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The global economic upturn has ridden out geo-political shocks in the UK and US. The latest business surveys show very positive
sentiment across the big advanced economies, recent data on global industrial output and trade shows the upturn continuing Charts of the month P
through the early months of 2017 and fear of global deflation has gone as modest price pressure returns.

So far, the advanced economy upturn has only had a modest impact on global growth. Emerging market economies are the
main drivers of global expansion and their growth has stagnated. Industry has shown the strongest cyclical recovery in the
advanced economies but it is less than a fifth of GDP with the much bigger service sector showing a less pronounced upturn.
Central banks appear more relaxed about the outlook with the period of maximum policy stimulus probably now behind us as
the US Fed focuses on gradually lifting interest rates and the others see little need to take any new measures to boost demand.
Politics still presents the main risk to our forecast acceleration in global growth from 2016’s 3% rate to around 3%:% by 2018 trends
with the focus shifting to the series of elections due in Western Europe through the next year, especially those in France and
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Italy where anti-Euro populist parties have been polling strongly. Advanced economies 6
We look at how China’s growth model has delivered high but very unequal income expansion with wealth and income
concentrated at the top and in certain regions. This is now changing with inequality coming off in recent years, faster growth in Emerging market 7
poorer regions and the top 10% share of income falling. A growing lack of social mobility is still a major problem. economies
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CHINA'S ECONOMIC MODEL STARTS TO DELIVER LESS UNEQUAL GROWTH

Chinese model delivers rapid, income growth, a growing middle class and, high inequality

CHINESE INEQUALITY STILL HIGH BUT SEEMS TO HAVE PEAKED

0Gini coefficient (higher number indicates greater income inequality)
.55

China (surveys) o
0.50 o O

0.45

China (NBS)
0.40

0.35
0.30

0.25
Germany

0.20
1970 1974 1978 1982 1986 1990 1994 1998 2002 2006 2010 2014

SHARE OF TOP INCOME GROUP TAPERS OFF IN CHINA
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CONTRAST CHINESE INCOME TAKEOFF WITH POOR OUTCOMES IN WEST

Real household incomes (index March 2002 gtr = 100, deflated by CPI)
120 350

Median household income Urban disposable income per capita
115 300
110 UK 250
China
105 200
France
100 150
95 100
us
90 50
Mar-02 Mar-06 Mar-10 Mar-14 Mar-03 Mar-07 Mar-11 Mar-15

CHINESE WEALTH CONCENTRATION RISES TO NEAR US LEVEL
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PATTERN OF REGIONAL GROWTH EASES DIFFERENCES BUT LOW SOCIAL MOBILITY
Lncomes Grow rapidly but increasingly difficult to change social rank
STILL ARE BIG REGIONAL DIFFERENCES IN AVERAGE INCOMES BUT FASTER GROWTH IN POORER AREAS W||. ERODE INEQUALITY
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FAST INCOME GROWTH BUT MOBILITY LOW — MANY STUCK AT THE BOTTOM  AND CHINESE INTER-GENERATIONAL MOBILITY LOW AND FALLING
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FINANCIAL AND COMMODITY MARKETS
Despite recent pause, markets have been, lifted by better global outlook

SHARES STABILISE AT HIGH LEVELS  RISE IN YIELDS PARTIALLY UNWOUND
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SOME UNWINDING OF TRUMP SUS GAIN
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COMMODITY PRICES TAKE A PAUSE

Commodity price indices (1 Jan 2014 = 100)
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The improved outlook for the global economy has been reflected in
increases in major equity markets, bond yields and commodity prices.
This is not withstanding a recent pause, in part due to renewed
uncertainty around the scale and timing of any US fiscal stimulus, and
the prospect for increased oil production.

Central banks in the big advanced economies have gone about as far as
they plan to in easing monetary policy. The Fed is already raising rates,
the Bank of England appears unlikely to further expand its announced
asset purchase program, the European Central Bank’s (ECB) monthly
asset buying will slow from €80 billion to €60 billion starting this month,
and the Bank of Japan is in wait and see mode.

Having basically achieved its unemployment goal, and closing in on its
inflation target, the Fed lifted its funds rate target range by 25 bps in its
last meeting and is flagging a further two rate rises this year as part of a
‘gradual’ monetary tightening. The Fed is starting to focus on how it will
start to unwind its large balance sheet — the result of QE asset purchases
— with most Fed members thinking this should process start later this
year. As a result, we think that the Fed will hike rates in June and
September, and start unwinding QE late in 2017.

The Bank of England looks to have reached its limits in cutting interest
rates and increasing its balance sheet. Inflation is set to outstrip the
Bank’s target rate due to the large fall in sterling, and while the Bank has
indicated it will be patient in bringing inflation back to target, it has also
said there is a limit to how long it can tolerate above target inflation.
Similarly in the Euro-zone, with the economy showing positive signs and
inflation well above last year’s levels, the focus is on when the ECB might
start increasing the official deposit rate — currently negative — and
announce further reductions in central bank asset buying.

The Bank of Japan (BoJ) is in no rush to make any changes to its very
loose monetary policy of negative short term rates, around zero 10-year
bonds and big asset buying. With core inflation measures having
softened over the last year, and risks seen to be skewed to the
downside, the BoJ appears comfortable with a widening
divergence between Japanese and US long-term rates.
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GLOBAL ECONOMIC TRENDS
Polizy stimulus paying off as qlobal economy reflates — output and, inflation up

VERY LOW INTEREST RATES
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MODEST REFLATION BEGAN IN 2016
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BUDGETS TURN EXPANSIONARY
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UPTURN CONTINUES INTO 2017

Industrial output & business activity (survey breakeven = 50)
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After a long flat period of sluggish growth, global growth began
accelerating toward the end of last year. After settling around 3%
yoy through the first three quarters of 2016, global growth picked
up to 3.2% yoy in December, mainly because of an upturn in big
advanced economies. The latter’s pace of growth lifted from 1%%
yoy in mid-2016 to 1%% yoy at the end of the year. Growth has not
picked up in the emerging market economies, staying just below
4%% yoy all through 2016, mainly because of the flat-lining of an
already solid pace of expansion in India and China.

Reflation in the big advanced economies goes beyond the
acceleration in output growth, with price pressures also lifting
modestly — from around 1% yoy through most of last year to 1%%
yoy in December. The pick-up in inflation in the big emerging
market economies has been more marked with output prices rising
by over 3%% yoy at the end of 2016, about double the pace at the
start of the year. Higher energy and raw material prices account for
much of this increase in price pressures.

The global upturn has continued into 2017 with the rate of
expansion in the volumes of both world trade and industrial output
ramping up through to January 2017 according to the CPB measure.
Our estimates of global industrial growth show it running at almost
3% yoy in the first two months of the year, more than double its
growth rate in mid-2016. Business survey results are available up to
March and they show the lift in activity through late 2016
continuing into this year.

This reflation in advanced economy growth and global inflation is
the payoff from years of policy aimed at stimulating just such an
upturn. Interest rates in the big advanced economies were held
down at historically low levels for years, fiscal policy has turned
from being a headwind to global growth to injecting demand in
2016 and credit is flowing more freely. The support from monetary
policy to demand growth across the big advanced economies
appears to have peaked but the stimulus of low interest rates
and central bank asset buying will be wound back very
gradually to avoid damaging the long awaited economic
upturn.
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ADVANCED ECONOMIES

A broad-based Uft in conditions

G/ GROWTH TRENDING HIGHER
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SOLID INDUSTRIAL GROWTH IN 2017
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ADVANCED ECONOMIES STRONGER

Advanced economy trade volumes & IP (Jan 2013 = 100)
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SERVICES SECTOR GROWING T0O
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Although the bulk of the increase in global output still comes from
the emerging economies, it is the big advanced economies that have
seen the clearest evidence of faster growth. Behind the usual
volatility in the profile of quarterly growth, the trend does seem to be
one of better GDP outcomes. Using 6 monthly output numbers gives
the clearest picture of the lift in the underlying pace of annualised
growth — from around 1% in late 2015 and early 2016 to over 2% by
the end of last year. We can expect the volatility to continue in the
quarterly GDP numbers, which are affected by special factors like the
weather or strikes and it is the underlying trend across a range of
data that should be the focus.

The trend in most of that data continued to be positive into early
2017. Quarterly industrial growth lifted from -0.2% last June to 0.4%
in September and 0.9% in December and it looks to have continued
around that pace in early 2017. The upturn in export volume growth
is even stronger — after falling by 0.1% last June, the quarterly growth
rate climbed to 0.6% in September and 1.5% in December and early
2017 looks to have done even better. This follows a long period of
weakness in world trade.

The monthly business surveys provide the most timely indicator of
the pulse of global economic activity and results from the first three
months of 2017 have been positive. Industrial growth has seen a
particularly marked lift, which is hardly surprising as it is usually very
cyclical and so should recover strongly in an upturn. The industrial
cycle also looks to be highly synchronised across the big advanced
economies, in some past business cycles different countries have seen
diverging output performance but this time there is strengthening in
all the big economies.

Services industries make up the bulk of output in all advanced
economies and they tend to be much less cyclical. Consequently, it is
only to be expected that the current upturn in service sector business
surveys looks less pronounced than for manufacturing. At the same
time, recent survey readings are higher than for
manufacturing, pointing to the former’s faster rate of growth.
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EMERGING MARKET ECONOMIES
GLUP qrowth flat-lines but there are positive signs in trade and industry

INDIA BETTER THAN EXPEGTED EHINESE GRUWTH MIX SHIFTING * Economic growth in the emerging markets stagnated through last

year, largely reflecting the absence of additional growth momentum

Indian monthly economic indicators (% yoy) Chinese monthly economic indicators (% yoy (3mma)) in the biggest economies. China is the biggest economy in the world,
25 . 100 35 o India ranks third, Russia sixth and Brazil eighth. Together they
utput volumes Foreign trade 30 Export deliveries Fixed asset account for almost half of total output in the emerging economies
20 80 investment and almost one third of the global economy.
Infrastructure 25
15 Exports 20 20 Industrial * The pace of Chinese growth stagnated around 6%% yoy throughout
10 o 1 output last year, Indian economic grovx{th faded from around 8%:% yoy at the
10 start gf 2016 to around 7% yoy in the December quarter, Brazil
. 2o N Retail trade experienced another year of recession while the Russian economy’s
5 i volumes two year recession was followed by a return to only modest growth
o o o )J in the December quarter. With little impetus to faster growth coming
from its biggest economies, it is hardly surprising that the pace of
5 output expansion in the group of emerging market economies failed
> Imports 20 to accelerate.
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GRUWTH BEGINNING Tﬂ PICK UP PﬂSlTlVE SlGNS |N KEY REG'[]NS been helping activity in some emerging market economies. The rate

of growth in both industrial output and export volumes in the

Emerging market exports and industrial output (% yoy) Industrial production and exports (% yoy (3mma)) emerging market economies picked up through late last year and the
25 Exports (3mmal 50 Emeraing Asia Latin America upturn has carried over into 2017. The arc of export-driven East Asian
2 20 ging economies stretching from South Korea to Singapore has seen a
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15 30 to the parallel improvement in world trade.
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e Higher global commodity prices have also boosted export revenues
5 10 and national income in the many big primary producing emerging
o o market economies. After falling heavily since 2011, US$ commodity
Industrial ) markets began to recover in 2016 and by March 2017 prices were up
- -10 Output 'n:L‘tStr1tal by around a third from early 2016 levels with non-fuel prices up by
Industrial output (3mma) Hpd almost 20%. Latin American export prices have since recovered some
10 20 of their earlier heavy losses, helping to stabilise incomes in Chile,
15 30 Brazil and Argentina. Big commodity producers in East Asia like
Malaysia and Indonesia are similarly exposed to the commodit
-20 -40 cycle and the upturn in world prices has helped to produce a
Mar-01 Mar-05 Mar-09 Mar-13 Jan-05 Jan-09 Jan-13 Jan-17 Sep-08 Sep-12 Sep-16
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GLOBAL FORECASTS AND POLICIES
Global reflation rides out anﬂowg geo-political risks
GRUWTH UPTURN SET T[] UUNTINUE The business surveys suggest that global reflation is set to continue. Our measure of forward-looking

sentiment in the business surveys of the big advanced economies is now at very high levels by historical
Business surveys (US, UK, Germany & France) (Index) standards, business plans should therefore be based on continued solid growth which is good for

50 investment and hiring. This upturn in expectations has tracked the robust upturn seen in activity in
Future output trends

40 recent months across the industrial sectors of the big advanced economies. By contrast, our global
30 leading indicator of economic activity shows an acceleration in growth to mid- year. Conditions dip a
20 little after that but it appears too early to call a pause in the growing pace of reflation.
10
o o We expect the pace of global growth to quicken from 3% in 2016 to 3.3% in 2017 and then rise further to
10 3.5% in 2018. Our first estimate of growth for 2019 sees it coming back to around 3.3% as the US gets
Recent output trends nearer to full capacity and Fed rate hikes bear down on growth, the Euro-zones cyclical upturn fades a
20 little and Chinese growth continues its trend slowing - and those three economic units account for
-30 around 45% of the world economy.
.40
Jan-00 Jan-03 Jan-06 Jan-09 Jan-12 Jan-15 o The most obvious risk hanging over this fairly positive global outlook comes from an array of geo-
Actual global growth and leading indicator (% yoy) political risks. Despite initial concerns that Brexit and the prospect of sharp policy U-turns by the Trump
8 administration could dampen the pace of global growth, so far the world economy has navigated these
risks with surprisingly little impact. The next big geo-political issue to face is the series of Euro-zone
6 elections that have to be held over the next year with particular focus on how the big anti-Euro populist
parties in France and Italy fare in the polls. Either country exiting the Euro-zone would present a sizeable
4 Actual global growth shock to financial markets but current pricing across a range of markets suggests that they are counting
on a continuation of the status quo.
o us 2.2 1.7 2.4 2.6 1.6 2.1 2.3 2.0
V Euro-zone -0.8 -0.3 1.1 1.9 1.7 1.9 1.8 1.5
2 Japan 1.5 2.0 0.2 1.2 1.0 1.1 0.8 0.7
Mar-07 Mar-09 Mar-11 Mar-13 Mar-15 Mar-17 UK 1.3 1.9 3.1 2.2 1.8 1.8 1.7 1.7
Global economic growth (% points contribution) Canada 17 25 26 0.9 1 1.7 5.0 5.0
> Forecasts China 7.7 7.7 7.3 6.9 6.7 6.5 6.3 6.0
Other .
a India 5.9 6.2 6.9 7.5 7.5 7.4 7.2 7.4
. Big Advanced Economies Latin America 2.7 2.5 0.9 -0.2 -1.2 0.6 2.6 2.9
3 - - . . . . Emerging East Asia 4.7 4.3 4.1 3.6 3.9 3.9 4.0 3.9
. - NZ 2.5 2.2 3.4 2.5 3.1 2.7 2.5 1.8
2 Total 3.5 3.4 3.4 31 3.0 33 35 3.3
1 Big Emerging Markets Sources: Datastream, NAB Economics
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