
Lucky Generals pt II
Earlier in the year we wrote of 2017’s Lucky Generals.  The phrase, attributed to 
Napoleon, is that it’s better to have lucky generals than good ones.  We were, of 
course, referring to two modern day generals, Donald Trump and Theresa May, both of 
whom were fortunate enough to take the reins at a time when the economic outlook 
was changing for the better.  The quote has proven apt.  Few would describe the 
achievements of the pair as anything close to good. In fact they have fallen woefully 
short of expectations.  And yet, circumstances have conspired to ensure that their 
shortcomings have proven largely irrelevant in terms of the economic outlook and 
investment markets, though not in terms of their political prospects.  In this note we 
highlight the key economic developments of 2017 thus far, and briefl y review the 
resulting investment market experience.  We conclude that, while the improved outlook 
for the world economy is very welcome and has been profi table for investors, the key 
secular themes that have dominated developments in the world economy since the turn 
of the millennium remain in place, and therefore investment risk remains fairly elevated.  
In our view, political developments in reaction to these drivers will need careful 
monitoring as we move into 2018. 

Beginning with the economics, in late July the International Monetary Fund (IMF) restated its 
expectations that global growth would be 3.5% in 2017.  While this is unspectacular compared 
to the heady, pre-crisis days, it is an improvement on the Fund’s expectation at the beginning of 
the year and on the 3.2% recorded in 2016.  Perhaps more importantly, it represents a break in 
the trend that has seen weakening growth since the post-crisis recovery years of 2010 and 2011.  
Thus, concerns that the global economy was sliding into a slump have proven misplaced, with 
growth instead accelerating, albeit only gently (see Fig. 1). 

Fig. 1: IMF global GDP growth – historic and forecast
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It is noteworthy, however, that while the broad economic picture is brighter than twelve months ago, 
the details are markedly di� erent.  Previously, a recovery in oil and commodity prices, together with the 
expectation of a signifi cant fi scal boost from the new US administration, had spurred greater optimism 
on the growth outlook, led by America.  What we have actually seen is a broad based improvement 
in growth, centred on some unlikely candidates including eurozone members France, Germany, Italy 
and Spain as well as some key developing markets, namely Brazil, China and Mexico.  Indeed, the IMF 
actually downgraded its forecast for US growth in the absence of any action so far from the Trump 
administration.  This weaker performance from the world’s largest economy has seen the US dollar 
lose some of its recent gains, providing a tailwind for the developing economies.  In contrast to the 
US, eurozone growth for the second quarter of 2017, at 0.6%, has surprised to the upside.  On an 
annualised basis the single currency bloc is now growing at its fastest pace in six years and at twice 
the rate of a UK economy that looks increasingly beset by the challenges of Brexit.  Emerging and 
developing economies, like those of continental Europe, are benefi ting from a cyclical upturn in global 
manufacturing and trade so that economies such as Brazil and Turkey, which have struggled in recent 
years, are now seeing strong recoveries.    

While this uptick in growth has been a welcome if unexpected development, perhaps a greater 
surprise has come from the continued benign behaviour of infl ation.  Central banks, investors and other 
observers (ourselves included) have been expecting an upturn in prices and wages as households 
recovered from the fi nancial crisis and full employment has been regained in several major economies.  
As Fig. 2 below shows, ‘refl ation’, the trend of rising infl ation which began in mid-2016, proved short-
lived and has given way to renewed disinfl ation.  Importantly, however, the picture is one of weak 
infl ationary pressures, with the threat of defl ation (i.e. prices actually declining) appearing increasingly 
remote.  The di� erence is vital; defl ation is potentially hugely destructive, putting increasing pressure 
on the indebted as the real value of their liabilities rises, tempting consumers to delay purchases in 
anticipation of lower prices in future.  Low infl ation, by contrast, is fairly benign, allowing central banks 
the luxury of keeping interest rates at very low levels, or at least increasing them only slowly, while 
allowing businesses the scope to gently increase prices. 

Fig. 2: Refl ation interrupted: Consumer price infl ation in the UK, US and eurozone

It is this combination of improved growth but benign pricing pressures that has ignited investment 
markets once more this year.  With the threat of much higher infl ation largely absent, interest rates 
have stayed at or close to record lows and, as a consequence, fi xed income securities have achieved 
further, albeit fairly muted, gains.  At the other end of the spectrum the receding defl ationary threat has 
allowed optimism regarding growth to build, as concerns about renewed recession or even depression 
have eased.  In this environment, equities have benefi ted from both low interest rates and the earnings 
growth that comes with expanding economies.  The result has been another period of strong returns 
for client portfolios.  
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Even the gentle increase in US interest rates, together with a probable tapering of asset purchases in 
continental Europe in due course, look unlikely to knock investor optimism, given that such measures 
should go hand in hand with continued economic expansion. 

While the investing environment as described above augurs well for the immediate outlook, we should 
pay close attention to possible developments that would undermine it.  Prime amongst these we 
believe, are developments in the political arena.  Here we are not referring to the localised troubles 
of Mr Trump or Mrs May as mentioned above, but rather the increasing likelihood that the positive 
characteristics of the current economic and fi nancial markets backdrop will eventually be undermined 
by political backlashes.  As we have written before, the challenges of globalisation, rapid technological 
innovation and ageing populations will not be quickly or painlessly solved and, in our view, will come 
back to the top of the agenda again and again via the ballot box.  In this regard, both Trump and Brexit 
share a common cause in the deep disquiet amongst many voters; perhaps M. Macron’s election victory 
in France is similarly related insofar as it saw a rejection of the established parties.  We believe that 
this disquiet is rooted in a lack of job security, poor prospects for advancement, low wage growth and 
increasing income and wealth inequality between both the di� erent income brackets and generations.  

The forces of globalisation and technology have to date worked in favour of businesses, asset prices 
and therefore investors.  As discussed above, the absence of input price pressures have proven helpful 
for corporate profi ts, especially when augmented by low interest rates and a degree of economic 
growth.  However, low infl ation goes hand in hand with low wage growth, just as high corporate 
margins suggest a weak labour share of corporate output.  These challenges are unlikely to solve 
themselves in short order and, looking ahead, it is likely to fall to the political system to fi nd the 
answers.  Policies to address these challenges may include increased corporate taxation, higher taxes 
on the wealthy and increased public spending, ongoing increases to the minimum wage or even a 
universal basic income.  Or perhaps the solution will eventually come through in infl ation which would 
erode fi nancial wealth and redress the imbalances by boosting wages.  Whatever form they take, the 
solutions are likely to be unhelpful for corporate profi tability and unpalatable to investors.

It is for these reasons that we have maintained our somewhat cautious positioning, recommending 
signifi cant holdings of cash and short dated bonds to provide a counterweight to equity allocations.  
Despite this, portfolio returns remain strong - such has been the advance in equity markets.  Prudence 
dictates that we continue with this approach, both to give a defensive aspect to portfolios and in 
anticipation of increasing allocations to risk assets, should the opportunity arise.

Thus, while looking back with some satisfaction on what has turned out to be another profi table period, 
the challenge ahead will be identifying the threats to its continuation and taking action as and when 
appropriate. 

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

Saunderson House Limited
1 Long Lane, London EC1A 9HF

T: 020 7315 6500
F: 020 7315 6650
E: shl@saundersonhouse.co.uk
www.saundersonhouse.co.uk

Registered in England. Address as above. Number 940473 
Authorised and Regulated by the Financial Conduct Authority.
V1140817LH

This note is for general guidance only and represents our current understanding of law and HM Revenue 
and Customs practice as at 18 August 2017.  We cannot assume legal liability for any errors or omissions 
and detailed advice should be taken before entering any transaction.  The value of investments and any 
income therefrom can go down as well as up and you may not get back the full amount you invested.  
Performance data is purely indicative and based on unaudited pro-forma models.  Actual returns will 
depend on individual circumstances.  Past performance is not a guide to future performance. Saunderson 
House Limited is authorised and regulated by the Financial Conduct Authority. 


