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“Distraction Risk”
risk (noun)—the chance of deviation (positive or negative) from an
expected outcome
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Introduction
In 2016 we saw two major political shocks which caused turbulence in global financial markets: the populist
election of Donald Trump, and Brexit. Last year’s most pessimistic global media headlines made us question
whether we would make it to 2017.
We have made it and despite some doomsday predictions the globe continues to experience economic growth,
driven by the Asia-Pacific region. 2016 lessons: Brexit and President-elect Trump are reminders that the
consensus expectations can come undone.
A crowded 2017 calendar offers more opportunity for headline-driven volatility. Importantly, the risk events of
2017 are closer to home. This 2017 Year Ahead Outlook will discuss global and regional markets in the context
of three themes we view as important for the Pacific-based investor:
-

Risk events—home and away;
Developed market inflation—issues for the Pacific; and
Global trade in reverse.

Throughout this piece, we have also provided snapshots of the projected 2017 GDP growth figures for each
major Pacific country. Projections from the Asian Development Bank (ADB), International Monetary Fund (IMF)
and World Band have been calculated and then averaged out to provide a growth number that considers all
their predictions.
As you read through our analysis of events that have transpired, or will during 2017, we encourage you to think
about each in the context of your investments, and whether it will have a material impact on your portfolio, or
will be just be ‘noise’.
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Risk events—home and away

A calendar crowded with political events will test investor confidence in 2017. We expect to see volatility in the values of offshore
investments held by Pacific Nations, driven by political uncertainty, policy uncertainty and economic uncertainty. This lack of confidence
appears to have already arrived: in the US Federal Reserve’s December Minutes of the Federal Open Market Committee, the word
“uncertainty” appeared 15 times, up from five times in November. We chart and discuss selected known 2017 risk events below.

2017 Event Risk

Source: PacWealth Capital Limited

Papua New Guinea Elections
Papua New Guinea will hit the polls over 14 days from 24 June 2017 to 8 July 2017. The 2017 National Parliamentary Election and Local Level
Government Elections will be held concurrently. The theme of the elections is 'Your Choice, Protect the Democracy - Election 2017'.
The National Research Institute (NRI) of Papua New Guinea outlines two clear
and simple issues to address in the PNG National Parliamentary elections: jobs
and income generating opportunities. Dr Charles Yala, the Director of NRI, notes
“Survival on subsistence farming, which is a reality for more than 80 percent of
the country’s population, is a slow and painful path towards destitution through
poverty. Promises of improved rural service delivery are… a fallacy”. Dr Yala
closes his piece on the 2017 PNG National Elections by saying to candidates: “In
creating jobs for your electorate you will be strengthening the case for your job
as the representative of the people.”
PacWealth Capital’s focus is on the government budget. Revenues have slowed markedly over the past four years and government debt
continued its increase in 2016 to fund the resulting budget deficit. Debt-to-GDP is fast approaching the 30% legislated limit under the
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Fiscal Responsibility Act. A well-devised and well-articulated budget plan is required to avoid technical default, given low business
confidence, low investment spending and stubbornly low commodity prices.
Anecdotal evidence from our discussions with various PNG-based businesses
suggest the PNG National Election presents a risk to business, particularly
those with government contracts. History shows a marked slowing of business
engagement by government during the election campaign. Further,
government focus shifts towards re-election spending and history shows
delayed payments to contractors.
As far as foreign direct investment, we note comments in the Business
Advantage PNG interview with Philippe Blanchard (Managing Director of Total
E&P PNG – operator of the Papua LNG project). Site preparations (followed by construction) "could start in 2019". So another two to three
years before Papua New Guinea experiences material LNG investment, leading to currency inflows and hiring.

Timor-Leste Elections
Timor-Leste’s upcoming presidential and parliamentary elections will be watched closely by the members of the Association of Southeast
Asian Nations (ASEAN) and other close neighbours. A smooth democratic process and result may add weight to Timor-Leste’s application to
join ASEAN; an application that is backed by Indonesia.
Timor-Leste’s structural budget deficit remains an ever-present issue,
depleting the sovereign wealth fund. However, in 2017 we have already
seen the governments of Timor-Leste and Australia each confirm to the
other their commitment to negotiate a new permanent maritime boundary.
This negotiation has the potential to shift the entire Greater Sunrise oil and
gas reserve to Timor-Leste (from 50/50 with Australia), where an estimated
$40bn worth of oil and gas lies beneath the Timor Sea.
Economically, a modest recovery in oil and coffee prices (Timor-Leste’s two largest export sectors) coupled with supportive fiscal spending
should see Timor-Leste’s real GDP growth continue at around 5% through 2017.

Trump Administration
The first three months of the Trump Administration will be closely analysed to assess policy priorities. Questions marks remain on the Trump
administration’s policies on taxation, fiscal measures, trade and security. Could a White House tweet spark an international
misunderstanding or worse, potential trade disputes? Industry will want clarity before making their next investment.
Trump’s populist agenda has been perceived as growth-friendly and market
expectations appear to have shifted toward the “strong demand recovery”
scenario. A key risk here is that, if output gaps become significantly positive
(i.e. demand outstrips supply), the Fed may be forced to normalise policy
more aggressively than expected. Indeed, market-implied expectations for
the future path of US policy rates remain “ultra-dovish” – there is still a low
hurdle for an upside surprise to rates. In this scenario, there may be few
places to hide. Faster rate increases would be particularly negative for duration assets and would likely cause a de-rating for credits and
equities, in our view. A stronger US dollar could also undermine selective emerging market assets, particularly those with large dollardenominated debts.

Europe: Elections and Brexit
Populist party gains in key European elections may add to market concerns about the cohesion of the European Union. Globalisation,
immigration and austerity are among the issues being debated by the European population.
Elections in the Netherlands, France and Germany will show to what extent
populist forces hostile to the EU and euro are gaining sway. On 15 March, the
ruling Netherlands coalition of the liberal party (VVD) and the social democratic
party (PvdA) faces challenges from the rightwing Party for Freedom (PVV) in
particular. Prime Minister Mark Rutte's government has a slight majority, with
just 76 out of 150 seats held by VVD and PvdA.
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In France, the decisive second round of the presidential election takes place on 7 May. National Front's Marine Le Pen has promised to
deliver a referendum on EU membership should she win the presidency. In June legislative elections will be held to choose the 577 members
of the National Assembly. A Le Pen victory could unleash a devastating political and economic crisis in the EU. Federal elections will take
place in Germany in the autumn, possibly late September. The right-wing
populist party Alternative für Deutschland (AfD) has made electoral gains in
local and regional elections, drawing support from both former CDU and SPD
voters. Political stability will probably not be seriously endangered, with Merkel
possibly becoming Chancellor again. But a year is a long time in politics. The rise
of the AfD could cause other German politicians to press for more hard-line
austerity in Europe, threatening the political climate in the Eurozone.
The UK has vowed to trigger its exit from the European Union by the end of
March, starting two-year negotiations that will determine how much economic activity may be disrupted. A further challenge to wider
European Union stability is likely to be the EU-UK negotiations on Brexit. The process comes amid rising political pressure to enhance the
union and its institutions on the one hand, and popular misgivings over the need for further integration on the other.
At the moment we cannot forecast the shape of the European political
landscape by December 2017. If nothing else, 2017 looks set to see a major
push back against the European – and to an extent much broader – the liberal
ideal of open borders and trade. The EU itself may not survive that. On
Europe’s eastern flank, meanwhile, Russia waits – sometimes interfering to
try to exacerbate political chaos and tilt things its way. Following the Trump
victory, the long-term future of NATO is also murky.

19th National Congress of the Communist Party of China
Despite being a one-party state, China does experience a political cycle. Every five years the event marking the turn of the cycle is the
Communist Party of China’s (CPC) Party Congress. In September the CPC will hold its 19th National Congress; it is one of the key political
events to watch in 2017.
At the 18th Party Congress, the leadership of Xi Jinping and Li Keqiang was established and an ambitious plan to reform the economy was
introduced; the upcoming 19th Congress will carry a similar weight for two reasons:




Firstly, even though Xi and Li will stay on for their second term, a number of senior leaders – five of seven Politburo Standing
Committee (PSC) members – will probably retire. A reshuffling of the PSC leadership could bring changes to a wide spectrum of
economic and social policies in the coming years; and
Secondly, China is at a critical juncture of its economic transition, confronting internal challenges (such as slowing growth and
structural imbalances) and external pressure from rising populism and protectionism globally. How the political reshuffle will
transpire and what strategies the Chinese leaders will adopt to tackle these challenges will be important for the market and the
future of the economy.

It is likely President Xi Jinping will consolidate power.

2.

Developed market inflation—issues for the Pacific

After years of low prices, it appears they are rising; from manufactured Chinese goods to gas at the pump in Europe and America. We have
seen global disinflationary forces abating, something welcomed by global central banks. Ideally, inflation reduces debt burdens and can
boost activity in economies with slack, which in turn boosts demand in the general economy, but rapid price rises present a danger.
There is a risk that central banks are behind the curve on these increasing prices. If so, they will need to lift interest rates quickly to slow the
pace of price gains. Globally, labour markets are generally tight (lower unemployment can lead to wage inflation) and the possibility of fiscal
stimulus has been well telegraphed (“Trumpflation”).
From a Pacific perspective, the rising price of goods coupled with the appreciation
of the US Dollar (USD) (driven by expectations of fiscal stimulus and higher US
interest rates) has the potential to cause a jump in imported inflation (imported
goods will cost more as local currency loses purchasing power). We note the
recent stabilisation in commodity prices at higher levels,
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most denominated in USD’s. These prices have the ability to drive imported inflation into Pacific markets for energy/commodity importers.
Meanwhile, inflation eases the burden of debt and essentially transfers wealth from savers to borrowers.
Downside risks to the global inflation outlook include a sharp slowdown in the Chinese economy, which could result in another round of
weakening for world commodity prices.
This reflation drive causes us to prefer global developed market equities vs global developed market government fixed income

3.

Global trade in reverse

While campaigning, Donald Trump made clear his plan for the United States to become more protectionist in 2017. On 23 January 2017,
President Trump withdrew the United States from the Trans-Pacific Partnership deal. To summarise, Trump appears to be advocating policies
with the potential to overturn the existing US-led rules-based international trade system. He has promised to add significant tariffs on
imports from China and Mexico. Finally, Trump was elected with a mandate
to review US participation in existing trade agreements and even the World
Trade Organisation (WTO) itself.
Unlike ever before, it appears the world can now experience United States
trade policy live. On twitter… What could be the effects of President-elect
Donald Trump taunting major US trading partners (for example China and
Mexico)?
Capital Economics estimates that few Emerging Market countries are at risk from a major drop in US FDI, noting “US foreign direct
investment flows into most major EMs aren’t particularly large and a significant portion are concentrated in the mining and financial sectors.
These are unlikely to be disrupted even if President Trump continues to encourage US manufacturing firms to invest at home.”

Conclusion
Uncertainty underscores the need for discipline. PacWealth Capital advises readers to look through short-term turbulence in financial
markets and focus on their long-term strategic objectives and constraints. In short, we encourage you not to be distracted by the global
headlines we are certain to see in 2017.
Holding a globally diversified portfolio is crucial amid increasing political friction and protectionism.
We encourage you to use PacWealth Capital as your trusted investment adviser to navigate the year ahead.

DISCLAIMER

January 2017

Important:
This document has been prepared by PacWealth Capital Limited (PCL) ABN 48 151 039 039. This document contains general
information and general advice only and does not constitute personal or specific financial product advice. As such, the
material does not take into account the personal or specific investment objectives, financial situation, tax position or
particular needs of any specific recipient. Prior to any investment decision, we recommend that you seek personal
investment advice, based on your particular situation and consider the relevant offer document (including any product
disclosure documents) before making any investment decision.
No representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability
of the information contained herein, nor is it intended to be a complete statement or summary of the securities, markets or
developments referred to in the materials. It should not be regarded by recipients as a substitute for the exercise of their
own judgement. Any opinions expressed in this material are subject to change without notice. PCL, its directors, officers and
employees’ or clients may have or have had interests or long or short positions in the securities or other financial instruments
referred to herein and may at any time make purchases and/or sales in them as principal or agent. PCL may act or have acted
as market-maker in the securities or other financial instrument discussed in this material. Furthermore, PCL may have or
have had a relationship with or may provide or has provided investment banking, capital markets and/or other financial
services to the relevant companies. Neither PCL, nor any of its affiliates, directors, employees or agents accepts any liability
for any loss or damage arising out of the use of all or any part of this material.
Options, derivative products and futures are not suitable for all investors, and trading in these instruments in considered
risky. Past performance is not necessarily indicative of future results. Foreign currency rates of exchange may adversely affect
the value, price or income of any security or related instrument mentioned in this document. Before making an investment
decision, you should consider whether the information is appropriate in light of your particular investment needs, objectives
and financial circumstances, and seek your own legal, regulatory, tax, financial and accounting advice.
This material is for distribution only under such circumstances as may permitted by applicable law. To the extent that PCL
has sourced any material in this document from a third party, PCL accepts no liability for the accuracy, currency or
completeness of that material. All information is correct at the time of publication only and subject to change without notice.
PacWealth Capital Limited, registered office: Level 3, Deloitte Tower, Douglas Street, Port Moresby 121, National Capital
District, Papua New Guinea.
All materials contained herein are confidential and proprietary to PacWealth Capital Limited. Any reproduction or public
presentation of any form without prior written consent of PacWealth Capital Limited is strictly prohibited. PacWealth Capital
Limited accepts no liability whatsoever for the actions of third parties in this respect.
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