
2017’s Lucky Generals 
The contrast with January 2016 could hardly be more marked.  Surprise election 
outcomes have turned political agendas on their heads while a changing 
economic outlook has led to a very different market landscape.  As we 
contemplate the prospects for 2017, for once we can say for certain that the New 
Year will not offer more of the same.  

More importantly in our view, we should note that it is not politics that is driving 
the change - but rather improving economies.  Should stronger growth help 
to address some of the issues that led to their elevation to prime minister and 
president respectively, Theresa May and Donald Trump may well go down in 
history as lucky generals.  In this note we focus on the improving economic 
outlook and the investment backdrop before offering our take on the prospects 
for markets in 2017.    

Political debate, opinion polls, voting and election results quite rightly take the headlines.  This 
was certainly the case in 2016, whether here in the UK, in the US or in Italy – the personalities, 
the choices and the finality of election results mean that politics are much more accessible to 
most people than the humdrum of economics.  However, it is the grinding round of the cogs 
within economies - factors such as output growth and corporate profits - that really drive wages, 
employment and wealth creation.  Such factors also drive financial markets in the medium and 
long term, along with other variables, including interest rates and inflation.  It is correct, in our 
view, to assign the major changes in markets we are now witnessing to economic, rather than 
political, developments.  

In this note we highlight three economic developments: a recovery in the oil price, the arrival 
of the US economy at full employment and the improving prospects for emerging markets.  
These, in our view, have been the major factors in breaking the trend of painfully slow economic 
growth seen since the financial crisis.  Before covering these three in more detail, however, we 
first consider the magnitude of the change before us.  

Last year was the weakest for global growth since the financial crisis.  Worse still, for much of the 
first half of the year, the prospect of any improvement seemed remote.  By contrast, this week 
the IMF upgraded its forecast for 2017 global growth to 3.4%.  Here in the UK, despite forecasts 
of recession if we opted for Brexit, the pace of economic growth has also been upgraded – and 
the UK looks likely to have been the fastest growing G7 economy in 2016, expanding by 2%.  
Indeed, the good news from the IMF is widespread, with growth now projected to be faster 
than previously forecast in the US, Europe, Japan, China and other large emerging markets.  In 
other words, pretty much everywhere.  Economic growth seems to be accelerating regardless of 
whether political change has been a feature.  We now turn to our three developments. 
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1. Oil prices have recovered

One vital commodity price fundamentally altered course in 2016: oil.  Having halved to 
c$60p/b in 2014, oil fell by a further third in 2015 and to a low of less than $30p/b in early 
2016.  From that level prices have rallied and are now back to c$55p/b.  This is of key 
importance.  It was the weakness of oil prices, and the knock-on impact on investment and 
jobs in the energy sector, that weighed on economic activity and sentiment twelve months 
ago, most notably, but not only, in the US.  Weak oil prices also bore down on inflation and 
arguably exaggerated the deflationary concerns that prevailed at the time.  As oil prices 
recovered from the lows of early 2016, so inflation readings have ticked higher (see Fig. 1).  
Rising inflation readings have also helped to take interest rate expectations and government 
bond yields higher.  Thus, a steadying of the oil price is one key factor that has helped to 
dispel deflation concerns and underpin optimism about the outlook for growth as we enter 
2017.

Fig. 1: What goes down: falling oil prices were a key contributor to weak inflation readings

2. The US achieves full employment

There can be little doubt that one of the key drivers of Donald Trump’s election success was 
the dissatisfaction of middle-America with their personal income growth and employment 
prospects since the financial crisis.  In this respect, the parallels with the Brexit vote here in 
the UK are undeniable.  Unlike previous recoveries, economic expansion since 2008/9 has 
been lacklustre, wage growth has been muted and unemployment has fallen only slowly.  
However, as Fig. 2 below shows, unemployment in the US has at last dropped to its pre-crisis 
lows.  Indeed, it now stands not much above the levels prevailing in the early part of this 
century.  Additionally, wages are now picking up as rising job openings against a backdrop of 
low unemployment force employers to grant pay increases.  The latest reading for US wage 
growth was a healthy 2.9% pa, the highest growth rate since mid-2009.  
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As a result, the US central bank, the Federal Reserve, is lifting interest rates once more, and 
government bond yields are beginning to rise – breaking the long, downward trend, which 
saw 10-year US government debt offering just 1.4% p.a. by mid-2016.  Just six months later, 
yields are closer to 2.5%.

Fig. 2: The hard road to full employment in the US

3. Improving outlook for emerging markets 

Finally, in our list of changed economic conditions, is the turn in the fortunes of the 
emerging markets. Between 2009 and 2011 very low interest rates in the developed 
world and optimism about the prospects for the emerging economies led to a period of 
overinvestment, increasing imbalances and weak capital discipline.  Consequently, in the 
four years to mid-2015, profitability of emerging markets companies came under pressure, 
particularly in those businesses operating within cyclical industries, as rising costs and falling 
revenues impacted earnings.  The environment was further impacted at the start of 2016 
by concerns about a renewed slowdown in the US, further falls in commodity prices and a 
deterioration in the growth outlook for China.  These concerns have now eased and emerging 
economies, for the most part, appear to have worked though their difficulties.  As Fig. 3 
below shows, outlook surveys* are now painting a much rosier picture.  This improvement 
has not gone unnoticed by investors, with emerging market equities rallying strongly through 
2016.  Returning briefly to the IMF’s growth expectations discussed above, these show an 
acceleration in growth in emerging markets from an estimated 4.1% in 2016 to 4.5% this year 
and 4.8% next.  This is driven by a return to growth in Brazil and Russia and an improving 
growth outlook in India and South Africa.
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Fig. 3: Emerging economies - turning up once more

Putting these three together, along with other, secondary developments, we can begin 
to explain why the economic outlook for the global economy has altered almost beyond 
recognition in just twelve months.  However, before concluding that the prospects for 
investment markets are likewise improved, we should list three important caveats. 

Firstly, in our view, the current cyclical upswing discussed above, while welcome, will not 
reverse or alter the secular trends that have been in place for the past fifteen years or more.  
The deflationary undercurrents driven by globalisation, technology and demographics are 
unlikely to be reversed – meaning that the rapid changes in the structure of industries and 
with them the changes in the fortunes of companies and employees remain with us.  We 
should not lose sight of this as we peer into 2017 and beyond, despite the better immediate 
outlook.  

Secondly, we should note that the policy backdrop to markets remains highly unusual.  
Central bank balance sheets are hugely inflated and, in many parts of the world, are 
continuing to expand.  Interest rates remain at extraordinarily low levels, even in the US, 
which, despite being the first major economy to begin nudging rates up, still has a policy 
rate of less than 1%.  Also, fiscal expansion may be coming at a time when it might do more 
harm than good.  These factors all suggest caution – both because the current upswing 
may be dependent on the ongoing largesse of central banks and because, should growth 
and inflation continue to surprise on the upside, policy will doubtless need to tighten from 
current levels.  

Finally, we should acknowledge that equity markets have moved to discount, at least to a 
degree, the improved growth prospects before us.  

*The chart shows Purchasing Managers Index surveys for manufacturing and services companies in 
emerging markets. Rising readings indicate an improving outlook. Readings above 50 indicate expansion.  
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Implications for Investment Markets and Asset Allocation Conclusion

Our recommended portfolios have been positioned for some time for falling government 
bond prices (rising yields).  This proved unhelpful in the early part of 2016 as concerns about 
low growth and the threat of deflation intensified – driving government bond prices higher.  
We are therefore pleased to see this trend begin to reverse and we continue to favour, for 
now, predominantly short dated corporate bond funds for the defensive part of portfolios.  
These are much less vulnerable to rising yields and, along with cash holdings, offer us ready 
liquidity to take advantage of opportunities as and when they arise.  

Turning to the growth side of portfolios, in a similar vein to our bond holdings, we have 
positioned equity allocations towards more economically sensitive businesses.  These are 
cheap and were, until recently, unloved by investors.  They are now beginning to perform 
more strongly as the growth outlook improves, which should benefit portfolios.  Considering 
overall equity allocations, we remain reasonably positive on the asset class, with our 
optimism about the improving economic outlook tempered somewhat by higher valuations.  
Within markets, we favour those offering the most attractive valuations, specifically, the 
Asian and emerging markets discussed above, together with Europe.  Elsewhere, we remain 
broadly neutral on UK commercial property.  Here, yields look fairly appealing, though rising 
government bond yields temper the attractions somewhat, as do the challenges of the Brexit 
negotiations ahead. 

With regard to overall portfolio positioning, we are more cautiously placed than twelve 
months ago, with defensive bond holdings and cash allocations fairly elevated.  This, in 
our view, is appropriate, given the strength of equity markets through 2016 and the risk of 
disappointment from the current position of broad optimism.  Despite the seemingly lucky 
generals now in power in the US and here in the UK, we suspect that 2017 will not be plain 
sailing and that we will get the opportunity to put the liquidity in portfolios to work as the 
year unfolds.   

If you have any questions on the above do please contact me or your usual adviser.  

Christopher Sexton

Investment Director

D: 020 7315 6506 
E: christopher.sexton@saundersonhouse.co.uk
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