given recent high growth has proved
unsustainable with excess capacity and record high debt still
plaguing the economy. Manufacturing is still expanding albeit at a
slower pace and inflationary pressures have eased with the
annual rate slipping to a near five-year low in September. This
reflects falling prices for food, fuel and other commodities, and
general weakness in domestic demand. With inflation and GDP
well below official annual targets there is ample scope for further
targeted measures to help soften the impact, but calls for cuts to
official interest rates are rejected by the PBOC.
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Financial market risks

>

The continued decline in aggregate global price inflation
(disinflation or outright deflation) and the sharp rise in
financial asset market prices (inflation) pose a significant
risk to financial asset markets. While it is obvious that the
rise in financial asset market prices has been due to
investors chasing after higher yielding/higher returning
assets in a low return environment, it is also true that
unconventional central bank policies are largely responsible
for aggravating this phenomenon. Central banks have
created significant shortages in financial assets that are
regularly required by all types of investors, be they long-
term or medium term asset gatherers.

However, given that unconventional central bank polices
have failed to lift global growth back towards potential and
the risks going forward are slow growth and disinflation or
outright deflation in the global economy, high risk and
illiquid debt instruments pose the most significant risk to
financial markets and to monetary policy makers and
financial industry regulators alike.

Historically, deflating asset prices lead to recessions (maybe
even depressions) and debt defaults. This risk is
compounded when closely accompanied by disinflation or
deflation because borrowers find that the nominal value of
their borrowings have risen while debt servicing as a result
of a recession is impaired (due to falling revenue or
declining taxes) that eventually lead to debt defaults.

Opportunities in financial asset markets

>
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Risk averse investors should de-risk their investment
portfolios during periods of financial asset market strength.

Long-term investors should accumulate risky assets during
episodes of financial asset markets weakness but be
prepared to accept market-to-market losses in the short to
medium ferm.

Investors should be nimble whenever possible because
financial asset market volatility is here to stay.

Active risk management and sector diversification are
strategies that are highly sought after because financial
asset market volatility is likely to persist for longer than
anticipated.

Investors should seek expert advice on asset diversification
and currency overlay strategies, in particular when investing
in overseas assets.
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