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Welcome

2016 has been an extraordinary year. Few would have 
predicted last January that we would be rolling into 2017 
with Trump in the White House and the UK planning to 
leave Europe all with equity markets seemingly taking it 
in their stride – at the time of writing, the FTSE 100 is at 
over 6,900. Consensus, polls and forecasting have all 
been called into question.

So with 2016 and its political and economic turbulence 
behind us, what does the investment landscape look like 
as we move into 2017? What are the opportunities and 
threats on the horizon?

There are a series of general elections set to take place 
across Europe - in France, Germany and the Netherlands. 
Voter sentiment appears to have undergone a seismic 
shift, with the electorates set to make their opinions 
known via the ballot box, according to the latest polls.  
If the emerging populist parties are successful, this  
could have a significant impact on interest rates,  
inflation and thus bond yields. But will the impact be  
as negative as the doomsayers predict and what does 
this mean for equity markets? Richard Champion 
explores this further on pages 12-14. 

Always influential on the global stage, we look further 
afield to China. 2017 marks the Chinese year of the 
rooster – a year to work hard and be patient in order 
to achieve our goals, yet spend time in solitude and 
harmony with friends and family. According to beliefs 
aligned with the Chinese zodiac, people will be more 
polite and less stubborn, but also have the tendency to 
complicate things. When it comes to China, the last thing 
we need is more complexity - Justin Oliver takes a look 
at China’s over-heating property market, GDP rate and 
levels of debt on pages 24-26.

The effect of central banks’ monetary policy has forced 
interest rates across the developed world to historic lows 
creating an astonishing bull market in bonds over the last 
few years. And a parallel trend has developed in certain 
equities, what we call quality stocks or ‘bond proxies’- 
stocks that offer bond-like characteristics in terms of 
paying a sustainable dividend yield. These stocks had a 
great run, up until the final quarter of 2016, where they 
gave back some of their gains. Can we expect these 
companies to bounce back in the coming year? Richard 
Champion discusses on pages 20-22.

Over the next year we believe that governments will take 
responsibility for boosting economic activity, and fiscal 
policy will displace the recent unorthodox monetary 
policies introduced by the central banks, as cited by 
Justin Oliver in his article on pages 8-10. But what effect 
will this have on bonds? Should we be wary of meeting a 
bond bear market in 2017? Justin explores this further on 
pages 16-18.  

And what of equity valuations? Surely there is no further 
headroom in markets such as the US where prices have 
been stretched for some time? Richard Champion writes 
why we think there is potential for shares to move higher 
in 2017 on pages 28-30. 

We will have to wait and see if 2017 will be as turbulent 
and unexpected as 2016; but we know for sure that 
we will need to keep a close eye on the broader macro 
and political landscape as it will undoubtedly impact 
our investment decisions. I would like to wish you all a 
happy and prosperous 2017. As ever, if you would like 
any further information, please contact your Canaccord 
Genuity Wealth Management representative.
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Global Investment Market Review and Outlook

Whatever challenges we face in 2017, 2016 has provided 
a useful education in how to deal with surprises and 
market volatility. We certainly weren’t expecting the 
weakness we suffered at the beginning of 2016 when 
market liquidity dried up, the Chinese market rapidly 
lost 20% and bank shares were moving 10% a day, 
sometimes in both directions. 

There were a variety of reasons for this extreme 
nervousness. Worries about a US recession were  
increasing and fears of a Chinese hard landing led to 
speculation about a substantial renminbi devaluation.  
The oil price eventually recovered, and central banks 
continued to be highly accommodating, which helped 
stabilise sentiment in Q2 2016 – as did better than 
expected European economic data, which suggested  
that ECB policies were working and the recovery was  
gaining traction.

The global macro outlook was beginning to look 
constructive for risk assets when, to the surprise  
of bookies and pollsters, the Brexit vote on 23 June 
changed everything. We concluded in our Q3 review  
that “if the UK can vote for Brexit, who is to say that 
Donald Trump can’t get elected on this growing wave  
of populism” – so the US election result didn’t particularly 
surprise us. However, the speed at which global equity 

markets responded favourably to his election did – and 
prompted us to increase our own exposure to US equities.

While 2016 will be remembered mainly for Brexit and 
Trump, it’s important to highlight two other occurrences. 

Firstly, throughout the year there was a growing debate 
about the effectiveness of monetary policy in healing  
the global economy. While many asset prices have  
been inflated as a result of Quantitative Easing, the 
global financial system is still broken, with a huge  
debt overhang, structurally low growth and, in many 
countries, poor demographics, a savings glut and no 
gains in productivity. Experts accept that monetary  
policy has achieved as much as it can and should now  
be augmented by fiscal stimulus. Donald Trump’s promise 
to do this got him elected and cheered up equity markets 
over the last quarter. We can expect to see these policies 
implemented across much of the world in 2017.

This leads us to our second, connected topic. Fiscal 
stimulus implies greater debt issuance and probably 
higher inflation – so it’s likely that we’ve seen the low 
for bond yields. In the US the 10 year Treasury yield has 
risen from a low of 1.36% to 2.60%, while in the UK 
the comparable movement is from 0.52% to 1.43%. While 
government bonds may be a little oversold in the short term, 
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the medium-term outlook is poor and many commentators 
are already forecasting a further move to 3% and 2% for  
US and UK 10 year government bonds, respectively. 

This poor outlook for government bonds will pose an 
asset allocation challenge in 2017, because we will 
need to identify other non-equity correlated assets to 
use as diversifiers. For this reason we’ll probably reduce 
our already underweight bond exposure during the 
first quarter and increase our exposure to alternatives, 
including structured products.  

We’ve entered 2017 with a modest overweight to 
equities. The global economy is improving, with economic 
data from most countries picking up in unison, in a 
manner not seen since 2007. In the US, corporate 
earnings are expected to improve significantly, fuelled 
both by new business friendly measures from the Trump 
administration and by a pick-up in resource sector 
earnings as a result of a higher oil price. 

While the US market looks relatively expensive (the 
current 12-month forward PE is 17 versus 14 for the 
rest of the world), it’s an easy market to own, given the 
momentum behind the economy and the clearer political 
outlook versus many other parts of the world. While a 
rising US dollar will act as a constraint, we will continue 
to overweight US equities in early 2017, as they have 
the best earnings momentum and will benefit from likely 
significant fiscal stimulus.

A busy year for Europe
In Europe the focus will be on political uncertainties. 
In December, the ECB announced an extension of 
its QE bond buying programme from March 2017 to 
December 2017, although at a reduced rate (€60 billion 
per month versus €80 billion). Monetary policy will 
probably continue to be very loose for the time being and, 
given that inflation remains comfortably below official 
targets, there is no prospect of an interest rate rise in 
the foreseeable future. Highly accommodative policies 
and relatively cheap valuations should underpin equity 
market prospects, but ongoing political concerns will be a 
constraint and a possible cause of market volatility. 

The 2017 political calendar looks rather busy. The 
Netherlands will hold elections in March, and this is also 
the month when Article 50 could be triggered. French 
and German elections then follow and there is also the 
possibility of Italian elections after the recent referendum 
result which, while it was perceived as a further example 
of the populism that produced Brexit and Trump, was in 
fact a vote for the status quo.

Some commentators have pointed out that if one had 
known the Brexit, US election and Italian referendum 
results in advance, it still wouldn’t have helped with 
formulating investment policy, as equities responded 
favourably to all three events. 

We’ve been surprised at the apparent resilience of the UK 
economy so far, given the huge level of uncertainty over 
the Brexit negotiations. At present the Cabinet appears 
divided and we are now awaiting the Supreme Court’s 
ruling on whether or not Article 50 can be triggered 
without Parliament’s approval. 

We expect an erosion of confidence in the UK economy 
in 2017 and believe the growth outlook will deteriorate 
further. Against this backdrop it is not unreasonable 
to expect UK government bond yields to drift higher, 
especially as the inflation picture will be deteriorating due 
to sterling’s recent weakness and the recovery of the oil 
price. However, the Bank of England is likely to stress that 
this inflation pick-up will be transitory and doesn’t require 
an interest rate rise. Given this worrying outlook for the 
UK, we will continue to focus on UK stocks that don’t 
depend on the UK domestic economy.  

Looking further afield
We will begin 2017, like 2016, with concerns about the 
Chinese economy. As well as the usual worries about the 
property bubble and a hard landing, this year we have 
the extra uncertainties of possible Trump protectionist 
policies and the Communist Party’s 19th National 
Congress, which will elect its leadership for the next  
five years. The lack of transparency during this process 
could produce some market volatility. 

2017 will be a big year for India. Significant pro-business 
reforms have been achieved but the recent demonetisation 
moves, which are clearly long-term benefits for the economy, 
are painful in the short term. While it may take the equity 
market a quarter or two to stabilise, this remains one of our 
favourable long-term markets.

To summarise
We enter 2017 reasonably upbeat about prospects for 
the year, our confidence improved by the comments from 
the Fed when they hiked interest rates by the expected 
25 basis points on 14 December. Citing a strong labour 
market and a resilient economy, the Fed now expects an 
additional three 25 basis point hikes during the year. 

The US is now firmly on the path of policy normalisation, 
while the rest of the world is still not ready to raise 
interest rates. This growing interest rate gap between 
the US and the rest of the world will heavily influence 
capital flows in 2017 and should also provide interesting 
investment opportunities. Undoubtedly there is much 
scope for continued volatility this year, especially as we 
have yet to see the policies of President Trump unfold. 
However, there is nothing to suggest that this mature 
equity bull market is about to end – so we are confident 
we’ll be able to deliver positive returns in 2017.

We’ve entered 2017 with a modest 
overweight to equities. The global 
economy is improving, with economic 
data from most countries picking  
up in unison, in a manner not seen 
since 2007. 

There is nothing to suggest that  
this mature equity bull market is 
about to end – so we are confident 
we’ll be able to deliver positive 
returns in 2017. 
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The role of governments is a key consideration as we 
determine our investment strategy. For 2017 it will be 
particularly important, as we believe that over the next 
year, governments will take increasing responsibility for 
boosting economic activity - fiscal policy will become 
more important than the unorthodox monetary policies 
introduced by central banks since the financial crisis. 

So why the need for a change in policy?  
And where did it all go wrong?
If the maxim ‘insanity is doing something over  
and over again and expecting a different result’  
holds true, then central banks must be insane –  
and the US Federal Reserve, European Central Bank, 
Bank of Japan and Bank of England should be relieved 
of their responsibilities. In fact, this might just happen 
during 2017.

Central banks will still manage their nations’ interest 
rates and money supply, and oversee the myriad 
operations of the banking system. However, there  
has been growing scepticism about central banks’  
ability to regulate economic activity through monetary 
policy alone. This suggests that fiscal policy will become 
the primary tool used during 2017, in an attempt to boost 
growth, extinguish lingering deflationary fears and spark 

a self-sustaining economic resurgence. This change  
in strategy is long overdue. 

What, if anything, has monetary policy achieved?
After the global financial crisis of 2008, all the major 
central banks started implementing unorthodox 
monetary policy, initially in the form of Quantitative  
Easing (QE), which at the time was trumpeted as the 
best hope for the global economy. By creating money 
and using it to buy assets (predominantly bonds) from 
commercial banks, it was expected that long-term bond 
yields would be pushed lower, reducing longer-term 
borrowing costs. As banks suddenly found themselves 
awash with cash, they would be keen to extend new 
loans. In turn, this would help spur activity as borrowing  
is the oil which drives the engine of commerce.

The US led the way, with the US Federal Reserve’s 
balance sheet rising from US$910 billion in August 
2008 to US$4.5 trillion when the programme ended in 
October 2014. This stimulus was nearly US$14,000 for 
every man, woman and child in the country. While the US 
has now moved on, other nations have resorted to even 
more extreme measures. As things stand, the European 
Central Bank (ECB) is committed to buying €80 billion a 
month of government and corporate debt, until March 

Monetary policy is dead; 
long live fiscal policy
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2017 and €60 billion a month until at least December 
2017. Deposit rates have been cut to -0.4%, and in  
effect European banks are being paid to lend. 

Meanwhile, the Bank of Japan (BoJ) aims to cap 10-year 
government bond yields at zero and steepen the yield 
curve, while the fallout from the UK’s Brexit decision 
prompted the Bank of England to cut interest rates to 
0.25% – its lowest level in over 300 years (see Figure 2 
overleaf) – while also restarting its QE programme.

And the impact of all these measures?
We’ll never be completely sure, as it’s impossible to 
assess what shape the global economy would be in 
without these unorthodox policies. The best anyone  
can do is review some of the economic variables which 
QE was supposed to influence: growth, inflation and  
bank lending.

The US has experienced the most robust expansion,  
but even here growth has consistently fallen short of  
the 3.5% post-1945 average, let alone the post-recession 
average of 4.5%. Japan only narrowly avoided recession 
in 2015 and while recent GDP data has positively 
surprised, this is due more to a recovery in the US and 
China than domestic conditions. Growth in Europe last 
decisively exceeded 2% in 2011, and it is ironic in the 

face of Brexit that headline growth in the UK  
economy has mainly been driven by immigration.  
UK per capita output is only 9.7% above its 2008  
level (see Figure 3 overleaf).

Inflation also remains low and inflation expectations 
have only recently increased. Core PCE – the US Federal 
Reserve’s preferred inflation measure – stood at  
just 1.7% at the end of the third quarter of  2016,  
while the Eurozone only escaped deflation halfway 
through the year. Japan’s deflationary tendencies  
remain undiminished (see Figure 4 overleaf).  

Finally, bank lending has increased, but not significantly 
above historical norms. If unorthodox monetary policy 
were to be given a school report, it would likely be 
awarded an ‘A’ for effort, but a ‘C/D’ for achievement. 

The one unquestionable impact of QE has been  
on financial markets. We have sympathy with  
Prime Minister Theresa May’s assessment,  
“while monetary policy ... provided the necessary 
emergency medicine after the financial crash, ... there 
have been some bad side effects. People with assets 
have got richer. People without them have suffered. 
People with mortgages have found their debts cheaper. 
People with savings have found themselves poorer.”
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Fig 2: Long-term UK interest ratesFig 1: Central bank balance sheets

Fig 4: Inflation rates
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Ultra-loose unorthodox monetary policy has run its 
course. In summary:

• The economic effects have been questionable

• Financial markets have been the prime beneficiary  
of policy moves

• There has been little direct impact on the  
‘real’ economy

• Financial imbalances have grown.

The move to fiscal policy
This leaves fiscal policy, which we believe will have a far 
greater impact. In this vein it is telling that the OECD has 
given a thumbs-up to Donald Trump’s proposed shift to 
lower taxes and increased government spending.  

There are understandable doubts about when and how 
much of the proposal to invest US$1 trillion over the next 
10 years will be enacted. The potential tax reforms will 
also have both positive and negative repercussions. But 
the trend is clear – less reliance on monetary policy and 
greater use of fiscal stimulus during 2017.

The UK may be constrained in its efforts to apply fiscal 
stimulus, as the impacts of the Brexit process begin to 
be felt. However, it was noticeable that the Chancellor 

has created a £27 billion fiscal buffer to cushion the 
economy against the forthcoming uncertainty. The 
Autumn Statement announced £23 billion of new public 
investment, while new fiscal rules allow the Government 
to undertake further fiscal easing if felt necessary.

Europe’s economic powerhouse can also boost fiscal 
policy – although here the question is of desire rather 
than affordability. Germany is among many countries 
which the OECD calculates has more fiscal ‘space’ than 
they believe. While Japan’s national debt is already 
swollen, the best way to deal with high debt/GDP ratios is 
via faster economic growth. With monetary policy already 
operating at full throttle, it’s difficult to envisage what 
more can be done via this avenue alone.

Long live fiscal policy
We will retain a watching brief as governments switch 
their emphasis towards fiscal stimulus, although we 
expect it to provide investment opportunities as new 
government initiatives come to fruition. Time will tell 
whether it truly delivers the overall boost to economic 
growth required. While we do not expect interest rates 
to suddenly spike higher in 2017, we believe unorthodox 
monetary policy has run its course. 
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Investment theme #2

The current environment of political change represents 
a risk of instability which has the potential to impact 
investment returns. It is a theme we will watch closely in 
2017 as businesses, industries and the overall economy 
are all impacted by political decisions – whether that be 
taxes, spending, regulation, currency valuation, trade 
tariffs or new laws. All of which might call for changes  
to investment strategy, asset allocations, hunkering  
down or unexpected opportunities.

The rise of political surprises and populism
2016 was a year of political surprises, starting with the 
UK’s vote to leave the EU, followed by Donald Trump’s 
victory in the US presidential elections and completed 
in December by the anti-establishment ‘no’ vote in the 
Italian referendum.

Voters have had enough and are taking revenge through 
the ballot box. 

Upstart parties are challenging long-held  
establishment truisms: 

• The benefits of globalisation and free trade

• The authority of inter-governmental institutions

• Political correctness

• The primacy of market economics. 

The populists tend to be nativist, nationalist  
and protectionist.

In 2016, these seismic shifts in voter preference have 
had a significant impact: on interest rates, currencies, 
inflation and, potentially, economic growth. Markets are 
taking note. Will this trend continue into 2017?

Translating protest into the capture of a government is 
difficult, and most easily achieved, as Trump has shown, 
by hijacking the apparatus of an establishment party (a 
process that does not always work, as polling numbers 
for Jeremy Corbyn’s Labour Party confirm). So we should 
not underestimate the scale of the task ahead if these 
parties are to achieve breakthrough.

Let’s look at each country in turn
Italy
According to recent polls, Figure 5 shows the current  
state of the Italian parties.

Although the referendum result is a boost for the 
insurgent M5S party, led by former comedian Beppe 
Grillo, the immediate consequence has actually been 
a continuation of the previous regime, but with new 
personnel in key positions. However, given the scale 
of the ‘no’ victory, an early general election is likely. 

The situation is complicated by the need for the Italian 
parliament to pass a new electoral law before this can 
happen. The current electoral law provides a ‘winner’s 
premium’ to give a working majority to the largest party, 
but some parts of it have been ruled unconstitutional by 
the Italian supreme court.

Other established parties have already approached the 
governing Democratic Party, hoping to create a more 
proportional process that could prevent M5S from 
winning. For M5S to achieve power, it would also have 
to moderate the policies that alarm markets; its anti-
Europeanism does not chime with the 67% of Italians 
who want to keep the euro.

The Netherlands
A Dutch general election is due on 15 March. The right-
wing, anti-Islamist, anti-immigration and anti-EU party the 
PVV (Party for Freedom), led by Geert Wilders, is currently 
ahead in the polls and generates many column inches 
of commentary for its occasionally incendiary policies. 
Before we worry too much about this, there are several 
things to bear in mind. 

First, Dutch politics is highly fragmented. The current 
government is a coalition of the VVD and the social 
democratic PvdA parties. On the basis of recent opinion 

polls, it would take at least four parties to form a stable 
coalition now. Secondly, the PVV has been involved 
in government before, supporting the current Prime 
Minister’s first minority administration. 

Dutch politics is highly consensual, and although the 
PVV may emerge as the largest party, it’s unlikely that it 
could form part of a government with an EU referendum 
on its agenda. More likely is a long period of uncertainty 
as a new government is formed; this is normal in the 
Netherlands and should have little market impact.

France
The first round of presidential elections is on 23 April, 
and there are fears that Marine Le Pen’s National Front 
might bring an anti-EU president to the Elysée. Le Pen 
has promised to hold a referendum on EU membership 
if she’s elected, which would be highly unsettling for 
markets, given polls showing only a marginal positive 
balance in support of continued French membership.

However, the French political system makes Le Pen’s 
success unlikely. Although she is consistently first or 
second in national polls, history shows that when faced 
with a possible National Front victory, French voters 
prefer the other candidate.
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From an equity markets point  
of view, following on from the 
example of Trump’s election,  
events may actually conspire to 
produce surprises on the upside  
as well as the down. 

Once they get to the second round, polls suggest that 
François Fillon would win by a landslide margin of 67%  
to 33%.

Germany
In Germany, the governing coalition of the CDU/CSU 
and SPD has lost support to the right, giving ground  
to the Alternative für Deutschland (AfD), and to the left,  
to the Greens (Figure 8). Chancellor Merkel’s principled 
decision to open Germany’s borders to a huge wave of 
refugees has made immigration a highly emotive issue. 

Merkel will stand again for the CDU in the 2017 general 
election. With the AfD now at 13% in national polls,  
this seems a potential recipe for destabilisation and 
market nerves.  

However, the CDU/CSU and SPD still have enough  
votes to continue in coalition if they wish. A less 
likely outcome would be a left-leaning coalition, 
but establishing a common agenda between these 
parties would be difficult. This would be sentimentally 
unwelcome to markets, although it might increase fiscal 
spending and boost the economy in the short term. 

In any case, there is a good chance that populist 
pressure will impact the political agenda, possibly  

in a more growth-friendly fashion. The German 
Government could stimulate the economy through  
fiscal measures; growth is reasonable, consumer and 
industrial confidence is high, and the country’s debt/GDP  
ratios are in good shape.

Political uncertainty is the  
only certainty 
There are other political uncertainties to consider – the 
minority Spanish Government may struggle; Catalonia 
has vowed to hold an independence referendum before 
the end of 2017, and of course, the UK is set to trigger 
Article 50 before the end of March.

However, from an equity markets point of view, following 
on from the example of Trump’s election, events may 
actually conspire to produce surprises on the upside as 
well as the down. We may see much-needed structural 
reforms in France, a continuation of the steady rudder 
provided by Germany, perhaps boosted by increased 
fiscal spending, and a crisis-induced muddle-through  
in Italy that allows her banks to be recapitalised.

Not quite what the doomsayers predicted. There’s life  
in the continent’s old order yet.
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The big question is: will we  
meet the bond bear in 2017,  
or are we still struggling “through  
thick oozy mud, a swirling whirling  
snowstorm or narrow gloomy cave”?
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Fig 10: Global negative yielding sovereign debt. 
95% from Japan and Western Europe

Source: Bloomberg. Market value as of 18 Nov 2016 of all such negative 
yielding bonds in the Barclays Global Aggregate Index

Fig 9: US Generic 10-year Treasury yield

Source: Bloomberg. Market value as of 18 Nov 2016 of all such negative yielding 
bonds in the Barclays Global Aggregate Index
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Fig 11: Five-year US breakeven inflation and US 
Personal Consumption Expenditure
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We’re going on a     
bond bear hunt
After Donald Trump’s election victory, investors are  
rightly concerned that the bond bear market may now  
be underway, with government bond prices falling  
and yields rising as a result. 

The big question is: will we meet the bond bear in 2017, 
or are we still struggling “through thick oozy mud, a 
swirling whirling snowstorm or narrow gloomy cave”?

If you look hard enough, you can find hidden meaning 
in virtually anything. Twenty years ago, the ‘Bible 
code’ was in vogue. This was a supposed series of 
messages encoded within the Hebrew text of the Torah; 
selecting specific letters could supposedly reveal the 
future. Whether the code could have forecast a Trump 
Presidency, Brexit and Leicester City winning the  
Premier League is unclear.

What is less well known is that the children’s book  
‘We’re Going on a Bear Hunt’ by Michael Rosen is,  
in fact, an allegorical tale predicting a crash in fixed 
income markets.

Some of the insights and parallels are uncanny. In the 
tale, the family are on a journey looking for a bear. The 
family is clearly an analogy for the investment community, 
who are on a constant lookout for a bond bear market. 
The journey is long; the family have to wade through 

grass, a river, mud, a forest and a snowstorm. So too, 
many investors have been awaiting the bond bear market 
for quite some time – it has been a long, hard journey. 
However, they know that, when the bear market does 
finally arrive, it is going to be significant and painful – 
“We’re going on a bear hunt. We’re going to catch a  
big one.”  

However, as the book foretells, investors are sanguine 
as they feel they are positioned correctly, with a 
longstanding underweight – “I’m not scared. What  
a beautiful day.” Eventually, of course, the investors  
and the luckless family realise “It’s a bear!” and beat  
a hasty retreat.

So where now for bond markets? 
Like the US, UK Gilts have also succumbed to the  
general wave of government bond selling, as well  
as heightened inflationary pressures from sterling’s  
Brexit-related sell-off. Meanwhile, the value of negative 
yielding debt within the Bloomberg Barclays Global 
Aggregate Index – bond issues certain to lose money  

if held until maturity - fell from nearly US$12 trillion  
to US$7.6 trillion by mid-November (Figure 10). There is 
every indication this figure will continue declining.

In the short term, the fall in prices and rise in yields  
will be self-limiting. This reflects the slowdown which 
would eventually hit the global economy via the rise 
in borrowing costs, a dampening of corporate profits, 
weakness in trade and the slowing US economy.  
However, while we do not think there will be a market 
crash we do believe bond yields will continue to move 
higher in a volatile trend in 2017.

The bond bear – out of hibernation
Taking the US Treasury market as the global bellwether 
for the fixed interest universe, there have been three 
reasons for the rise in yields:

1. Expectations of faster economic growth relating 
to Donald Trump’s Presidency, including rises in 
interest rates. In turn, the bond market’s expectation 
of just three interest rate rises during 2017 may 
be over optimistic (rising interest rates reduce the 
attractiveness of fixed income securities).  

2. A spike in inflation expectations - related to Trump’s 
spending and tax plans - tightness in the labour 
market, healthcare trends and higher energy prices. 

3. Investor demand for increased compensation 
reflecting the greater uncertainty engendered by 
Trump’s win.

Although these reasons all point to an ensuing bond  
bear market, several points need to be considered  
within these issues:

First, US Treasuries are unlikely to decouple completely 
from global fixed income markets, and US Treasury bonds 
already offer a meaningful yield premium in comparison 
to other markets: 

• While the US may enact a more expansionary fiscal 
policy, the initial effect is likely to be relatively limited 
and other nations won’t necessarily follow the US lead.

• With it being highly unlikely there will be any monetary 
tightening in the UK, Japan and Europe during 2017, 
yields in these nations will remain subdued and act as 
a brake on the rise of US Treasury yields.

• There are likely to be more than three interest rate 
rises in the US during 2017, but conditions won’t 
tighten aggressively. The US Federal Reserve won’t 
threaten economic recovery by raising rates too far, 
too quickly and this would also suggest that the rise in 
yields will only be moderate for now.



18 News & Views | Q1 2017

Summing the situation up,  
we believe investors have finally 
found the bond bear, but it has just 
emerged from hibernation. 

Second, in terms of inflation, the trend seems to be 
towards gradually increasing pressures. However:

• The return of inflation has also long been predicted  
but hasn’t yet happened

• While high inflation is lethal for bond investors,  
much of the sell-off in bonds resulted from a rise in 
inflation expectations rather than inflation itself

• This reflects a consensus belief that the Trump 
administration will suddenly unleash a wave of 
inflation due to the proposed infrastructure spending 
and tax cuts. However, a note of caution: we won’t 
see Donald Trump inaugurated on 20 January and 
the heavy machinery roll out on 21 January. Very few 
infrastructure projects could start immediately and 
there’s still no guarantee that the actual spending will 
reach the proposed US$1 trillion over the next decade.

Third, the proposed series of tax cuts will not unleash 
a wave of new discretionary spending. Some of the 
proposals would actually raise, rather than lower, 
particular tax burdens therefore impacting inflation  
and growth.

Finally, the greater compensation required by investors 
to hedge against ‘Trump risk’ has some validity. Since the 
‘term premium’ – the excess yield that investors require 

for holding a longer-term bond, rather than a series of 
shorter-dated issues – is still in negative territory for  
10-year issues, it could increase, leading to overall  
rising yields.

Watch out for the bond bear
Trump’s plans will lead to higher government debt levels 
and an upward trend in yields. However, overall borrowing 
levels are not yet unsustainable, and faster economic 
growth may help rather than hinder debt/GDP levels.

In the UK, we remain negative on Gilts and would expect 
yields to move higher with US Treasury borrowing costs. 
The issues in the UK are, however, more extreme. 
Inflationary pressures will be exacerbated by sterling’s 
continued weakness, the uncertainties surrounding 
Brexit and the UK’s trade and budget deficits. An uptrend 
in yields and narrowing in the spread to US Treasuries is 
likely; a price collapse is not.

Summing the situation up, we believe investors have 
finally found the bond bear, but it has just emerged from 
hibernation. “We’re going on a bear hunt. We’re going to 
catch a big one”… but not just yet.
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Strong ‘quality’ performers  
are those companies that  
generate strong cash flows  
and high returns on their  
invested capital. 
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Down but not out –  
why it makes sense  
to hold on to ‘bond proxies’

In the hunt for economic growth, fiscal spending appears 
to be picking up the baton from the central bank actions 
that have brought interest rates down to historic lows, 
creating an astonishing bull market in bonds. Alongside 
this bull market, until very recently, a clear parallel 
trend had developed in a certain type of global equity. 
Companies variously described as being ‘quality’, 
enjoying ‘franchise power’ or acting as ‘bond proxies’ 
performed strongly. ‘Bond proxies’ are those equities 
which appear to offer bond-like characteristics in terms 
of sustainable dividend yields.

But over the last quarter of 2016, this style of investing 
began to give back some of its great run. And so, as we 
determine our 2017 investment strategy, the question 
is: will these companies or ‘bond proxies’ bounce back 
in the coming year? Or will more traditional value-style 
stocks do better? 

What drives the performance of these ‘quality’ stocks  
or ‘bond proxies’?
Strong ‘quality’ performers are those companies that 
generate strong cash flows and high returns on their 
invested capital. Over time, when they can either 
reinvest those flows back into the business or buy back 
their own shares to enhance shareholder returns or 
increase dividends, these companies create a powerful 

compounding effect. Even relatively unglamorous 
companies can achieve this – like WH Smith in the UK.

Quality companies tend to have certain advantages:
1. They’re unlikely to be capital intensive. 

2. There are probably barriers to entry that allow these 
companies to earn higher margins and a higher return 
on equity than their peers, sustainably and for longer 
than standard valuation models would allow. These 
barriers may be intellectual property, such as patents, 
or brands that are difficult to replicate, like Microsoft, 
Johnson & Johnson, Nestlé or Unilever.

3. Another trait shared by many of these companies  
is relatively low borrowings, which provides two  
key strengths:

 – By removing higher levels of financial risk, it gives 
them greater solidity in times of market stress 

 – It lets them make value-creating acquisitions at 
opportune moments. 

A great example of a company with these qualities is 
AB Inbev, the largest brewer in the world. It has made 
a string of big acquisitions and built up a portfolio of 
beer brands that is unrivalled and almost impossible to 
replicate. It runs its business with ruthless efficiency, 
generating prodigious cash flow. Even when it borrows 
money, it pays its debts down quickly.

Investment theme #4

At a time of extremely low growth, 
punctuated by volatility, these 
companies have delivered a steady 
stream of earnings growth. 

4. Another type of company in the ‘bond proxy’  
camp is one that has solid earnings underpinned  
by regulation. Utilities, for example, where a regulator 
sets the pricing and returns companies can generate 
over multi-year periods. This lets them invest with 
greater safety and precision. The cash flows and 
earnings such companies create are steady, giving 
them bond-like properties.

 However, a downside for such companies is the threat 
of changing regulation, which is entirely outside of their 
control. The damage to German utilities when political 
pressures prematurely ended their nuclear power 
operations is a good example. 

5. Finally, many such companies have built up exposure 
to emerging markets, and can exploit the quicker 
economic growth that tends to occur there. As middle 
classes develop, these new consumers often seek 
to trade up from local brands to international ones. 
Unilever, for example, derives around 60% of its 
revenues from emerging markets.

At a time of extremely low growth, punctuated by 
volatility, these companies have delivered a steady 
stream of earnings growth. This may sometimes seem 

mediocre, but producing 5% growth in earnings when 
inflation is close to zero is no different from producing 
10% when inflation is 5%. 

What is happening to the valuation of  
quality companies?
When the availability of something reduces (in this case 
earnings), the price (valuation) goes up. So it has proved 
with the bond proxies. Their valuations became inflated, 
with PE ratios often in the high 20s and occasionally in 
the 30s. At a time when companies could issue corporate 
debt at negative interest rates – so investors would pay 
for the privilege of buying it – these high valuations might 
have been justified. Furthermore, after the Brexit vote 
when bond yields fell to all-time lows, the ‘quality’ group 
of companies’ share prices rose sharply. 

However, over the last quarter of 2016, this style of 
investing began to give back some of its great run and 
bond yields have risen back to the levels of early 2016. 
Why? First, there has been a modest rise in global 
inflationary expectations, driven in the US by robust 
economic growth and low levels of unemployment,  
and in the UK by the big devaluation of sterling after  
the Brexit referendum.
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Fig 13: Quality stocks vs FTSE 350 over five years 

Source: CGWM, Bloomberg. Data as at 15/12/2016
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Secondly, as the US presidential election campaign 
progressed, it became apparent that both candidates 
wanted to increase spending on infrastructure – a boon 
for growth. When Donald Trump won, his more aggressive 
pro-growth policies (at least domestically) in the US 
added to this sentiment. 

Bond yields rose more quickly and traditional value-style 
(otherwise known as cyclical) shares rallied. As noted 
above, when earnings growth is scarce, the valuation 
ascribed to it is high. But when there is more growth,  
and therefore more earnings, its rarity value declines.

Previously beaten-up areas of the market rallied,  
while the so-called ‘quality’ companies fell back.

Will the valuation of quality shares bounce back?  
And is it sustainable?
While we expect the rotation seen at the end of  
2016 to continue for some time yet, we anticipate  
the quality style to begin to resume its poise during  
2017 – or shortly thereafter.

Although bond yields have risen sharply from their August 
lows, and although they may stabilise in the short term, 
we expect a further rise in yields as the year progresses 
and as the effects of greater fiscal spending come into 
focus. With the US economy making robust progress, and 
with a likely increase in revenues across the economy, we 
see more plentiful earnings across many sectors driving 
the value-style trend seen at the end of 2016.

However, such rotations tend to be relatively short-lived, 
lasting 6-18 months, and we are already nearly four 
months into the current move. In addition, while we see 
bond yields rising, global growth isn’t yet strong enough 
to support a move back towards levels seen before the 
financial crisis of 2008-09. 

Therefore, we see further upside in quality-style 
investments for 2017. After all, the solidity, high  
returns and strong cash flows of these companies  
are strong reasons to own them. The bond proxies  
are down, but certainly not out.
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2017 marks the Chinese  
year of the rooster – a year  

to work hard and be patient  
in order to achieve our goals,  

yet spend time in solitude and  
harmony with friends and family. 
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Fig 14: China – house price inflation Fig 16: China – real economy debt to GDP ratio, 2015

Fig 17: China – services as a % of GDP Fig 15: China – GDP annual growth rate (%)
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Chinese year of the  
rooster – luck, romance  
and prosperity

Investment theme #5

As we look ahead to 2017 and consider those factors 
that will influence our investment strategy, China will 
continue to have a significant impact. 

Its sheer size, scale and development affects the 
world’s markets and economies – as well as influencing 
some of the companies that interest investors the 
most. Responsible for 35% of global economic growth, 
it is certainly a nation that cannot be ignored. While 
commentators’ opinions may often differ sharply  
about China, far more so than over other regions,  
it is incumbent on us to try and understand what  
is really happening.

2017 marks the Chinese year of the rooster – a year to 
work hard and be patient in order to achieve our goals, 
yet spend time in solitude and harmony with friends and 
family. Apparently people will also be more polite and less 
stubborn, but will have the tendency to complicate things. 
However, when it comes to China, the last thing we need 
is more complexity. Even so, we believe the year of the 
rooster should be welcomed, not feared. 

What’s happening with the Chinese 
property market?
Some believe the Chinese property market is 
overheating. They highlight that house price  
inflation was the highest ever recorded in September 
2016 (Figure 14), prompting at least 20 cities to 
introduce stricter macro-prudential policies. While  
this rampant inflation was initially limited to a small 
number of urban areas, it is spreading to smaller cities, 
which account for the lion’s share of transactions. 

Other experts contend that the sharp increase has  
been limited to a small number of cities and, overall, 
prices have risen in line with income. In any case,  
even a collapse in the market would not cause undue 
economic problems, given the high deposit ratios 
required and the fact that banks are not permitted  
to make irresponsible loans. 

While the ratio of house prices to income is high, this 
characteristic is shared by many cities – including London 
and New York. Stories of ‘ghost cities’ merely reflect 

the fact that most new apartments are sold unfinished, 
so home owners take possession of a bare concrete 
shell. It then takes the new owner three to six months to 
complete and furnish the apartment. At this stage, new 
developments may seem like ‘ghost cities’ but are merely 
awaiting final decoration.

It is highly probable that the property rally in China will 
come to an end. Even the most ardent China bull admits 
that conditions will soften over the next 6-12 months;  
the focus of the debate typically centres on whether 
‘bubble’ conditions exist and whether any slowdown will 
have serious repercussions for the rest of the economy.

How will the property market impact the  
Chinese economy?
At the least, any slowdown in the property market will 
revive ‘hard landing’ fears for the economy, but we 
believe this is unlikely to happen, for several reasons. 
First, no-one sets much store by China’s official GDP 
figures (Figure 15); it’s commonly accepted that the 
economy has been growing at a slower rate than they 
suggest. Second, these fears have been around for years, 
yet the economy is still expanding robustly. In 2008, 
the catalyst for a hard landing was expected to be an 
Olympics ‘disaster’; in 2011 it was the growth in shadow 

banking and spike in food inflation. Neither has come  
to fruition.

Finally, the second-round effects of China’s property 
cycle on the broader economy are extremely limited, 
as homeowners are not highly leveraged and equity 
withdrawal is virtually non-existent. So the wealth effect 
from rising/falling house prices is minimal.

Is Chinese debt a concern?
The other highly divisive issue surrounds debt. There are 
widespread fears about the level of borrowing within the 
economy, while household borrowing has also increased. 
The IMF estimated that household debt stood at just 
over 40% of GDP at the end of 2015, which is well below 
developed markets and wider developing Asia levels. 
Concerns mainly rest on the corporate side, as Beijing 
has seemingly resorted to massive lending to boost 
economic growth.

Again, any analysis of headline numbers needs  
caveats. First, it’s not just the debt level that causes 
concern, but also the speed with which these liabilities 
have accumulated.

Chinese debt was estimated to stand at 148% of GDP at 
the end of 2007. According to the Bank of International 
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Settlements this had grown to 255% by the end of 2015 
(see Figure 16). While debt accumulation has been rapid, 
most problem loans have been made at the direction 
of the State, by State-controlled banks to State firms – 
basically the Chinese Government owing money to itself. 
Much of the increase has also been concentrated in 
sectors related to infrastructure stimulus – a strategy for 
which Donald Trump has been lauded!

Since at least 2009, Chinese policymakers have said they 
wish to deleverage and rebalance the economy, but every 
time there is a growth slowdown, policymakers have 
fallen back on debt-fuelled investment as a stop-gap. 
This strategy cannot persist and recent policy statements 
suggest that 2017 could indeed be different. President Xi 
Jinping has indicated that he will forgo the Government’s 
growth target as supply side reforms are implemented. 

This rebalancing is a key goal, reflecting a desire for more 
sustainable growth centred on consumers. In pursuit of 
these objectives, services accounted for more than half 
of economic output in 2015 for the first time (Figure 17).   

 

Let the dragon welcome the rooster
With the rooster comes hard work and patience. 
Rebalancing will not be a smooth process, but the  
trend is clear. While there may be concerns about 
property prices, debt and growth within the Chinese 
economy during 2017, these fears are likely to be 
over-played. Property prices may contract, but the 
impact on the broader economy will be limited, while 
debt levels need to be considered in the context of 
low levels of household borrowing and the still heavy 
influence of the Government at the corporate level. As 
far as growth is concerned, the slowdown in the pace of 
economic expansion reflects the fact that the economy is 
significantly larger than a decade ago. A 10% growth pace 
ad infinitum is clearly impossible.  

In conclusion, at Canaccord Genuity Wealth Management 
we would always suggest holding a diverse investment 
portfolio, but we would see any negative market reaction 
to economic concerns as a potential opportunity to 
consider further investment. And even if you are not 
investing directly in China, we certainly should be mindful 
of its far-reaching implications for all our portfolios. 

While there may be concerns  
about property prices, debt  
and growth within the Chinese 
economy during 2017, these  
fears are likely to be over-played. 
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Equity markets have held up  
surprisingly well given the recent  
shocks of Brexit, Donald Trump’s 

presidential victory and the Italian  
‘no’ vote. 
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Equity valuations –  
how to keep the party 
going in 2017

Investment theme #6

As we look at our investment strategy for 2017, even 
with rising bond yields and a high equity valuation 
starting point, there’s potential for reasonable returns 
from shares over the next 12 months.

Equity markets have held up surprisingly well given the 
recent shocks of Brexit, Donald Trump’s presidential 
victory and the Italian ‘no’ vote. In fact, many equity 
market participants were disappointed that Trump’s 
victory didn’t lead to a pull-back and a buying opportunity. 

Given the economic uncertainty surrounding all three 
events, attention turns to equity market valuations. 
Valuations are important indicators of future returns.   
It is simplistic, but also true, that on average buying 
shares when they are on low PEs generates higher 
returns than buying them when they are on high 
valuations. Buy low, sell high, not the other way around.  

So what do current valuations tell us? 
Using Enterprise Value (EV) and Price to Earnings  
Ratio (PE)
Both on Quest® (Canaccord Genuity’s equality valuation 
analytical tool) and using conventional metrics, wider 
European markets are expensive, but not excessively so. 
The US is significantly more expensive, looking at both  
 

Enterprise Value (EV – the value of a firm’s debt added to 
its market capitalisation) compared with sales,  
and the more traditional Price to Earnings Ratio (PE). 

Using PE, we see that UK, European and US large 
companies are about 35%, 15% and 30% above their 
respective long-run average valuations. On EV to sales  
the overvaluation compared with history is less 
pronounced at 10%, 10% and 30%, respectively.

This means that any move higher in equity markets from 
here will probably have to come from increased profits 
rather than multiple expansion, especially given our 
expectation that bond yields are likely to increase in  
the coming year. There’s scope for this increase, even 
in the US; returns have deteriorated since the financial 
crisis and any move back towards the long-term average 
should create value. 

Using Cash Flow Returns (CFROA) 
Again, using Quest®, we look at the cash flow returns a 
company makes on its assets (CFROA). Here there has 
been a more marked decline in cash flow returns than 
before the financial crisis. UK large companies saw 
returns fall from an average of 12.5% in 2004-2008 
to 8.3% in 2012-2015. All major markets experienced 
declines, with Europe down 2.2% and the US down a  
less dramatic 0.3%. 

Two of the key determinants are weak productivity 
performance and a decline in sales growth. Since the 
financial crisis the UK has moved from 13.8% per annum 
average sales growth in the 2004-2008 period to an 
annual decline in sales of 3.5% per annum in 2012-2015. 
This was the largest decline in the major markets, but 
everywhere revenue growth has ground to almost zero.

This fall has been accompanied by a drop in profit 
margins everywhere apart from the US – a reflection of 
the poor productivity track record of most developed 
world economies over the period. For margins we look at 
earnings before interest and tax (EBIT) compared with 
sales. UK margins have fallen from 12.5% to 10.2% and 
European ones from 10.3% to 9.8% between 2004-2008 
and 2012-2015. US margins have actually risen from 
13.2% to 14.1%.

The easiest path to better profits is therefore sales 
growth. A move even halfway back to the experience of 
2000-2005 would do wonders for corporate profits, so 
long as overall cost growth can be contained. 

How might this sales growth be generated in the US? 
Luckily for US equities, the American electorate has 
chosen a president who can answer this question. 
Trump’s political agenda is difficult to pin down but his 

policy statements support higher economic growth. He 
should encourage the kind of corporate spending that  
improves productivity, giving a medium-term potential 
boost to profits.

First, The Donald wants a US$1 trillion infrastructure 
investment plan, spread over 10 years. Addressing 
the crumbling state of American roads and bridges will 
improve communications and delivery times, create jobs 
and, importantly for a nativist president, retain much of 
the benefits within the borders of the US.

Secondly, he has spoken about implementing significant 
cuts to personal taxes, and some of the increased 
disposable income is likely to be spent on consumption.

Thirdly, Trump’s team has mentioned cutting corporate 
taxation rates and simplifying the company tax code. This 
should improve company reported earnings, incentivise 
firms to invest more in capital expenditure (thus boosting 
productivity), and improve the ability to pay down debt 
and increase dividends.

Fourthly, Trump wants to repatriate the approximate 
US$2.5 trillion held by US companies overseas, which is 
stranded offshore due to the high tax rates associated 
with repatriation. A one-off 10% tax rate would be a 

Any move higher in equity markets 
from here will probably have to come 
from increased profits rather than 
multiple expansion, especially given 
our expectation that bond yields are 
likely to increase in the coming year. 
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useful addition to US federal tax revenues and deploy  
this pool of capital into corporate investment.

Of course, there are elements of the Trump programme 
that may have the opposite effect, notably his leanings  
towards protectionism. The Chinese Government is  
pulling back from its own very large stimulus package  
from early 2016 (with Chinese tier 1 city house prices  
up 30% in a year, its package may have worked a little 
too well in the short term).

But the impact of Trump’s stated plans to reinvigorate 
investment and consumption is likely to outweigh the 
cancellation of the Trans Pacific Partnership and a 
renegotiation of the North American Free  
Trade Agreement. 

What about sales growth in the rest of the world? 
It appears the rest of the developed world is pushing  
in the same direction as the new US administration. 

In the UK, Philip Hammond’s Autumn Statement 
increased spending on infrastructure and pushed back 
austerity; in Japan the fiscal spigot is on full blast; 
and even in Europe the response to the recent rise in 
populism may put increased government investment 
back on the agenda.

Can we expect a consistent and optimistic outlook?
Equity analysts have been notoriously over-optimistic in 
their forecasts over the last several years, and according 
to Quest®, this year they forecast 9.2% growth in earnings 
for US larger companies, 9.1% and 9.4% for UK larger 
and smaller companies respectively, and 9.1% for big 
European companies. A remarkably consistent story.

Perhaps this optimism will prove well-founded in 2017. 
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Your world isn’t confined to a single set of geographic coordinates.  
Neither should your investments be. We search the globe to find  
outstanding investment ideas, wherever they happen to be. Contact  
us on 020 7665 4500 to find out more about the wealth management  
services we offer. | canaccordgenuity.com
Investments can fall in value and you might get back less than you invested.
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Where will your investments take you?
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