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Summary

Identify
investment
opportunities
in a slow-growth
world.

With China’s economic growth slowing and the US Federal Reserve (Fed)
contemplating higher interest rates, it’s been a tough year in the financial markets. The
MSCI World Index is essentially flat on a year-to-date basis amid rising volatility and
widespread uncertainty over the outlook for 2016. A strong bull run over the previous
seven years has also raised questions about valuations. Against this backdrop,
several Capital Group portfolio managers offer their views on the current investing
environment:
• Growth should continue to be rewarded — and investors will likely be willing to pay
for sustainable, high-quality growth.
• Markets are fairly valued and multiples are unlikely to expand. Equity appreciation is
likely to come from earnings growth.
• Technological mobility and healthcare, especially biotechnology, are areas of
potential growth and appreciation.
• China is likely to continue experiencing slower growth as its economy transitions
from investment- and export-led to consumption-led and the government focuses
on economic reforms.
• High-yield debt may present an attractive entry point as prices already discount a lot
of potential bad news.
• US interest rates should stay lower for longer as Fed officials balance inflation and
employment targets in the US against powerful deflationary trends around the world.

Global stocks paused for breath in 2015
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Valuations supported by solid fundamentals

Rob Lovelace
Portfolio Manager
Based in Los Angeles
29 years of investment
industry experience

China won’t sink the global economy. The world is driven by
a five-piston engine: the US, Europe, Japan, China, and the
rest of the emerging economies. China and the US are the
only two pistons that have been firing in recent years. Now,
as China’s growing pains reverberate around the world and
hopeful rallies in Europe and Japan have faltered, investors
are concerned about the spillover effect China will have on
the global economy. However, China’s government, in my
view, has the tools to prevent a larger crisis from spreading.
Compared with previous bullish periods, valuations reflect
reality. As we work through this time of market uncertainty,
the good news is that many companies are financially well
positioned, with solid balance sheets. We aren’t seeing a large
disconnect between valuations and fundamentals, especially
compared with previous bull markets.
Many companies in healthcare and consumer staples are
positioned to grow regardless of China. Biotechnology is
an industry where multiples look high, but I believe those
with innovations that are successful will be rewarding even
as multiples come down. They have a number of promising
drugs in the pipeline, and they can be funded by the markets
or acquirers. Many pharmaceutical companies have strong
cash positions and low debt levels and they stand to profit
from new drugs coming to market. Consumer companies
that have branded products in demand have been able to
maintain high profit margins. While many companies are
exposed to China, some are not, and others should do well
even if China slows down, given the quality of their products.

Living in a bifurcated world

Jody Jonsson
Portfolio Manager
Based in Los Angeles
26 years of investment
industry experience
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We are in a market that rewards true growth — companies
that can generate strong earnings growth without using any
financial gimmicks. Of course, those companies are highly
valued, and if they make a mistake, the stock price will suffer.
In this kind of market, active management should give you
the opportunity to meaningfully outperform, if you can find
those true growth companies. That’s the challenge. When you
find companies that can operate in a way that no one else can,
or at a margin structure that no one else has, and they’re not
doing it by milking the business — they’re still continuing to
reinvest and paying their people — those tend to be durable
franchises. Costco is a good example of that in the retail space,
as is Amazon and what it has done with Amazon Web Services.
I look for the quality of growth, regardless of the industry.
I like the credit card companies. They’re the rails upon which
the trains ride, and nobody else is going to invent a new set
of rails. It is unlikely that they will face disruptive competition.
New forms of payment systems could change that dominance,
and we watch for those threats, but the credit card companies
have a dominant position that is not easy to erode.

Even with unprecedented stimulus measures, financial
conditions globally are tight despite near-zero interest
rates. I am not bearish on stocks generally, but I do think
the valuation metrics that we have used in a declining rate
environment may be less helpful as we go forward.
In healthcare, we may get into an environment where pricing
is a bigger political topic and that’s usually not good for
multiples. But it’s hard to stop the innovation as long as the
government doesn’t interfere too much. The productivity
of the industry’s Research & Development is rising and
current breakthroughs are impressive. Some people call it
the golden age of biotech — in any case, it is incredible that
we are close to being able to cure cancer and other serious
diseases. We shouldn’t lose sight of that just because we
have political noise and arguments about pricing.

Mobile will continue to shine in technology
The connectivity of things: Within the technology sector,
there are compelling opportunities in the areas of
mobility, automation and — for lack of a better phrase — the
“connectivity
of things”. So, as devices talk to more and more
Gerald Du Manoir
devices,
it’s
not
like you need new demand; you’re just
Portfolio Manager
replacing a way to do something with a better way. And that’s
Based in Los Angeles
very valuable. Over the past decade, we have seen incredible
25 years of investment
advancements in connectivity, and the fundamentals of this
industry experience
industry continue to be attractive. The internet complex that
emerged in 1990s has morphed into the mobility complex —
and it’s incredibly broad. It’s no longer just a technology story,
it percolates into retail, advertising, consumer goods, financial
services and other areas.
Growth transformers. These companies are not just waiting
for the economic cycle to turn. They are benefiting from
positive new discoveries, such as a promising drug or an
innovative technology that transforms the way we interact
with one another. These are the companies that will continue
to grow, even as global economic activity slows. A number
of technology companies are at the centre of this dynamic.
I define technology very broadly. It’s not just equipment
and circuits and chips, it’s really the whole spectrum of
productivity-enhancing discoveries.
I do not see a systemic risk today — whether it’s China, or
Greece, or geopolitical conflict — that brings down the global
economy. I see a slow grind that is painful, but still leaves us
with many attractive investment opportunities to explore.
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Interest rates to stay lower for longer
US economic growth is good, but not great. I expect US
interest rates to remain low, relative to history, for a long time
to come against the backdrop of a modestly improving US
economy
and lacklustre global growth. Over the past few years,
David Hoag
market
participants
have focused intensely on the timing of the
Portfolio Manager
Fed’s
first
interest
rate
hike since 2006, but the significance of
27 years of investment
that milestone isn’t as great as one might think.
industry experience
The “lower for longer” interest-rate scenario is still very
much intact. The Fed’s first move isn’t nearly as important as
the slope of subsequent rate increases: I am more focused
on the second, third, fourth and fifth. I expect that slope to be
shallow, with very slow, measured movements by the Fed.
You can’t evaluate the US economy in a vacuum. In the past,
the Fed put most of its focus on US economic data, primarily
inflation and employment. That is changing. Fed officials are
paying more attention to the global economy — as they should
be. You must pay attention to the European Central Bank, the
Bank of England and the Bank of Japan to understand what’s
happening in the world and why interest rates are having a
hard time moving higher.

High-yield bonds are still attractive

David Daigle
Portfolio Manager
Based in Los Angeles
20 years of investment
industry experience

We are in the late stages of the US recovery and the profit
cycle, and we may still have another couple of years to go, but
I think we’ve probably seen the lows in default rates in high
yield for this cycle. I would expect default rates to rise from
here. Some of that is already priced into the market; some
bonds are trading at 10 or 20 cents on the dollar. I do think
we are going into a period that could be a little bit more rocky,
which is consistent with spread movements over the past year.
But keep in mind this is an area of the bond market that is
yielding about 8% in a world where investment-grade credit
is yielding 2% to 3% and a five-year Treasury, which has the
most similar duration to the high-yield market, is yielding about
about 1.6%. So, investors are getting a lot of spread over either
cash or Treasuries of comparable duration, and I think that
means it’s a hard asset class to not own in this environment.
Hypothetically, even if you have default rates of 400 basis
points and you take 50% losses on those defaults — that’s a
200-basis-point drag on a 7% yield — you’re still earning about
5% in a zero-interest-rate environment.
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US equities: Seven-year bull run one of the
longest in history
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Since the depths of the Global
Financial Crisis in 2009, US stocks
have enjoyed strong gains. But the
powerful run-up has some investors
wondering if the bull market has run
out of steam. Meanwhile, emerging
market stocks have struggled in
recent years amid worries about
rising US interest rates, falling
commodity prices and local
economic pressures.
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