INSIGHT

HIGHLIGHTED IN THIS PUBLICATION:

OUTLOOK: OUR PREDICTIONS AND PREFERENCES

GLOBAL STRATEGIC
ASSET ALLOCATION

GLOBAL SECURITY
SELECTION

2017

REGIONAL
ASSET ALLOCATION

REGIONAL PORTFOLIO
CONSTRUCTION

Brexit clouds

2017
Outlook
Diverging
growth

Value in
emerging bonds

Our predictions
and preferences

Expect the
unexpected

Sector
rotation

US dollar
still preferred

–
Trumponomics

+

End of
a trend?

Oil capped

The Rising Sun

DIVERGING GROWTH

TRUMPONOMICS

The recurrent concern of many, that the developed world
will tip back into recession, will prove wrong again in 2017
in our view. Indeed, we think that average gross domestic
product (GDP) growth across the main developed (OECD)
economies will be just over 2%, compared to just under 2%
in 2016.
The divergence between growth in different countries is
set to widen in 2017, after being unusually narrow in 2016
(see Figure 1). In the global economic recovery after the
financial crisis, the US and UK have been the strongest
performing economies, with Japan and the eurozone
lagging. In 2017, we think the US will break away from
the others, leading the growth rankings. So far, those
predicting an adverse effect on UK growth of the Brexit
decision have been proved wrong. But delays to investment
spending plans (especially by foreign companies in the UK)
and softer consumer spending (as higher inflation cuts real
wage growth) will take their toll on growth in 2017.
Japan’s economy is looking up and we remain optimistic
about growth prospects there, although these should
always be judged in the context of the shrinking population
and workforce. Spending ahead of the 2020 Olympics and
the ongoing increase in wages (especially for part-time
and temporary workers) can add 0.2% to 0.3% to growth, in
our view, allowing Japan to register overall gross domestic
product (GDP) growth above 1% for the first time since 2013.
The eurozone’s economy will be overshadowed by political
issues and lingering concerns about the banking sector’s
solvency but should benefit from the effects of low interest
rates, a more tolerant attitude to higher government
spending and the lagged impact of a weaker euro.

GDP growth, % p.a.

Developed world – diverging growth

Looking back, Figure 2 shows that GDP growth averaged
3.5% or more in the second terms of office of Reagan and
Clinton. In Reagan’s second term, growth came mainly from
consumer spending (fuelled by a sharp drop in interest
rates and inflation, prompting a big increase in consumer
borrowing); in Clinton’s second term, growth came,
additionally, from strong investment spending.
Looking forward, it is possible that consumer and
investment spending can, again, combine to produce 3.5%
GDP growth. But that would require consumer spending to
grow around 3.5% p.a. (it represents around two-thirds of
GDP, so that would contribute 2.5% to growth); investment
spending to grow by 5% p.a. (its share is around one-fifth of
GDP, so that would contribute 1% to growth); and for there
not to be too large a drag on growth from trade. Although
arithmetically possible, such a scenario, especially for
consumer spending, looks hard to achieve.
The other way of looking at growth prospects is to take
the likely trend in productivity growth (output per worker)
– 1.5% p.a. over the next five years would be our best
estimate – plus growth of the number of workers – likely
to be around 0.5% p.a. That would suggest growth much
above 2% p.a. in the medium term would be hard to
sustain. A productivity renaissance or a big increase in
the participation rate of domestic workers, both of which
appear unlikely, would be required to get to 3.5% - 4%.

Trumponomics – getting to 4% growth?
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President-Elect Trump believes it is “time to establish a
national goal of reaching 4% economic growth” and that
“growth can average 3.5% p.a. over the next ten years”.1 Is
that realistic?

Speech at the Economic Club of New York on 16 September 2016.
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DOLLAR STILL PREFERRED

OIL CAPPED

We still prefer the US dollar over the other major world
currencies in 2017 and envisage a further modest
appreciation in its overall value (on the basis of its tradeweighted index, shown in Figure 3). However, as last year, we
are concerned that the US dollar has become overvalued
against almost all of the major world currencies.
With a more modest US dollar appreciation than in recent
years, however, asset rather than currency selection will
take on greater importance in determining returns for 2017.
Overvaluation is not normally an immediate sign that
currencies will correct. Moreover, the current phase of US
dollar appreciation, which has been intact since mid-2011,
has seen its trade-weighted index rise by 39%, less than in
the two previous periods of appreciation.
We still see most of the macroeconomic fundamentals
favouring the US dollar over the other major currencies:
real growth is stronger in the US than in other developed
countries; policy interest rates are set to rise in the US,
but remain unchanged elsewhere; the US bond market now
provides quite a wide yield advantage over other markets;
and the US current account deficit – expected to be around
2.5% of GDP in 2016 and not much wider in 2017 - is likely to
remain easy to finance.

We do not see the oil price moving substantially higher
in 2017, expecting the price to be capped at US$60-65
per barrel. After previous spikes, the oil price has settled
at around half the previous peak for several years,
equivalent to around US$60 per barrel in today’s (US
inflation adjusted) prices. The reason is that high oil prices
bring forward additional supply, which typically becomes
available as demand softens. The mechanics, to us, do not
appear very different this time around.
That does not, however, mean that oil company stocks
are set to be poor investments. On the contrary, we
reiterate our call from last year that “oil will become the
new tobacco”. Both industries have issues surrounding
the long-run viability of the demand for their products:
tobacco for health reasons; oil and gas because of the
rise of alternative clean energy sources. Both industries
are subject to tight regulatory pressures and heavy
government involvement. In both industries there has
been a trend for consolidation and there are high barriers
to entry for new companies. Up until now, however, there
has been one important difference: the oil and gas sector
has been poor at capital discipline, spending too much on
expanding new production and paying too little attention
to the interests of shareholders.
We see that as changing and selected companies, largely in
the mid-cap oil and gas sector, as scaling back on wasteful
capital expenditure, having more realistic production
growth plans and moving to be much more focused on
shareholder returns. The transformation will take more
than just a single year, but that process started in 2016 and
should continue.

Oil prices: shock and bore
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BREXIT CLOUDS OVER STERLING

Uncertainty surrounding the Brexit process will remain
throughout 2017 and we think sterling will consequently be
under pressure. Mark Carney, the governor of the Bank of
England, warned before the Brexit vote that a decision to
leave the EU could test “the kindness of strangers”. The UK
relies on such ‘strangers’ – overseas investors – to finance
its large current account deficit, expected to be almost
6% of GDP in 2017. That deficit goes hand-in-hand with a
large deficit in the public sector finances, which must be
financed by sales of government debt. Such financing could
be more difficult and more expensive than in the past,
notably as inflation rises.
The UK will need a period of economic, trade and
constitutional reform as it leaves the EU and forms new
relationships with the rest of the world. That process will
merely start in 2017. The reform challenge may even be
as difficult, although clearly of a different nature, to the
Thatcher government’s reforms of the early 1980s. At that
time sterling fell very sharply, reaching a low point of USD
1.05/GBP in February 1985.
If sterling did fall towards parity with the US dollar we
think that would represent a good long-term buying
opportunity. Sterling would be fundamentally cheap at
such a level. And the UK remains, in or out of the EU, one of
the most flexible economies in the world.
Although we expect, on balance, sterling to weaken, the
path is likely to be volatile. Sterling could rise in the event
of any news that suggests a reasonably favourable deal can
be agreed with the remaining 27 EU members. The uncertain
nature of the European political landscape means that,
realistically, this is unlikely before the end of 2017.
5. 40 years of sterling against the US dollar
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Brexit and now France.
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EXPECT THE UNEXPECTED

After the UK’s Brexit decision and the election of Donald
Trump, the prudent approach is to expect the unexpected
as far as political risks are concerned in 2017.
The two key events in Europe will be the French and German
elections. In France, it is all too easy to infer from the Trump
victory and Brexit that Marine Le Pen, of the National Front,
will be elected French president. One of her campaign
posters, against an image of chains being broken, reads
“Brexit et maintenant La France”.2 A straightforward majority
is needed to win the two-round French presidential election:
the first round on 23 April selects the two highest polling
candidates to go through to the second round on 7 May. It
seems likely that Marine Le Pen will face Francois Fillon, the
candidate for the mainstream right wing party in this final
round. He has pledged to cut public sector jobs, generous
welfare benefits and the power of the trade unions and is an
admirer of Margaret Thatcher.
No such rightward movement in the political landscape
is expected in Germany, where Angela Merkel is running
for a fourth term as German chancellor in elections in the
Autumn (there are no term limits in Germany). The Grand
Coalition of Angela Merkel’s CDU/CSU grouping and the SPD
may continue. The eurosceptic, anti-immigrant Alternative
for Germany (AfD) is likely to enter the Bundestag for the
first time but is unlikely to be in any coalition.
2016 showed that political leadership can change quickly:
either for an orderly handover (New Zealand Prime Minister
John Key did just that in December 2016); or because of a
failed referendum (David Cameron in the UK, Matteo Renzi in
Italy); or impeachment (Dilma Rosseff in Brazil and President
Park Geun-hye of South Korea).
Some think Donald Trump may even be impeached: in our
view that is unlikely. More likely, we think his election pledge
to impose punitive tariffs on cheap imports (which would
damage the very low-income workers who voted for him) will
be dropped. If that is the case, there could be at least one
political surprise in 2017 that proves welcome.

END OF A TREND?

Many have been looking for an end to the long downward
trend in government bond yields for some time. That
downward trend started in the early 1980s and its end
was first claimed, by some, in 2012. In that year, US 10-year
yields, having dropped as low as 1.4%, rose to a high of
2.4%. That rise, however, proved to be short-lived. 2016 saw
a similar range with a low point of 1.4% and a high of 2.5%
after Donald Trump’s election led markets to be concerned
about: higher inflation, stronger growth, larger government
borrowing and a potential loss of confidence on the part of
foreign investors in US Treasuries.
Have we now seen the start of a reversal of the long-run
trend? Or might markets have over-reacted again?
There are two arguments that this may have been an overreaction. First, there is a close link between US bond yields
and inflation (see Figure 6) and inflation remains subdued.
Second, 10-year government bond yields in the rest of the
world are lower, in some cases much lower, than in the US.
Japan’s monetary policy is focused on keeping the 10-year
bond yield anchored at zero; German bond yields are just
0.3%; UK yields are 1.5%. US bond yields look attractive
compared to those markets, especially if the US dollar
remains strong.

VALUE IN EMERGING BONDS

US high yield bonds (those with an S&P credit rating of
BBB or below) did well in 2016, producing total returns
of 15.5% in US dollar terms, far above the (marginally
negative) returns obtained from 10-year government
bonds. Yields on such high yield bonds are no longer,
however, as attractive: just 6.8% on average. We see better
opportunities for 2017 in emerging market sovereign and
corporate bonds. Even though average yields are slightly
lower (see Figure 7) than those in the US high yield market
we see better risk/return prospects.
Emerging market bonds have been overshadowed in recent
years by: weak commodity prices; fears of a hard landing in
China; and excessive debt accumulation in some emerging
economies. We think each of these concerns will continue to
recede in 2017. Commodity prices stabilised in 2016 and we
expect a similar pattern in 2017. China has avoided a hard
landing and, we think, will continue to grow at around 6%.
Debt accumulation is a concern in some emerging countries
but our focus has been for some time, and remains, to
favour those economies with strong net external assets
– the wealthy nations. They are well able to service their
sovereign debts even in more challenging circumstances.

Even so, if Trump’s policies work in producing stronger US
growth, with attendant inflation risks, we can expect to see
US 10-year yields head higher in 2017. That should mean the
slope of the yield curve (the difference between 2 and 10year yields) steepens as markets have already priced in the
likely extent of short-term Fed Funds interest rate increases.

Therefore, for 2017, we think it is appropriate to shift to
favouring emerging market bonds, rather than developed
market high yield bonds, for income and total return.
We think it is appropriate to take some duration risk in
emerging markets, favouring medium to longer term
maturities; and to keep overall duration relatively short in
other corporate, high yield and sovereign bond markets.

6. The rise and fall of inflation and bond yields

7. High yield and emerging market bonds
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SECTOR ROTATION
–

THE RISING SUN

+

Sector rotation will, we think, be an important theme of
2017. With equity markets already at quite high aggregate
valuation levels, it is appropriate to pay more careful
attention to the relative value of sectors within markets.
Such sector rotation has already taken place in the US
since Donald Trump’s election (see Figure 8) and we think it
has further to go.
One sector which performed relatively poorly in 2016 both
before and after Trump’s election – healthcare – is, we
think, worthy of closer attention. The healthcare sector
in general has three strong long-term advantages: it is
generally dividend paying; it benefits from demographic
changes (an ageing population has greater demand on
healthcare services); and increasing demand for healthcare
services from rapidly growing developing economies is a
boost for the sector. The industry, however, faces two key
issues: pricing power is, in some cases, difficult; and new
products are expensive to develop.
We see the biotech sector as an area which is attractive in
its own right and which can help more mature healthcare
companies overcome those two issues. In particular,
pricing power for new drugs is greater than for those
that are well-established; and the biotech sector is,
increasingly, the source of that new product innovation.
We expect to see further merger and acquisition (M&A)
activity in healthcare and biotechnology. That would be
helped if Trump’s proposals for a low tax rate (say, 10%)
on the repatriation of foreign earnings (estimated to be
around US$2.5 trillion) were implemented. That could
provide the finance for such M&A activity as well as
enhanced levels of share buybacks.

We think 2017 will be an out-performance year for
Japanese equities and we favour that market in our global
geographic asset allocation. Three main reasons lead us to
that view.
First, we see improving prospects for the domestic economy.
These partly reflect stronger domestic conditions - the
benefit of hosting the 2020 Olympics and stronger wage
growth - but also the benefit that Japan can expect as a
result of a pick-up in world growth. Of all the major developed
economies, Japan is the one which is most sensitive.
Second, if the yen remains around the JPY 115/USD level, or
even weakens a little further as the US dollar remains firm,
stronger exports will translate into a better outlook for
Japanese corporate earnings than is currently discounted.
Many companies seem to base their profit expectations on
a value of the yen (typically around the JPY 108/USD level)
which is stronger than its late-2016 rate. A weaker value of
the yen would feed through to higher reported profits.
Third, on the basis of fundamental valuations, the Japanese
equity market trades quite cheaply in relation to its own
past history. The cyclically adjusted price/earnings ratio,
which takes into account average earnings over the last ten
years compared to the current equity price index, currently
stands at around 24 times. That is not much higher than the
low point reached in the global financial crisis of 2008/9.
In an environment where many global asset allocators
remain wary of Japan, we think there is a good chance of
Japan surprising on the upside in 2017.

8. S&P 500 economic sectors

9. Japan: Shiller P/E ratio
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GLOSSARY

Acronym

Term in full

Definition

ECB

European Central Bank

The ECB is the central bank for Europe’s single currency, the euro. The euro
area comprises the 19 European Union countries that have introduced the
euro since 1999.

ETF

Exchange Traded Fund

An ETF is an investment fund traded on a stock exchange. ETFs are
typically passively managed to track a particular stock or bond market
index or sector.

GDP

Gross Domestic Product

GDP is the monetary value of all the final goods and services produced
within a country’s borders in a specific time period. GDP is usually
calculated on a quarterly basis.

OECD

Organisation for Economic
Co-operation and
Development

A group of 35 member countries, including many of the world’s advanced
countries but also emerging countries such as Mexico, Chile and Turkey.
The members of the group work together to discuss and develop economic,
social and environmental policies.

QE

Quantitative Easing

QE is an unconventional form of monetary policy where a central bank
creates new money to buy financial assets, like government bonds. This
process aims to directly increase private sector spending in the economy
and return inflation to target.

SOEs

State Owned Enterprises

Enterprises where the state has significant control through full, majority or
significant minority ownership.

Sources: EFGAM, European Central Bank, Chartered Financial Analysts’ (CFA) Institute, OECD, Bank of England, unless otherwise stated.
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