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Seek bright
spots in
uncertain
markets.

Just when market volatility was starting to feel like a fading memory, it resurfaced in 2015. Markets were
buffeted by slowing growth in China and emerging markets, depressed commodity prices, instability in
the Middle East and a focus on the Federal Reserve in the US. Yet, despite the turbulence there was ample
opportunity for patient, long-term investors.
We expect further volatility in 2016, as major world markets are being pulled in different directions. Can
the US sustain its growth while China slows? Will consumption in China pick up enough to offset slowing
infrastructure spending? What will opportunity look like in low-growth areas like Europe and Japan? As the
year unfolds, investors who can see beyond macroeconomic headlines and seek out bright spots across the
investment landscape stand to benefit.

Seek growth amid volatility
“I need my portfolio to grow
but worry about world events.
How do I get growth in the
current environment?”

Pursue sustainable income
“I rely on my investments to
produce income but low stock
and bond yields present a big
challenge. What’s the right
approach to income generation
in today’s market?”
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The brightest spot in the global economy

Selectivity is the key

More volatility, more value?

With American consumers flexing their
muscles again, the US economy is
experiencing moderate growth. But given
an uncertain growth picture abroad and
fluctuating energy prices, expect greater
volatility.

The path to full economic recovery in
Europe and Japan is uncertain, but
central bank stimulus, currency weakness
and falling energy prices are providing
tailwinds for select companies. European
periphery countries also present
opportunities.

China’s woes have put some economies
in a tough spot. Less demand growth for
commodities and other exports could
spell further setbacks for investors. But
volatility may have a silver lining for
selective investors: unusually attractive
valuations.

Dividends

Higher-yielding bonds

Global bonds
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In hunt for dividends, go global

Who said this is a low-yield world?

Lower for longer

Opportunities to invest in blue-chip,
high-dividend-paying equities have gone
global. Companies that can generate
dividend growth have also been less
sensitive to rising rates and may offer
a measure of stability in an uncertain
environment.

Recent weakness in emerging markets and
high-yield bonds has resulted in attractive
yields. This could be viewed as a great
opportunity to invest selectively as uneven
global growth and varying fundamentals
lead to diverging markets.

US interest rates may be heading
higher, but the Federal Reserve is in
no mood to move quickly. The “lower
for longer” scenario remains intact and
bonds continue to provide important
diversification.

Growth amid volatility

Crosswinds send world’s economies on diverging paths
Can US expansion offset headwinds from China and emerging markets?

“From a macroeconomic standpoint,
this is not a very exciting world.
Then you go to the industry level
and the company level and there
are a lot of things to be excited
about. But you have to dig deep to
understand which drug companies
will get their therapies approved,
which components will be
needed in the next generation of
technology and which companies
are in the markets where the next
wave of growth will come.”
Rob Lovelace, Portfolio Manager

Some areas of the global economy are strengthening, but overall growth remains muted
TAILWINDS

HEADWINDS

US

Europe

Brazil

Healthy consumer, strong
housing cycle lift
domestic economy

Periphery showing signs of
life; ﬁscal austerity no longer
a drag

Mired in deepest
recession in 25 years

+2.6% +2.8%

2015 GDP
(estimated)
2016 GDP
(estimated)

+1.5% +1.6%

China
Growth slowing as
nation seeks transition
to consumer-driven
economy

–3.0% –1.0%

+6.8% +6.3%

India

Japan

Russia

Market reform, renewed
investment support
further growth

Slowing global demand
holding Japan on path of
weak growth

Contending with
weak energy prices,
economic sanctions

+7.3% +7.5%

Data as at October 2015.
Source: IMF World Economic Outlook

MIXED WINDS

•• Any prospect for a unified and

robust global recovery appears to be
indefinitely on hold.
•• China’s growth has slowed as it grapples

with the transition from an investmentled to a consumer-driven economy.
Fears that a protracted slowdown
could derail the broader global recovery
have sparked market volatility. Growth
has likewise slowed in a number of
emerging markets, in part due to
weak global demand and depressed
commodity prices.

+0.6% +1.0%

–3.8% –0.6%

•• Despite these headwinds, many

developed economies remain on a path
of growth. While recovery is somewhat
tentative in Europe and Japan, both are
showing signs of modest improvement
as central bank policy remains highly
supportive. The US remains the brightest
spot in the global economy, in large part
due to a healthy American consumer.
Many wonder if the US economic engine
can pull the rest of the world onto a
firmer growth path.

Regardless of shifting economic
conditions, pockets of investment
opportunity are certain to arise in 2016.
Look for companies that can pivot
towards growth opportunities across the
macroeconomic landscape.
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Growth amid volatility

Growth slows, but China remains resilient
Robust consumer demand has continued to support sales growth among leading firms

“The nature of Chinese growth is
changing, with consumer demand
playing a greater role. E-commerce,
healthcare, insurance and air travel
are just some of the industries
where there are high-quality local
firms and multinationals that
appear well-positioned to prosper
as China’s economy makes this
difficult transition.”

Even at times of shaky market confidence, individual firms have continued to do well in China
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•• Sure, Chinese growth has slowed, but

behind the headlines there’s a bigger story:
economic evolution. China’s transition away
from an investment-led economy towards
an economic structure more reliant on
consumption is well under way. Chinese
consumers have continued to serve as
a relatively resilient source of sales and
earnings growth for market leaders. In a
variety of sectors, high-quality domestic
firms and multinationals have continued
to thrive.

Feb 15

Mar 15
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Jun 15

•• As the economy transitions, further

market setbacks are possible.
Meanwhile, broader confidence in the
‘emerging markets story’ remains fragile
as investors fret about the global impact
of higher US interest rates. And yet, for
active investors, market weakness may
create the possibility of investing in
high-quality companies at compelling
valuations. Arguably, the environment
is ripe with opportunities for selective
investors who maintain a long-term
perspective.
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China’s consumer economy is not
immune to broader weakness. Slower
growth overall may act as a headwind
for consumption. That said, leading firms
can continue to distinguish themselves.
For investors, being selective is the key.
Sports and fashion wear, travel and
tourism, insurance and pharmaceuticals
are some of the main areas where
market leaders may continue to see solid
sales growth over time.

Growth amid volatility

Healthier consumers bolster US growth against external pressures
Expansion remains on track, despite weak export demand, industrial production

“On a fundamental basis, the US has
not reached a point of excess and
is in pretty good shape. However,
investors should expect some
volatility going forward. Right now
the biggest concern is whether
China will get worse. There is
always something to worry about.
A whiff can turn into a cough, but in
this case I do not expect a cold.”

Corporate
earnings
generally
positive

$

But no
economy
is an island

$

Internet retailers

+44.5 %

Average hourly
earnings

+2.3%

Home improvement
retailers

+17.0 %

Unemployment

Auto manufacturers

+19.6 %

Household debt
service ratio

Oil and gas drilling

–61.8 %

Core inflation

Claudia Huntington, Portfolio Manager

Earnings are 12-month forward-looking earnings as at
30 September 2015. Household debt service ratio and
core inflation as at 31 October 2015. Average hourly
earnings and unemployment rate as at 30 November
2015. Household debt service ratio represents ratio of
debt-to-household net worth. Core inflation excludes
food and energy prices. Sources: I/B/E/S, IMF, US Bureau
of Economic Analysis

Consumers
back on
their feet

•• Weakening global demand has cast a long

shadow, but US company earnings overall
appear to be in good shape. For that,
corporate America can thank the US
consumer. While earnings expectations
have plummeted for industrial- and
energy-related areas, such as oil and gas
drilling, a broad array of consumerfocused companies, like home
improvement and internet retailers, are
generating stronger profits.
•• In fact, for the 12 months ended

••

Negative net export activity

••

Stronger US dollar

5.0%

••

Prospect of further US Federal
Reserve interest rate rises

10.1%

••

Slowing industrial production

1.9%

rose 3.2%. And with household debt
service at multi-year lows, wages rising
and the employment picture improving,
American consumers, which account for
69% of GDP, may just be getting started.
•• Of course, in today’s global economy

‘no country is an island’. Capital
expenditures and net export growth
have weighed on overall GDP. These
headwinds will likely remain until
conditions improve in China, Europe
and elsewhere.

Companies across a wide variety
of industries are exposed to rising
consumption. These include home
improvement retailers such as The Home
Depot and internet retailers like Amazon.
As American consumers flex their
muscles, select businesses in these areas
stand to benefit.

30 September 2015, consumer spending
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Growth amid volatility

In Europe, recovery elusive, but valuations look attractive
Attractive valuations found amid currency weakness and central bank stimulus

“The Eurozone economy is
recovering, but it’s hard to do a
victory lap when GDP growth is
1.5%. The feeling has been that it
will never be as good as you hope
for, and it will never be as bad as
you fear. That’s Europe.”
Gerald Du Manoir, Portfolio Manager

The valuation gap: European companies trading at a discount to US counterparts
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Sources: RIMES, Datastream

•• Europe’s economy continues to follow

a familiar path of low growth and low
inflation. The 19-member Eurozone
is recovering from global and local
financial crises; however, it is doing so at a
significantly slower pace than the United
States and the United Kingdom. Economic
growth of around 1.5% has become the
norm, along with an unemployment rate
hovering around 11%.
•• Stubbornly low inflation and occasional

bouts of deflation have the European
Central Bank looking very seriously at
4 | 2016 Outlook January 2016

Banks

Healthcare

introducing more quantitative easing in
2016. A resulting decline in the value of the
euro should help boost exports, tourism
and consumer spending.
•• Despite the challenges, potential

opportunities are emerging in various
corners of the continent, including
homebuilders addressing pent-up housing
demand, and toll road operators expanding
amid Spain’s economic recovery. What’s
more, valuations appear relatively attractive
in a number of areas.

Energy

European companies sometimes
trade at a significant valuation gap
to US counterparts. The chart above
shows examples of this trend across
four industries. Consider the pair of
conservatively managed financial
institutions: Wells Fargo and Lloyds.
Although their end-markets are quite
different, their business models have
similarities. An argument could be
made that Lloyds looks more attractive
trading at a price-to-earnings ratio of
9.5, compared with Wells Fargo’s 12.6.

Growth amid volatility

Tourism to boost Japan’s GDP growth rate in decelerating economy
Spike in tourism is one bright spot in a mixed economic outlook for the island nation

“The real question for Japan is,
can quantitative easing and better
corporate governance really
provide a meaningful tailwind to
the economy? Frankly the jury is
still out. That being said, I still think
it’s very much a stay-the-course
moment. Valuations are low and
the companies that I’ve been
interested in lately have been more
domestic oriented, rather than the
pure exporters.”
Andrew Suzman, Portfolio Manager

More tourists are visiting Japan — and spending heavily
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January 2015: Japan’s Ministry of Foreign
Affairs further liberalises visa policies for
Chinese tourists, contributing to a substantial
year-over-year increase in tourism.
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•• Japan’s economy continues to decelerate,

despite Prime Minister Shinzo Abe’s
ambitious economic reform agenda,
historically low interest rates and
unprecedented central bank stimulus
measures. Financial turmoil in China has
made matters worse, and it will be difficult
for Japan to mount a sustained recovery
without some stabilisation in its largest
trading partner.
•• Investor expectations are high for

additional quantitative easing (QE) from the
Bank of Japan (BoJ). That should further
weaken the yen and provide a boost to

2004

2006

2008

2010

exports. Every month, the BoJ is buying
¥6 trillion to ¥8 trillion yen of assets in a bid
to boost inflation. It is by far the largest QE
programme in the world as a percentage
of GDP.
•• Other opportunities are emerging among

certain sectors of the economy, particularly
tourism and retailing. The government
recently loosened visa restrictions for those
wishing to visit Japan, which has resulted
in a flood of new tourists and an increase in
retail purchases by foreign visitors. Despite
China’s slowdown, the largest influx of
tourism is coming from China.

2012

2014

Tourism is expected to boost Japan’s
GDP growth rate by as much as 0.4
percentage points. Japan is on target
to reach 20 million visitors a year by
2020. Currently, tourists spend about
¥2.6 trillion ($21 billion) a year on
hotels, shopping and other travelrelated expenses. Select companies in
the hospitality and retail industries, like
discount retailer Don Quijote, cosmetics
and diaper maker Kao and personal care
products maker Shiseido, may benefit as
this trend continues.
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Sustainable income

Want dividends? Go global
Look to overseas markets for dividend payers and growers

“For companies that are growing
their dividends, that growth should
overwhelm the interest rate cycle,
not only over the longer term
but the medium term. The trick is
making sure you are invested in
the dividend growers.”

Many non-US markets offer relatively attractive dividend yields

Canada

3.2%

4.1%
Germany 2.6%

United Kingdom

Jim Lovelace, Portfolio Manager

US

2.1%

France

Brazil

2.9%

3.1%
Hong Kong 3.0%
Singapore 4.3%
China

4.1%
Australia

Data as at 30 November 2015. Yields calculated based on
MSCI country indices. Sources: RIMES, Capital Group

•• In many ways, globalisation has made

the world a much smaller place — but for
dividend-focused investors, adopting
a global perspective expands the
possibilities. Today, companies and
industries are increasingly global in terms
of their markets, revenue, competitors
and means of production. Likewise, the
investment universe for blue-chip, highdividend equities is global.
•• The map shows that the current dividend

yields of major equity indices in Canada,
Australia, the UK, Singapore and Germany
compare favourably with the yield in the US.
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•• Of course, not all dividend opportunities

are equal. Investors should look for
companies with attractive competitive
positions in their markets that have the
ability to sustain dividends. What’s more,
with the Federal Reserve raising rates in
the US, investors may want to focus on
companies that can grow their dividends,
as they stand to fare better in a rising
rate environment. While rates are likely
to remain low in many other markets,
dividends and dividends growth have
traditionally been regarded as hallmarks of
good corporate governance.

5.2%

There are strong companies paying
healthy — and often growing — dividends
in a broad range of markets and
industries around the world. Among
these are Canadian banks TorontoDominion Bank and Royal Bank of
Canada; UK utility company National
Grid; German automaker Daimler; and
Asian telecom companies China Mobile
and Singapore Telecommunications.

Sustainable income

Who said this is a low-yield world?
A step-up in ‘plus sector’ yields suggests greater return potential for long-term investors

“There are some attractive
valuations in the US high-yield
bond market. Overall corporate
fundamentals appear sound,
though we’re keeping a close eye
on rising leverage. In emerging
market debt, substantial variation
among country fundamentals
and policy responses is creating
a varied investment environment.
Consequently, there are diverse
opportunities for longer term
investors who are selective.”
Laurentius Harrer, Portfolio Manager

Recent weakness in emerging markets and high-yield sectors has resulted in attractive yields
8.5%
8
7.5

8.02%

US High Yield Corporates (rated BB/Ba and below)
Emerging Markets Debt (local-currency issues)
Emerging Markets Debt (US dollar issues)

7

6.85%

6.5

6.39%
6
5.5
5
Dec 14

Yields are for 31 December 2014 to 30 November
2015, from Barclays US High Yield Index, JPMorgan
Government Bond Index-Emerging Markets (GBI-EM)
Global Diversified and JPMorgan Emerging Markets
Bond Index Global.
Sources: Barclays Research, JPMorgan
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•• Fragile market confidence in emerging

markets and high-yield bonds could be
viewed by those searching for yield as a
great opportunity to invest selectively.
•• Emerging market debt is not all the

same. Against a backdrop of uneven
global growth, variation among country
fundamentals and policy responses has
created meaningful differences in bond
valuations, yields and currencies. Investor
sentiment could continue to be fragile
in the face of slowing growth in China,
lower commodity prices and higher US
interest rates.
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•• Broadly speaking, high-yield corporate

bonds offer attractive yields. But there is
a clear division in the market. As oil and
commodity prices declined, yields for
US energy sector and metals and mining
sector issues have risen much more than
the rest of the market. But while financial
stresses have become more apparent
among commodity-related issuers, in
other sectors solid fundamentals are
more prevalent.

Sep 15

Oct 15

Nov 15

Though some currencies may depreciate
further, emerging economies are
generally in better shape to weather nearterm challenges. In addition to dollardenominated bonds, certain local markets
offer relatively attractive total return
potential. In high yield, valuations within
the energy sector appear particularly
attractive, but selectivity is also essential.
Credit research can help identify those
firms that appear better positioned to
navigate this environment.
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Sustainable income

Lower for longer: Expect a slower path to higher interest rates
Muted inflation and slowing global economic growth should keep a lid on rates

“Market participants have focused
intensely on the exact timing of
the Fed’s first interest rate hike, but
the significance of that milestone
isn’t as great as one might think.
The first move, in my view, is not
nearly as important as the slope of
subsequent rate increases. I expect
that slope to be shallow, with very
slow, measured movements. I am
less concerned about the first rate
hike and more focused on the
second, third, fourth and fifth.”
David Hoag, Portfolio Manager

The US Federal Reserve has raised rates, but deflationary pressures suggest modest increases going forward

US core
inﬂation
remains low

Forces exerting
upward pressure on rates

5.0%
Impressive
drop in
unemployment

US unemployment as at 30 November 2015. US job
growth: Period measured covers 12 months ended
30 November 2015. Core inflation: Period measured
covers 12 months ended 31 October 2015. Core inflation,
which excludes volatile food and energy prices, calculated
monthly as part of the Personal Consumption Index (PCE).
US gross domestic product (GDP) represents International
Monetary Fund (IMF) estimate for 2016. China’s change
in GDP growth rate represents percentage point change
in GDP growth from 2015 to 2016, using IMF estimates.
European Central Bank benchmark interest rate as at
30 November 2015. Sources: Datastream, IMF

2.8%

–0.5%

ECB
benchmark
interest
rate

0.05%

Forces exerting
downward pressure on rates

US GDP
proceeds at
modest pace

•• US interest rates may continue to rise in

2016 as the Federal Reserve (Fed) seeks to
normalise monetary policy amid a modestly
growing economy. However, the key
question facing Fed officials is how far they
can go given mixed economic conditions
in the US and financial pressures abroad.
Many are questioning whether the US
economy is strong enough to absorb
a meaningful rise.
•• Deflationary pressures from abroad and a

strong dollar are factors that should prompt
the central bank to move slower than
expected. Many of our portfolio managers
8 | 2016 Outlook January 2016

1.9%

China’s GDP
growth rate
continues
to slide

expect US rates to remain suppressed for
years as the Fed proceeds with caution.
•• The past two years offered evidence of

this trend. As Fed officials have repeatedly
voiced their desire to raise rates, the
yield on the benchmark 10-year Treasury
bond actually declined by nearly a full
percentage point as at 30 September
2015. Many factors contributed to that
decline, including strong demand for
Treasury bonds, falling oil prices and the
unprecedented expansion of quantitative
easing (QE) around the world.

QE has gone global. Although the Fed
halted its bond-buying programme
in 2014, the European Central Bank
launched a new QE initiative in March,
to the tune of €60 billion a month. The
Bank of Japan has been purchasing
¥6 trillion to ¥8 trillion of assets each
month. With bond yields in Germany
and Japan below 1%, interest rates
both globally and in the US are
essentially anchored lower by the
weight of monetary stimulus.

2016 Outlook: Seek global growth and sustainable income

Headwinds

Tailwinds

US

Global

Emerging markets

Dividends

Bonds

•• Weaker overseas demand and
a stronger dollar could further
dampen export activity

•• Structural underemployment

•• Repercussions of China’s
economic adjustment

•• Potential for modest rate increases
in 2016

•• Tighter monetary policy likely to
lead to increased volatility

•• Political opposition to further
support for financial system

•• Further currency weakness is
possible, but may be relatively
limited

•• The global economy is still fragile:
deleveraging is taking place in
some markets

•• Deflation in Europe could impact
asset prices

•• Higher US rates may prompt
volatile asset flows

•• Labour market continues to
strengthen

•• Political will to find a solution to
sluggish economic growth

•• Household debt is at multi-year
lows

•• Currency weakness
helping exporters

•• Political change, economic reform
support confidence in certain
markets

•• Lower energy and import prices
boosting purchasing power

•• Industrial production and other
leading indicators are starting to
pick up in Europe

•• Inflation remains tame

•• Slowing emerging markets
demand

•• Fiscal and trade imbalances
are improving
•• Chinese monetary policy
should benefit growth

•• Financial conditions are
tightening despite stimulus,
largely due to events in China

Strategies
to consider

With no obvious imbalances the
US economy should continue on
a growth path, with particular
strength among consumer-oriented
companies.

Economic recovery may be
tentative, but companies often
adapt. Look for select franchises
that can pivot to pockets of
opportunity across markets.

US Growth and Income
Global Growth and Income
European Growth and Income

•• Fed faces challenge of managing
rate increases

•• Interest rates should stay lower
for longer

•• Relatively low interest rates
for now

•• Companies with attractive
competitive positions may have
capacity for dividend growth as
the global economy normalises

•• Geopolitical unrest may spur
purchases of safe-haven assets
•• Foreign buying of
US Treasuries
•• Rising demand for bonds from
pension funds

•• India benefiting from low oil
prices, corporate reform

Key takeaways

•• Valuations are high for
most bonds

China, Brazil and Russia are
struggling with a number of
challenges, but volatility can offer
opportunities to invest in leading
securities at compelling valuations.

There are strong companies paying
healthy — and often growing —
dividends in a broad range of
markets and industries around
the world

The ‘lower for longer’ scenario
remains intact and bonds
continue to play an important riskdampening role in portfolios.

Emerging Markets Total
Opportunities

World Dividend Growers

Global High Income Opportunities

Absolute Income Grower

Emerging Markets Debt

Emerging Markets Debt

Japan Equity

Emerging Markets Local Currency
Debt

New Perspective

Euro Bond
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