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Trump’s New Reality Show. Trump has claimed the US 
presidency. While this may be another “unthinkable”, 
no one should be surprised. Rising populist sentiment 
has been a defining feature of the post-crisis world. 
While a confluence of factors are driving discontent, a 
central theme is the perception that gains since 2008 
have accrued to a wealthy few.  Trump successfully 
tapped into those views and won. Clearly, America 
has sent a message to the political elite: “you’re fired”. 

Where to from here? Not to be denied is that mar-
ket volatility is set to rise. Trump’s anti-trade rheto-
ric could particularly create instabilities and im-
peril prosperity. But in a globalized world defined 
by a move toward closer interconnectedness, the 
“biggest loser” would undoubtedly be the US. 

Chinese President Xi Jinping, who has worked hard 
over the past three years to strengthen China’s po-
sition in Asia, likely views a Trump victory as his 
own triumph. Consider Obama’s “pivot to Asia”, 
with the Trans-Pacific Partnership being the cen-
terpiece. It is now surely dead. That leaves Chi-
na’s “Belt-and-Road” strategy as the uncontested 
blueprint for future economic integration in Asia.

The main event of a Trump presidency, however, is a 

return to fiscal largesse. The Tax Policy Center forecasts 
that Trump policies will reduce tax revenues by $9 tril-
lion over the decade, adding nearly $800 billion to 
the annual government budget deficit. What’s more, 
the Republican sweep of Congress and the executive 
branch now removes political gridlock. These develop-
ments will massively offset Trump’s idiosyncratic risks. 

→ Investment Implications. When Trump moves into 
Trump House (formerly known as “the White House”), 
much will change. But, to be sure, much of the cur-
rent optimism will disappoint. Trump’s big spend-
ing could be offset by a surge in debt levels and in-
terest rates that short circuit growth. Or tax cuts 
could be offset by closing a number of tax loopholes. 

Comparisons to the Reagan era are also wide off the 
mark. Back then, the government could stimulate ag-
gressively and successfully because of the starting 
point. The US economy was in deep recession (the 
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→ The main event of a Trump presidency is a re-
turn to fiscal largesse (which would have happened 
if Clinton was victorious too). A pending regime shift 
has been building for some time:  away from loose 
monetary, tight fiscal policies to tight monetary, loose 
fiscal settings. This is driven by a recognition that 
low interest rates are actually impeding economic 
growth and contributing to further wealth inequality.

→ In the post-crisis period, the US has become a 
leading indicator of what other global policymak-
ers will do. 2017 should see several countries follow 
the US’s foray into fiscal stimulus. In general, this re-
flationary movement will be positive for risk assets.

→Despite all the hand-wringing over the vaunted 
China slowdown, emerging markets have bot-
tomed.  Meanwhile, Canadians are missing out on 
the rally — collectively, they hold a whopping 59% 
of their equity portfolio in domestic stocks (rela-
tive to just a 3.4% weight in the global stock index).

→2017 will be a year of massive asset and sector rota-
tion. For the intrepid macro investor, this is our time.

I own buildings. I’m a builder. I know how to build. 
Nobody can build like I can build. Nobody. And the 
builders in New York will tell you that I build the best 
product. 
 
-President-elect Donald Trump
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unemployment rate rose from 7.5% during January 
1981 to peak at a post-WWII record high of 10.8% dur-
ing December 1982, versus today’s reading of 4.9%). 
Most importantly, assets were dirt-cheap. Bonds 
yielded around 15 per cent and shares were trad-
ing around 8 times their cyclically-adjusted earnings. 
We do not have those depressed conditions today.

Yet, politics is also a confidence game. Keyne’s “ani-
mal spirits” often become self-fulfilling, engineering 
the type of familiar post-war recovery that leads to 
a virtuous cycle of employment gains, capital spend-
ing, and, ultimately, higher corporate profits (which 
has been notably absent in the post-crisis period). For 
now, Trump’s optimism is working – consumer confi-
dence just hit the highest level since July 2007 and 
market psychology among institutional investors has 
experienced a sharp change. Even 83% of Canadian 
executives share the positive outlook. Therefore, re-
flation momentum has further to run, with the atten-
dant rise in risk assets. But the world will be closely 
watching. In an ironic role reversal, Donald is now a 
presidential “apprentice”. We wish him the best of luck.

Regime Change: Limits of Low Rates and Keynes 
Returns. Replying to criticism during the Great De-
pression for changing his position on monetary poli-
cy, John Maynard Keynes famously quipped “When 
the facts change, I change my mind. What do you 
do, sir?” Our Investment Committee may use the 
same words regarding our interest rate outlook. Hav-
ing been vocal proponents of a “lower for longer” 
view since 2009 (with a fair share of rotten tomatoes 
thrown our way), we adjusted our positioning in the 
summer of 2016: the 35-year bond bull may be over.

Note that our core scenario is not for a bond market 
crash. However, yields have very likely seen their lows. 
Several reasons support this view. For one, valuation. 
Can there be a more expensive asset class than the 
global bond market?  Secondarily, there is a grow-
ing awareness (both in policy and public circles) that 
low rates are actually impeding economic growth, in-
creasingly seen as (1) hindering the process of what 
Joseph Schumpeter gleefully called “creative destruc-
tion” (i.e. witness Japan’s stagnation since the mid-
1990s), (2) creating uncertainty causing companies to 
delay investing, (3) promoting social discontent, as the 
wealthy have been prime beneficiaries of the era of 

easy money, and (4) fueling asset price inflation with-
out similar benefits bestowed upon the real economy.

Given the above it is not surprising that fiscal stimulus 
is making a comeback. We are indeed entering a re-
gime shift away from loose monetary, tight fiscal poli-
cies to tight monetary, loose fiscal settings (at least in 
the US, which has become a leading indicator of what 
other global policymakers will do in the post-crisis peri-
od). Consider the Fed’s latest moves. As expected, they 
went ahead and raised the benchmark interest rate by 
25 basis points in December. Less widely expected was 
the positive tone of the Fed’s comments on the eco-
nomic outlook, and its slightly more hawkish view on 
the trajectory of rates, with policymakers now project-
ing three rate increases next year rather than two. Fed 
chair Janet Yellen described the changes as “tiny”. But 
the unnerved market reaction underscored how inves-
tors recognize this profound monetary to fiscal shift.  

→ Investment Implications. Bond rallies will still present 
themselves. However, for Western bond market expo-
sures, keep duration strategically short and tactically take 
on floating exposures when bonds become overbought. 

Justin Trudeau’s 2 Trillion Dollar Problem. In the last 
few years, Canada’s star has fallen and several macro 
headwinds have surfaced, including a fragile housing 
market (Canadian household debt just cracked the two-
trillion-dollar ceiling, representing household liabilities 
of 100.5% of GDP), weak private-sector job growth and 
the end of a multi-year uptrend in commodity leader-
ship. But now, the newly elected anti-austerity (and 
telegenic) prime minister, Justin Trudeau, has revived 
hopes that Canada can regain its former glory, funded 
in part by “responsible deficits”. While Trudeau’s “sun-
ny ways” and a potential lift from Trump-induced fiscal 
stimulus have engineered some optimism, the more 
important story for Canada is the ongoing commodity 
bear market. Politics cannot change that meaningfully. 
Since oil now accounts for half of Canada’s production-
weighted commodity price index, the lower crude oil 
price continues to represent a big downside risk to the 
outlook for business operating profits. The potential 
hit to investment, incomes and employment may even 
eventually persuade the Bank of Canada to cut inter-
est rates further. Meanwhile, Canadians continue to 
be over-exposed to domestic assets.  This is all going 
into reverse as Canadians scramble to embrace glob-
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cal U-turns, in support of any type of industry growth.
→ Investment Implications. Some sectors are obvi-
ous beneficiaries of the Trump regime. Banks, with 
decreased regulation, are particularly primed for out-
performance. However, don’t count out less obvious 
candidates. For example, pessimism toward the alter-
native energy may be too bleak. Whether we agree 
with global warming or not, there is still broad public 
and international support for it. We will be monitoring.

Postponed: China Crash. Sophia Loren once famously 
said that “mistakes are the dues one pays for a full life.” 
In the world of investing, as in life, the trick is not to re-
peat the same ones twice. Yet investors seem to make 
similar missteps with disheartening regularity. Even 
the well-staffed professional portfolio manager labors 
under a long list of occupational hazards: the seduc-
tive lure of linear extrapolation, the itchy trigger finger, 
and, of course, the vice-like grip “group think” effort-
lessly secures on the collective conscience. Where may 
the above mistakes be occurring today? China may 
be one. The bulls (if we may speak for the handful of 
them still holding their day jobs) are seemingly near 
extinction. China bear sightings are much more com-
mon. The gloomy case is widely known. Overleverage, 
overbuilding and overcapacity plague the economy. 
Return on investment for the state sector is in chronic 
decline and residential home prices remain elevated. 
On top of that, a large, opaque “shadow banking sys-
tem” poses a systemic risk to the entire credit system.

We get it. China comes with risks. The problem is that 
a crash this widely advertised rarely shows up. Let’s 
separate fact from fiction. First, much of China’s slow-
down has been coordinated by policy. Many starry-
eyed China watchers predicted real GDP growth of 
10% plus indefinitely. But there are limits to linear 
thinking. While trends can stay in place for some time, 
lines often bend, or even break and gallop off in unex-
pected directions. China’s new path is driven by broad 
recognition that the growth model of the last 30 years 
is neither balanced nor sustainable. The new model 
must rebalance away from export and investment-
led production toward private consumption. “Made 
in China” and Western consumerism can no longer be 
intimately linked. This is a necessary shift if China is 
to avoid the so-called middle income trap, which en-
snares most emerging economies that are dependent 
on cheap labor for growth. GDP per head in China is 

al diversification. In fact, Canada is now a creditor to 
the US for the first time on record, reflecting Canada’s 
renewed love affair with assets south of the border. 
The stock of US assets held by Canadians in the fourth 
quarter of 2015 — everything from corporate acquisi-
tions to portfolio investments — exceeded assets held 
by Americans in Canada for the first time since 1990.

→ Investment Implications. Until the global resource 
cycle turns up in a secular fashion again, “over-
weights” on the Canadian dollar and the TSX are no 
longer justified. This could still be several years away. 

Draining the Swamp. “I know it’s hard when you’re up 
to your armpits in alligators to remember you came 
here to drain the swamp” Ronald Reagan wryly said in 
February of 1982. Of course, catchy phrases make for 
effective campaign rhetoric. But who may replace the 
sludge and influence the future direction of Trump’s 
policies? The fog is starting to lift here. In December, 
Trump established the President’s Strategic and Policy 
Forum and announced an initial round of 16 members. 
Curiously, the forum includes some unlikely candidates 
— Travis Kalanick, CEO and Co-founder of Uber Tech-
nologies and Elon Musk, Chairman and CEO of SpaceX 
and Tesla. Both are supportive of disruptive technolo-
gy and certainly not aligned with traditional industries. 

Here’s where it gets interesting. Trump promises 
to “bring the jobs back”.  But which jobs? In recent 
years, factories have been coming back (because of 
rising wages in China, the need for shorter supply 
chains and other factors) but the jobs haven’t fol-
lowed. The reason is that factories are now heavily 
automated, employing a fraction of the workers they 
would have a generation ago. The numbers speak for 
themselves. Since the recession ended in 2009, manu-
facturing output has risen by more than 20 percent, 
while manufacturing employment is up just 5 percent.

To be sure, Trump is an opportunist. He will direct his 
efforts to where he can achieve the biggest economic 
lift. For example, Elon Musk (the undisputed poster boy 
for combating climate change — as opposed to Trump’s 
famous line “It’ll get warmer, it’ll get cooler. It’s called 
weather.”) may actually find some common ground with 
Trump. Early indications are that Musk will emphasize 
Tesla’s vision for manufacturing job growth in the US. 
Trump may accommodate. Be prepared for huge politi-
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tion, and should not be taken too literally. Secondly, 
US trade law provides an almost infinite range of pos-
sible trade policies. The Trump administration could 
easily take several trade measures against China that 
would draw huge headlines and appease supporters, 
but would not have a material impact on overall trade 
volumes (much as the Obama administration did with 
its aggressive pursuit of anti-dumping and WTO cases 
against China). Finally, not all of Trump’s positions on 
trade are necessarily bad for China. Trump is also strong-
ly opposed to the Trans-Pacific Partnership, and the 
Chinese government would be quite happy to see this 
agreement fail as it strengthens their position in Asia. 

→ Investment Implications. A slowdown in China’s 
economy will not necessarily lead to subdued stock 
market returns. In fact, GDP growth tends to be nega-
tively correlated with the stock market (most likely be-
cause investors overpay for headline growth). But the 
China crash camp has punished Chinese stocks. H-share 
Chinese banks sport a price/book ratio of 0.7 (versus 
a historical average of 2). In other words, they are 
dirt cheap, have priced in a severe credit crunch and 
should be owned in globally balanced portfolios. Also, 
remain long renminbi-denominated bonds as a way 
to access a non-correlated asset, falling bond yields, 
longer-term renminbi stability and a general re-rating 
of Chinese bonds from “emerging” to “reserve” asset.

Japan: Batter up. In November 2016, there was mo-
mentary panic when news spread that Haruhiko Ku-
roda, governor of the Bank of Japan, abruptly resigned 
from his post. However, it soon became clear that 
the Kuroda in question was actually Hiroki Kuroda, a 
pitcher for the Hiroshima Carp baseball team. While 
we can laugh at the story, it does underscore the waves 
of Japanese misinformation flowing in social media.

To be sure, Japan faces some serious structural head-
winds. But everyone and their brother-in-law knows 
that (high debt levels, aging demographics, etc.). 
Few understand the micro story. Over the last de-
cade, Japanese companies faced the twin burdens 
of chronic deflation and an overvalued currency. 

What has been the result? First, corporate Japan is 
now extremely lean and efficient. Aggregate Japanese 
return on equity has been trending upwards as com-
panies have focused on improving corporate gover-

now approaching $10,000. To move beyond this level, 
productivity must dramatically improve. That requires 
a litany of change — reduced corruption, middle class 
rights and an improved operating environment for 
the private sector. A critical next step is to establish 
a robust social safety net and thereby reduce fear-
driven high household savings rates. This will lead to 
a virtuous cycle of consumption, job growth and, ul-
timately, higher real wages and corporate profits.

Second, while predictions of an imminent collapse 
in China’s debt levels are widespread, the probabil-
ity is low anytime soon. As card-carrying members 
of the change-anticipation field, we understand the 
desire to divine the big turns. To be first to spot the 
outlines of a looming crash can be glorious. But most 
warnings in the investment industry are false alarms 
simply because big turns are rare events. Experts 
overreact to little turns, mistaking a cyclical adjust-
ment for the secular, career-enhancing kind (for full 
disclosure, we have erred in that fashion before).   

It cannot be ignored that China has an eye-water-
ing amount of debt, reaching the vertiginous height 
of 220% of GDP by the end of 2015. But the funda-
mental reason behind this credit surge is rooted in 
its high savings and banking-centric intermediation 
system. Chinese households have long been the pri-
mary providers of savings in the economy and their 
assets are far larger than liabilities. Thus, viewed 
from a balance sheet perspective, the debt situa-
tion is much less dire than commonly perceived. Fur-
ther, the bears ignore that most debt has been used 
for infrastructure buildup rather than funding con-
sumption (imagine that in any Western country!). 

But what about Donald Trump, one of the most vo-
cally anti-China US presidential candidates in recent 
memory? Will he actually carry out the extreme pro-
tectionist policies advocated during the campaign? 
Given Trump’s highly vocal pledge to impose high tar-
iffs on Chinese imports, the knee-jerk reaction may be 
to answer yes. After all, the US president does have 
broad legal powers to restrict international trade.

Yet, several reasons suggest that Trump’s bark will be 
bigger than his bite. First, many in China believe that 
Trump’s campaign promises to restrict Chinese trade 
were mainly an electoral strategy to draw public atten-
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Finally, and perhaps most importantly, Japan continues 
to lead the world in unconventional monetary policy. 
On November 14, 2016, Kuroda (the one that is not 
retiring anytime soon) announced more forceful mea-
sures to raise inflation expectations and introduced an 
“inflation-overshooting commitment.” “Specifically, 
under this commitment,” Kuroda said, “the Bank will 
continue expanding the monetary base until the year-
on-year rate of increase in the observed CPI exceeds 
2% and stays above the target”. Further, the IMF es-
timates that the Bank of Japan will run out of govern-
ment bonds to buy next year or in 2018 when its own-
ership will reach JPY400trn (the bank also owns 47% 
of domestic ETFs). Expect further forays into the realm 
of unorthodox policy. Notably, “helicopter money” 
— a true money-financed fiscal stimulus — will likely 
surface in Japan first. Investors may balk at the effica-
cy of these policies, but they should also understand 
that they are immensely helpful in raising asset prices.

→ Investment Implications. Abe’s true master plan is 
to stoke a stock market rally and Japanese “animal 
spirits”, which in turn should lead to wage increases, 
capital investment and ultimately, an increase in the 
return on invested capital. That’s the theory, anyway. 
But don’t bet on it. However, do believe that Abe and 
the Bank of Japan will continue to aggressively un-
derwrite a rising stock market (and depreciating cur-
rency). Couple that familiar macro story with strong 
micro underpinnings and Japan’s equity market looks 
set to prosper. Sentiment appears to be shifting rapidly. 
After $11.7 billion of net industry outflows from Japa-
nese equity ETFs through the first ten months of 2016, 
Japanese equity ETFs had $974m of inflow in Novem-
ber — the largest month of asset gathering since June 
2015. We expect this trend to continue. Property REITs 
are experiencing strong flows too. Housing in Greater 
Tokyo remains relatively affordable by international 
standards. Across the desirable Tokyo and Kanagawa 
prefectures, median home prices were just 4.9 times 
median household income in the third quarter of 2014. 
That’s a favorable ratio compared to other “global 
gateway” cities, such as New York-New Jersey at 6.1, 
London on 8.5, Sydney on 9.8 and Hong Kong at an eye-
watering 17 times. With fixed rate mortgages available 
at less than 1%, Tokyo’s inhabitants are responding to 
improved economic conditions by buying new homes.

It is not only local residents who have noticed the 

nance and benefitted from a weak yen. Japan is also 
a veritable hotbed of companies at the forefront of 
several technologies reshaping the global economy — 
including robotics, electric cars and alternative energy 
(in the words of one analyst, “they make cool stuff”). 

Second, Japanese equities are priced at the frontier of 
value, if not over the edge – deep into bargain territory. 
More than two-fifths of Japanese shares trade below 
their book values. Cash flow has rarely looked better 
— more than a third of Japanese companies are gen-
erating a cash flow yield of 15 per cent or more, twice 
as many as in the US or the UK. And, companies have 
been steadily increasing their dividends, yet payout 
ratios still average only 25 to 30 per cent of earnings.

Thirdly, lower oil prices are indisputably positive for Ja-
pan, which imports most of its energy needs. Fourth-
ly, Japan is likely transforming itself from a nation of 
savers to a nation of investors. Contrary to popular 
belief, the Japanese savers have never been wealthi-
er, having a net worth that is double what it was at 
the peak of the 1980s bubble. This marks the big dif-
ference between Japanese private savers and their 
counterparts in other countries. While more than 
a third of savers in the UK or the US buy stocks, less 
than 10% of Japanese people do. Viewed another 
way, a mere 6% of Japan’s household wealth is invest-
ed in listed equities, compared with 38% for the US. 

Fifthly, Japan is ideally positioned in Trump’s “de-
globalized” world. Over the last four years, Japanese 
corporations have capitalized on the earnings boost 
delivered by the yen’s post-2012 depreciation by ag-
gressive M&A and building up overseas operations as 
production and distribution bases for foreign markets 
(and hence moving production of its major products— 
automobiles, electric machinery and electronic equip-
ment—closer to the end market). Given that Japan’s 
population is shrinking, this makes sense and has in-
troduced a profound change in the nature of Japanese 
business. In 2012, Japanese firms passed the threshold 
of producing more goods and services outside of Japan 
than inside (that ratio had risen to 58.3% at the end of 
the 2015 fiscal year, according to an August report by 
the Japan External Trade Organization). In short, most 
of Japan’s familiar names should no longer be consid-
ered as exporters but truly globalized multinationals.
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frontier markets—including low liquidity, high transac-
tion costs, and a lack of reliable corporate information.

→ Investment Implications. In a world character-
ized by low growth in developed markets and in-
creased correlations between emerging and devel-
oped markets, there is a demand for high-growth, 
diversifying equity investments. Stay invested in FM 
with an intention of a long-running holding period.

Global Income Crisis. Two mega trends may be re-
sponsible for the disappearing middle class in many 
Western countries. One is globalization and the other 
is supply-side reforms (so-called “Reaganomics” as 
well as ultra-right philosophies) since the early 1980s. 
Globalization has brought about enormous prosper-
ity around the world. However, the benefits of glo-
balization have been distributed extremely unevenly. 
For developed countries,  while  globalization  has 
allowed  corporate profits to soar,  it  has  also cre-
ated huge  downward pressure on  wages,  especially 
in the tradable goods sector.  For  developing  coun-
tries, globalization has provided  both  new  sources  
of  capital  as  well  as  markets  for  their  products.  
The countries that have successfully implemented 
various schemes to attract foreign capital have surged.

→ Investment Implications.  Globalization has produced 
asymmetric benefits: it has greatly benefited capital 
owners in the developed world as well as created hun-
dreds of millions of manufacturing jobs in developing 
countries. Particularly caught in the pinch is the middle 
class in the developed world. The net impact of income 
and wealth skewedness is slower economic growth.

The Eurozone and Italy: This Boot Is Made For 
Walkin’. Matteo Renzi has joined a long line of Italian 
prime ministers who have failed to reform the coun-
try.  This may be seen as just another symptom of a 
politically dysfunctional country. After all, Italy has 
long been stifled by legislative logjam, with 63 gov-
ernments since 1945. Or, it could be just another in-
dication of an unworkable fiscal and monetary union 
between several distinct nation states. Italy, in partic-
ular, has not fared well under this economic regime. 
(Its previous one was more successful, albeit relying 

pick-up in the capital area’s property market. Chi-
nese real estate investors are increasingly attract-
ed by Tokyo’s robust demand for top-grade build-
ings, the influx of visitors in need of lodging, and the 
steady returns on offer. The yen’s weakness is an ad-
ditional lure. A ¥60mn property that would have cost 
US$761,400 in July 2012 today costs just US$492,000.

As sentiment strengthens, and the perception spreads 
that prices have acquired a robust upward momentum, 
construction activity is likely to accelerate as developers 
increase the supply of new housing projects. As a result, 
the gathering pace of the recovery should support the con-
tinued outperformance of Japan’s construction sector.

The Dominance of the Multinational Corpora-
tion.  In a globalized era, a new investment class has 
emerged— the multinational corporation. Of the 
100 largest economies in the world, 51 are actually 
those of corporations, not countries.  Rising out of a 
more interconnected world, these companies tran-
scend the restrictions of individual nation states, rov-
ing the globe for arbitrage and profit opportunities.   
These “autonomies” can choose their battlegrounds 
— seamlessly shifting production from country to 
country, accessing better tax regimes and benefit-
ting from cheaper labor.  Given the low level of in-
terest rates and high corporate profitability, we ex-
pect that these securities will remain well supported.

→ Investment Implications.  In general, favour mega-
caps and the most successful multinational sectors 
(consumer staples and household products/health-
care). Our long-run thesis is that quality equities will far 
outperform sovereign bond returns. An attendant man-
ifestation is low levels of business and capital spending.

Frontier Markets Are Now Emerging. As globaliza-
tion continues to extend its reach, the fastest growing 
economies in the world are those classified as “Fron-
tier Market” countries. Frontier markets have lower 
market capitalization and liquidity than the more de-
veloped, “traditional” emerging markets and should 
be viewed as longer-running investments, with lower 
correlations to mainstream asset markets. Contrary 
to our current view on emerging markets (where we 
argue that “country selection” really matters), a more 
prudent approach to frontier markets is a broad-based 
one given the myriad risks and challenges of investing in 

Part B: Tactical Views
(<12 Month Outlook)
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against most, to now being overvalued against the 
likes of the euro and the yen. 3) In recent years US eq-
uities were attractively priced—this is no longer the 
case (our models show that the US is in the top 10% 
of “over-valuation” relative to other global countries).

→ Investment Implications.  Since 2008, we have ar-
gued that post-financial crisis periods typically produce 
a chronically strong senior currency (in today’s world, 
the US remains the monetary hegemon). Investors, still 
carrying crisis-made scar tissue, tend to cling close to 
shore. Endless financial crisis fears prevail. And, each 
time volatility erupts, capital quickly flows back to 
the perceived safety of the US, creating a persistently 
conservative posturing. Like other asset classes, cur-
rencies have a history of heading into extremes. The 
US dollar could certainly move higher from here. But 
it is a crowded place and the stakes are enormously 
high. Why not play the US consumer by buying Euro-
pean or Asian exporters, regions that have radically 
sharpened their competitiveness through currency 
debasement, benefit more from a lower oil price and, 
if one insists on measuring valuation (in our post-
modern world), trade on much cheaper multiples? 

Gold … It’s Complicated. Three major drivers of the 
2000s roaring gold bull market – a rapidly declining 
US dollar, predictions of a systemic financial collapse 
and a hyperinflationary future – are now either in 
reverse or discredited. Additionally, the over-accu-
mulation of “real assets”—especially precious met-
als—ran for years and has now started a long descent 
(witness massive outflows from gold ETFs). In many 
ways, the role of central banks and the attendant era 
of “financial repression” have disenfranchised gold as 
a viable asset class, given its lack of income stream. 

→ Investment Implications. Despite all of the above, 
this year’s rally has caught us flat-footed.  Still, we are 
not inclined to chase it. However, several significant 
events remain on watch to change our view. The ini-
tiation of helicopter money would change our mind. 
But for now only tactical gold positions are warranted.

Don’t Believe The OPEC Hype. The decision taken by 
OPEC on November 30 to cut output by around 1.2 mil-
lion barrels a day initially boosted near-term oil prices 
by around $10 a barrel. However, this strength will very 
likely be short-lived. For one, OPEC is not the force 

on a combination of currency devaluation to main-
tain international competitiveness together with fiscal 
spending to support the less affluent Southern region).

But can pessimism toward Italy and the wider Euro-
zone get any worse? At times like this, it pays to look 
for sentiment shifts at the margin. Any sign of a bright-
er outlook can have a large impact on expectations. 
As there is significant space for investors to down-
grade their optimism towards the US, there is plenty 
of room for positive surprises from the Eurozone. 
Consider some encouraging signs: (1) like the OECD’s 
leading indicators, Eurozone economic activity is point-
ing to a cyclical uptick (both German and French PMIs 
are pointing to solid growth, with the French com-
posite climbing to an 18-month high), (2) with un-
employment falling, and wages beginning to pick-up, 
inflation expectations are finally starting to rise, (3) a 
steepening yield curve has lifted bank stocks, which 
tend to lead to increased credit creation (and even a 
potential recapitalization and restructuring of Italian 
banks, with Unicredit announcing radical surgery by 
cutting 14,000 staff and 944 branches). and (4) with 
the Euro nearing parity to the US dollar, the region’s 
competitiveness has dramatically increased over the 
last few years, further priming it for a profit up-tick.

→ Investment Implications. Tactically overweight Eu-
rozone stocks but monitor the above developments.

US Equity Outperformance: Late Stage.  News of a 
Trump victory has clearly benefited US assets. The 
greenback recently surged to a new 14-year high as 
investors bet that Donald Trump’s eye-watering fiscal 
expansion will prove a replay of Reaganomics in the 
early 1980s. But beware consensus thinking. It has 
been a long — and many would say — well-earned 
period of outperformance for US assets. Despite 
Trumpian optimism, US equities are set to enter a pe-
riod of underperformance. Why? 3 key drivers of US 
equity outperformance are going into reverse: 1) In 
recent years the Federal Reserve was the most aggres-
sive liquidity provider in the world—this is no longer 
the case. The Fed is now tightening, while everyone 
else is on hold. 2) In recent years the US benefitted 
from an extraordinarily competitive currency—this 
is no longer the case. In a very short period, the US 
dollar has gone from being significantly undervalued 
against almost all currencies, to being fairly valued 
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every year, a US$10 bbl fall in the oil price shifts roughly 
US$340bn from oil producers to consumers. Thus, the 
enormous price fall since August 2014 will easily redis-
tribute more than $2 trillion annually to oil consumers, 
providing a bigger income boost than the combined US 
and Chinese fiscal stimulus in 2009. This will become 
more apparent as the positive impact on global con-
sumption, investment and liquidity materializes over 
time. Falling oil prices have never correctly predicted an 
economic downturn. On all recent occasions when the 
oil price has at least halved, faster global growth fol-
lowed. Conversely, every global recession in the past 50 
years has been preceded by a sharp increase in oil prices. 

Emerging Markets: Country Selection Matters. To un-
derstand why this is true, one need not look further 
than China – a country whose labor force grew by 200 
million people in the ten years spanning 2002 through 
2011 (for perspective, the American labour force is just 
158 million) and a country whose average annual GDP 
growth rate was 10% during that period.  That era is 
now over as a consequence of economic rebalancing 
(as investment declines as a share of GDP, from a very 
high level), reduced scope for productivity gains (as 
incomes rise and the pool of cheap labour from rural 
areas dries up) and demographic changes (as the coun-
try’s labour force peaks). The key point is that invest-
ments that did well during China’s rapid industrializa-
tion era will now falter. New leadership is underway.

→ Investment Implications. Avoid broad-based emerg-
ing market ETFs, as much of the indexes are stuffed with 
yesteryear’s winners and companies geared toward 
exporting. As the emerging market story transitions, 
favor domestic-focused, reform-minded, commod-
ity importing countries. “Reformers are performers” is 
likely to emerge as a mantra for EM investors. Those 
emerging economies that have been complacent 
about their structural problems through the post-cri-
sis era are likely to be caught between a rock and a 
hard place. However, those that have taken the hard 
medicine, such as India, are ideally positioned to reap 
a growth dividend from global disinflationary pressure.

On Sale: Spring Break in Cabo. Crisis is a recurring fea-
ture of Mexican history. The list is long: the 1976 peso 
devaluation, the 1982 debt crisis (and the “década per-
dida”— the lost decade— which followed), and the hy-
perinflation of the early 1990s which ultimately led to 

it once was. The cartel’s members account for only 
around a third of global production. Secondly, OPEC 
cuts are a reversion to a policy that has failed in the 
past, notably in the mid-1980s. The same situation set-
up exists today. When the Saudis cut production their 
share of the market fell as marginal producers stepped 
in to fill the gap. There is little reason to believe this 
time will be different, especially as global oil producers 
are more fragmented than they were in the mid to late 
1980s (in which no producer nor cartel of producers 
can command monopoly pricing power). Finally, the 
world’s marginal producers are no longer OPEC mem-
bers, but US shale companies with an ability to quickly 
turn on wells. Consider that wellhead break-even rates 
in the US shale oil patch have fallen some -20% over 
the last year. Factor in financing and other costs, and 
drilling becomes attractive at current prices of around 
US$47/bbl for WTI. Unsurprisingly, the US rig count has 
risen steeply over the last six months, and US produc-
tion is up by some 260,000 bbl/d from the summer low. 
Should oil prices rise further from here, then opening 
existing wells and drilling new ones becomes econom-
ic for many more producers. That implies a medium 
term cap on prices between US$55/bbl - US$60/bbl.

→ Investment Implications. We remain steadfast 
that oil and commodities are in a “lower for longer” 
phase. Yes, stability may have arrived. However, a re-
newed bull market is unlikely. Prices went through a 
very typical secular phase — rising demand amidst 
constrained supply in the early 2000s was met with 
an enormous surge in capital spending. This increase 
in supply will keep a ceiling on prices for years. (The 
International Energy Agency just released a report in-
dicating that the surplus in global oil markets will last 
far longer than previously thought — even though 
last month the agency predicted the market would 
return to equilibrium this year). So much for “peak 
oil”. However, do expect wide volatility. In the period 
from 1985 – 2004, the oil price frequently doubled 
or halved in the course of a few months. Now that 
speculative enthusiasm has returned to the oil market 
(non-commercial speculators have a record long po-
sition in oil futures), downside risks are much higher.

Looking ahead, global investors should learn to love 
low oil prices. Cheap oil is a very powerful stimulant for 
world growth. A tectonic wealth transfer is now under-
way. Because the world burns 34 billion barrels of oil 
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hoards of illicit cash. And Mr. Modi’s reputation has also 
taken a hit, with critics pointing to an alleged overreli-
ance on India’s notoriously heavy-handed bureaucrats.

We are not convinced of the negatives. Beyond the 
short-term, there are likely to be many more me-
dium to long-term benefits including (1) improved 
circumstances for more legitimate and better com-
panies because of elimination of some “informal” 
competition, (2) damaged terrorist and counterfeiter 
activity, (3) expanded tax base by digitizing many eco-
nomic transactions and (4) improved tax collections 
– which could fund lower tax rates or fiscal stimulus.

The main point is that this initiative fits squarely into 
Modi’s program of structural reform and financial 
modernization. A big focus is directed at pulling India’s 
vast, but unproductive informal economy (which, un-
believably, accounts for about half of India’s national 
product and some 80% of employment) into the am-
bit of the formal economic and banking ecosystem. 
If pulled off, the benefits to India are enormous.

→ Investment Implications. While the next few quarters 
could see a hit to India’s headline economic growth, a 
V-shaped rebound some time in 2017 is highly likely. 
Pent-up demand will be quickly released once the new 
smaller denomination notes are made available for in-
dividuals to withdraw from their bank accounts. Such a 
recovery should be aided by the fact that Indian bond 
yields have collapsed as a result of the demonetization 
policy. Beyond the demonetization development, India 
still has a lot going for it (relatively less reliance on glob-
al growth, no “funny money” aka QE, etc). A new cata-
lyst may also have emerged: with the Reserve Bank of 
India smashing inflation (and the significant decline in 
the oil price surely helping their mandate), there is big 
potential for Indian policy rates to come down. Assets 
right across India may benefit, but the small cap sector 
may be poised for a big re-rating. Looking at the wider 
Asian region, a number of Asian countries—including 
India, the Philippines, China—may well be starting 
once again to see a triple merit scenario of falling inter-
est rates, rising currencies, and rising asset prices. To 
monitor India’s success, two macro trends should be on 
high watch: (i) ongoing efforts to tame inflation and (ii) 
whether public policy can direct the resulting savings 
build-up from a more stable monetary environment into 
productive investment rather than public hand-outs.

the Tequila crisis of 1994. With the recent stampede 
out of the Mexican peso and the currency currently 
undervalued by around 50% (Cabo, here we come), 
crisis is here again. Of course, this one was prompted 
by Donald Trump. Take your pick on his direct threats: 
build a wall along the US-Mexican border, tear up the 
23-year old North American Free Trade Agreement 
or slap punitive tariffs on US imports from Mexico. 

But pessimism has likely gone too far, pricing in a worst-
case scenario for Mexico. There are limits to portraying 
the US as a victim of Mexico. The US trade deficit is only 
a quarter of its exports to the country, compared to a 
deficit with Japan of twice exports and with China of 
three times. Trump will also under deliver relative to his 
campaign talk. For example, the promised high wall be-
tween Mexico and US is now reduced to “fences in some 
places”. As with many asset classes damaged by Trump 
rhetoric, there is plenty of room for positive surprises.

→ Investment Implications. With the Mexican cur-
rency back at a level not seen since the depths of 
the Tequila crisis, it is time to buy pesos. In fact, 
a broader strategy would be to fade Trump opti-
mism and buy Trump pessimism among a variety of 
global asset classes. We will be monitoring closely.

India Demonetization Debacle. On November 8, Indi-
an prime minister Narendra Modi announced that In-
dia’s two highest-denomination currency bills — 1,000 
rupees (USD $14.84) and 500 rupees (both notes ac-
counting for about 85% of all Indian currency by value) 
— would immediately cease to be legal tender in most 
places. Holders have until the end of the year to depos-
it these bills into bank accounts. The government had 
expected crooks to abandon fraudulent gains and grant 
the government a fiscal windfall that could be used for 
bank recapitalization (or some other public good).  But 
with about 80% of the notes already presented for 
validation, it appears that either less “black money” 
was in the system, or, more likely, ways were found to 
present dodgy cash with an appearance of legitimacy.

The short-term effect has been painful. Sales are fall-
ing and growth is slowing (potentially slashing two 
percentage points from fourth quarter GDP). Western 
media shows images of long lines outside banks, dis-
traught workers migrating back to their villages, and 
tax raids on jewelers and corrupt officials caught with 


