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I. Market Performance Review

PERFORMANCE BY ASSET CLASS
2017 (YTD)

2016

•

Equities continue to
outperform
other
asset classes, led by
US and Emerging
markets, based on
improved growth and
earning prospects.

•

Despite the lower
volatility and risks,
Gold was supported
by higher inflation
expectations
and
uncertainties about
Trump policies

•

Bonds turn weaker
due
to
higher
expected
interest
rates.

•

Volatility
is
still
trading at historically
low levels
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PERFORMANCE BY REGION
2017 (YTD)
20%

2016

Chinese equities are leading
the performance table thanks
to a still resilient growth
(+6.5% GDP) and positive
marco-economic indicators
(PMI 51.6 / Caixin PMI 51.7).
In addition, Chinese equities
are catching back from their
lacklustre performance in
2015 (-13.74%) and 2016 (0.7%).

•

US is the top developed
market performer boosted by
promising Keynesian policies
(tax cuts and investment
spending plans) from new
President Trump.

•

Russia is digesting its stellar
return in 2016. It remains
attractive in
terms
of
valuations though especially
if sanctions are lifted.
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PERFORMANCE BY SECTOR
2017 (YTD)
25%

2016

•

The beginning of the year
saw the rebound of the
healthcare sector supported
by potential deregulation),
while the technology and
materials sectors continue
to
outperform.
Trump
spending
plans
(in
infrastructure namely) are
certainly
supporting
materials
but
also
industrials and defence.

•

All sectors posted positive
performance so far this
year, except for the energy
sector, which gave up some
of its last-year rebound, as
the oil price stabilised
around $55/bl.
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CURRENCIES
2017 (YTD)

2016

•

This year, the USD
continues to build
strength over other
currencies,
despite
uncertainties brought
by Trump election on
the pace of the Fed’s
rate hikes.

•

The British pounds has
finally
stabilised
around 1.20 against
the $ after posting a
15% drop last year
following the Brexit
vote.

•

The EUR/$ parity
remains with in a tight
range (1.05 - 1.15)

•

While the BoJ is
desperately hoping to
weaken its currency
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II. Macro Review

2017: A NEW WORLD ?
▪ At long last, we have synchronized global growth: here to last ?
▪ Farewell to monetary easing, hello to fiscal reflation ?
▪ Deflation no more, we should now fear inflation?

▪ End of US supremacy ? Where should we look for decent returns ?
▪ What could derail Equity markets from outperforming ?
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WORLD ECONOMY ALIVE AND KICKING
•

•

•

•

With a few exceptions like Brazil or
India, the world economy showed signs
of strengthening growth in the second
half of last year with more evidence of
activity pickup early in 2017.
Sector-wise, the recovery is broad
based. Technology and Financials have
been in the lead throughout 2016,
whilst consumer goods are in the
driving seat since the turn of the 2017.
The automotive sector registered the
strongest pace of expansion, a good
omen
showing
that
consumer
confidence regarding job prospects is
running high.
The strongest non-consumer sectors
include banks and transportation,
evidence that the cyclical recovery will
extend into 2017.
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EM TO DM GROWTH LIKELY TO WIDEN
•
•
•

•
•

•

Growth in Emerging markets
has been in line with that of
developed markets.
Steady oil prices, easing credit
conditions will likely widen
the EM to DM growth gap.
India, China and Indonesia
will be the G20 fastest
countries in 2017.
Russia and Brazil which were
mired into recession till 2016
will return to positive growth
territory in 2017.
With a few exceptions like
Italy, Spain and Greece, DM
growth
remains
solidly
anchored above pre-2007
crisis peaks.
Switzerland, the US and
Germany are in the lead of DM
growth.
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GLOBAL RECOVERY MAY FACE POLITICAL HEADWINDS
BOTH IN THE US…
•

In the US, the Trump presidency started on a
rollercoaster of political moves like the antiimmigration decree that abide by his the
President protectionist stance.

•

The separation of power between legislative,
executive and judicial proves a crucial
safeguard against potentially damaging steps
by President inclined to over-rule both the
Parliament and the Supreme court
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… AND IN EUROPE !
•

Key milestones on Europe 2017 political
agenda:

•

Migration and Terrorism rank today higher in
the European population surveys on what
constitute the most important challenges
which EU needs to address.

•

As more evidence of economic recovery –
including in the European periphery - shows
in the data, the temptation for single
European countries to follow the British
example will most likely be more muted.

•

Surveys show that there is more support for
EU following the Brexit.

•

EU authorities will most likely offer few
concessions to the UK, in order to ring-fence
Continental Europe and avoid Brexit-style
contagion.

•

Still, any progress made towards a US-UK
trade deal might encourage populist stances
fostering bilateral approaches.

• March 15: General elections in Holland
• May 7: Presidential elections in France
• September: Referendum for Catalonia
independence
• September:
Germany

General

elections

in
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TRUMP ERA LIKELY TO BE ROCKY
•

The omnipresent Donald Trump kickstarted an era which will prove
volatile for financial markets, with the
President’s inclination to over-rule
both the Congress and the Supreme
court and make extensive use of
abrupt statements on key issues such
as trade or immigration.

•

Like Reaganomics’ supply side
economics, Trumponomics should
prove positive for US economic
growth, which will no doubt benefit
from massive cuts in taxes, increased
infrastructure spending and massive
deregulation.

•

With the US economy at full
employment, additional boost is likely
to prove inflationary.
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FEARS OF RETALIATION AS MAIN BARRIER AGAINST
TRADE WARS
•
•

•

•

Uncertainty
prevails
as
to
President Trump’s ability to enact
the protectionist threats he uttered
when he ran for Presidency.
So far, Wall street has largely
ignored the
threats made by
Trump to impose a 45% tariff on
Chinese goods and a 35% one on
Mexico, on grounds that these
protectionist measures would be
hard to implement.
Now that Trump is in power,
markets come to realize that the
President has much more leeway
to enact his trade agenda by
imposing tariffs unilaterally.
Fear of retaliation will be the key in
abating protectionist forces set in
motion by the new President.
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US GROWTH LIKELY TO ACCELERATE WITH TRUMP
•

US economy is alive and
kicking
and
leading
indicators point to a steady
pace in 2017.

•

Growth is largely driven by
domestic
consumption,
which accounts for close to
70% of the US economy

•

Next exports in the US have
slowed, having to cope with
the headwind of a stronger
USD.

•

Atlanta Fed GDP nowcast
points to solid growth in
2017:Q1, a positive news in
light of traditionally weak
1st quarter growth statistics.
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US CONSUMPTION IN THE DRIVING SEAT…
•

With an estimated weight of
just under 20% of the world
economy, US consumption
remains in the driving seat
of world growth

•

US consumer confidence is
the key to spending. A drop
of more than 20% of
consumer
confidence
historically
marks
the
beginning of a recession,
whilst the crossover of this
threshold
from
more
negative falls heralds the
end of recessions.

•

The current increase of
consumer confidence by
close to 20% highlights the
low risk of a US recession in
2017.
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… BOOSTED BY CLOSE TO PEAK CONSUMER
CONFIDENCE
•

As measured by the
University of Michigan, US
Consumer confidence is
close to its all-time high
registered in 1999.

•

Much improving labor
market conditions account
for a large share of rising
confidence.

•

Despite the fact that the fall
of the unemployment rate
in the US is due to a drop in
the
participation
rate
(discouraged unemployed,
aging population), the
substantial drop in the
unemployment rate from
10% during the 2007-09
crisis to less than 5%
currently widely accounts
for the rise in consumer
confidence.
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US ECONOMY AT FULL EMPLOYMENT
•

•

•
•

At 5%, the unemployment
rate in the US stands at its
Non Accelerating Inflation
Rate
of
Unemployment
(NAIRU).
Periods
of
sub-Nairu
unemployment rates like the
70s or the late 90s have
coincided with strong costpush inflation via rising
wages.
Hourly wages growth has
been gathering momentum
from 1.5% in 2010 to just
under 4% currently.
A reflationary policy will
likely create more supply
shortages on the labor
market which could unleash
fresh inflationary pressures
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IMPROVING CREDIT CONDITIONS BOOST EUROZONE
GROWTH
•

The Eurozone economy ended 2016 on a
bright note. It grew at 0.5% in Q4, after
coming at 0.3% in the previous 2 quarters.

•

Rising populism, Brexit and terrorist attacks
failed to dent the economy’s positive
momentum and economic sentiment in the
bloc remains at a multi-year high.

•

Political uncertainty cloud the economic
outlook for the fist half of 2017, as the
Netherlands, France and Germany – which
together account for over half of the
Eurozone’s GDP – are all gearing up for
general elections, in a context of rising
populism, waning support for traditional
parties and unreliable election polls.

•

Bank lending is slowly improving in the
Eurozone, a necessary condition for the
policy of the ECB to work its way to the real
economy.
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EUROZONE: DESPITE INFLATION NEARING ITS 2%
TARGET, ECB WILL NOT EXIT QE
•

In the euro area, price stability – defined
as year-on-year increase of the
Harmonized Index of Consumer Prices
(HICP) of below 2% - is reached.

•

In Germany, inflation could overshoot its
2% target set by the Bundesbank.

•

An inflation rate at its target is used by
the Bundesbank to call for the ECB to
exiting as swiftly as possible from its
bond-purchase program.

•

The ECB will refrain from putting an end
to QE and will keep boosting its balance
sheet by Eur 60 bn at least till end 2017.
Justifications to do so include the fact that
much of the inflationary pressures in the
euro zone is oil driven and that rising
bond yields are dampening the positive
impact of QE on public debt servicing and
economic activity.
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UK GROWTH ON TRACK … SO FAR

•
UK share of world GDP

•
Russia share of world GDP

•

Fears of post Brexit recession in the UK are
postponed as the country is to benefit from a
weaker sterling boost to net exports… until Brexit
kicks in.
As with Russia in 1998, we should not
underestimate the spillover impact on the world
economy of a severe downturn in a country which
accounts for less than 4% of the world economy.
Still, the “clean” alias “hard Brexit” will prove way
more painful for the UK than for continental
Europe.
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CHINA: BACK TO GROWTH STIMULUS
•

Chinese authorities are back
to stimulating the economy
through easier monetary and
credit conditions aiming at
boosting
infrastructure
spending via State owned
enterprises.

•

The rebalancing of the
economy away from industry
and
investment
towards
services and consumption is
thus postponed in light of the
clear slowdown momentum
the process entails,

•

Growth will be stronger in
2017
but
the
needed
structural reforms related to
demographics, productivity
and overcapacity as well as
debt overhang will need to be
addressed in a near future.
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WHY A TRADE WAR WITH CHINA WOULD BE A BAD
IDEA
•

President Trump has been bashing
China on the trade imbalance: 20% of
US imports come from China and these
account for more than 4 times the
value of US exports to China.

•

For years, the People Bank of China has
been piling in US Treasuries in an
attempt to prevent the USD from
falling excessively vis-à-vis the Yuan.
This has made Chinese exports more
competitive but it has also kept US
long term interest rates lower than
they would have been.

•

Trade tariffs imposed to China would
trigger retaliation, would spark
inflation in the US, and would curtail
Chinese investments in the US.

•

With 7% of the $19Tr US debt in the
hands of China, any dumping as tit-fortat would generate tensions on US
long-term rates.
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JAPAN: JOB CREATION SHOWS ABENOMICS IS WORKING
•

There is a lot of skepticism on
whether Abenomics
–
an
ambitious
combination
introduced by Prime Minister
Abe upon his election in 2012 of
fiscal stimulus, monetary easing
and structural reforms - will
work.

•

Compared to previous attempts
to revive growth in Japan,
Abenomics has defeated deflation
(see next page), lifted companies
profits and dividends, and
expanded employment (more
than 2 mios jobs created since
2012).

•

Indeed, the job offers to applicant
ratio is nearing its all-time high
of 1.4 reached in the 90s, and the
fall of the unemployment rate
comes
together
with
an
remarkable increase in the
participation rate.
24

JAPAN: MACRO PICTURE LOOKING GOOD
•

Traditionally, much of the
economic activity in Japan
relies on a weaker yen to
spur a pick-up in exports
and business investment.

•

The key for Abenomics to
work hinges on inflation
returning into positive
territory as is currently the
case.

•

Real wages and interest
rates on savings accounts
also need to be positive in a
country most affected by
the aging of population.

•

With the continuing help of
the BOJ and a weaker yen,
economic prospects look
pretty solid for 2017.
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EMERGING MARKETS BACK ON TRACK

•

Although still mired into recession, leading
indicators point to recovery in Brazil and
Russia.

•

With the repo rate still at 1.5% in real terms,
abating inflation pressures offer opportunities
for Reserve Bank of India to maintain or
indeed strengthen its easing conditions policy
stance. Once the “demonetization” shock over
(by the summer), India strong growth is likely
to resume.
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BACK TO (SOME) INFLATION ?

The Fed prefers the PCE
over the more popular CPI
for 2 main reasons::
-

PCE has a more
comprehensive coverage
of goods and services.
PCE better account s for
«substitution effects»
between Expensive items
and less expensive
alternatives. On average,
PCE thus trends lower
than CPI.

•

Both in the US and
Eurozone, stronger activity
is
pushing
inflation
expectations higher.

•

Much of the pickup in
headline inflation is related
to oil prices, but core
inflation rates are also
showing some signs of
strain.
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CENTRAL BANKS STILL ACTIVE
•

The Fed is on target to deliver 3 interest rate
increases in 2017. Markets believe that
economic uncertainty over Trumponomics will
deter the Fed to deliver the promised hikes.

•

Trumponomics is likely to drive inflation
expectations higher and if – as we believe – his
protectionist program will be hard to
implement, economic activity will be stronger
in the US such that the Fed will deliver the 3
promised hikes.

•

Still, a pretty dovish Fed under Yellen makes no
bones about its willingness to reverse
tightening mode if economic conditions no
longer justify it.

•

The ECB is likely to keep in easing mode at least
till the end of the year, despite an inflation rate
nearing its objective.

•

The BoJ will also keep boosting its balance
sheet. The SNB will likely slow its Euro
purchases and let the Swiss franc appreciate
somewhat on grounds that Swiss exports seem
to withstand the stronger currency and to avoid
any further criticism by the Trump
administration that it manipulates its currency.
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III. Financial Markets

WORLD EQUITIES WELL SUPPORTED BY MACRO
FUNDAMENTALS AND VALUATION

World GDP - PPP (%) World GDP (%) MSCI World - CGBI world %yoy

•

At 16 times expected earnings, world
equities show no valuation excesses.

•

Strong world GDP point to solid macro
fundamentals which justifies world
equities to bonds outperformance.

•

Expected PE to expected earning growth
speak in favor of Emerging markets,
followed by Europe and the US.
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POSITIVE ECONOMIC SURPRISES DRIVE WALL STREET
HIGHER

•

At 18 times expected earnings, US equities show
extended valuation.

•

US equities will be further supported by positive
economic surprises pointing to solid economic
growth and a cautious Fed using forward guidance
to prepare markets for its tightening of the monetary
reins.

•

Uncertainty over Trump’s ability to impose tariffs
could derail markets from their complacency and
boost volatility from its current lows.
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EUROZONE EQUITIES ATTRACTIVE RELATIVE TO BONDS
•

At 14 times expected
earnings, equities in the
Eurozone valuation slightly
exceed their long term
average of close to 13x.

•

Equity valuation remain
attractive when comparing
dividend to bong yields. At
2.5 times, the ratio of the
former to the latter still
speaks in favor of equities,
although not as steadfastly
clear as in 2016, when the
same ratio reached a
staggering level of 6 times.

•

Further tensions on bond
yields would put equities at
risk.
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ASIAN MARKETS SHOW ATTRACTIVE VALUATION
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MOST EMERGING MARKETS ARE CHEAP

•

Valuation are mostly attractive in
Emerging markets.

•

Fed tightening and a stronger USD
will nevertheless act as headwind to
increased allocation to Emerging
markets.
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BOND YIELDS AND CREDIT STILL NOT ATTRACTIVE

•

Bond yields are still too low to attract
investors to fixed income although a return
to positive territory of German bunds and
US Treasuries above 2% is gradually
changing the picture.

•

Corporate Bonds (both investment grade
and High yields) spreads to Treasuries
offer little upside for capital gains.
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BOND TO EQUITY YIELD IS THE KEY
•

•

•

2017 could mark the end of
“TINA”
(There
Is
No
Alternative), which has made
investors piling in risky assets
for lack of yields on cash and
bonds.
In 1987, bond yields rose
from 7 to 10% over both Fed
tightening and inflation fears,
which triggered a crash in
October.
Using a standard “Greenspan
model” which works on the
assumption that Equity yields
(defined as the inverse of he
PE ratio) and bond yields tend
to equate in the long run, we
may estimate that US Equities
would be at risk if US bond
yields approach 4%.
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MACRO CONCLUSIONS
▪ World growth sustained throughout 2017
▪ Monetary policy tighter in US, neutral elsewhere
▪ Fiscal expansion to the rescue

▪ Deflation threats lower. Inflation fears exaggerated
▪ Main risk for Equity markets: end of TINA as bond yields move higher
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IV. Asset Barometer Review

ASSET BAROMETER
LOW
--

NEUTRAL
=

HIGH
+ ++

•

CASH

Cash:
▪

FIXED INCOME
Sovereign
US
Europe
EM
Inflation-Linked

Investment Grade

•

Fixed Income :
▪

US
Europe
EM

High Yield
US
Europe

Long overall due to lower fixed income
exposure and to serve as a buffer to
equities in anticipation of a possible broad
market correction.

▪
▪
▪

Globally short due to interest rate risk
Focus on short duration exposure
Long High Yield debt especially across
Europe
Long on inflation protection: TIPS
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ASSET BAROMETER
LOW
--

EQUITIES

NEUTRAL
=

HIGH
+ ++

•

Regions

Equities :
▪

US
Europe
Japan
Emerging Market

▪

Cyclical
Defensive

▪

▪
▪

Sectors

•

COMMODITIES
Gold
Oil

ALTERNATIVES - HF
CURRENCIES

Commodities :
▪

•
•

Long Gold as a refuge value and inflation protection
(but interest rate and USD risks) or other precious
metals for diversification (palladium).

Alternatives :
▪

EUR/USD
GBP/USD
JPY/USD
RMB/USD

Technically overbought short term.
Deploy some hedge (short Futures).
Positive medium term equity trend based on GDP
increase & Earnings momentum
Favorite geographic zones: EU (cheaper), EM (China,
India), JP
Favorite Sectors: cyclicals such as Materials,
Industrials, IT and Financials

Decorrelate returns form overall markets: market
neutral strategies.

Currencies :
▪

Long $ , Hedge ¥ , Neutral ₤
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