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FOREWORD

As we predicted would be the case last year, 
2016 has been dotted with a number of bouts 
of volatility. Holding firm and remaining invested, 
especially after a particularly hectic January and 
February, has been the best way to generate 
risk-adjusted returns over the year. 

Our decision to maintain our exposure to rates 
through well-diversified, aggressive allocations 
to bonds boosted the return of our portfolios 
over the year, as did our re-entry into emerging 
bonds and equities. 2016 was also marked by 
the possibility of a recessionary scenario, and by 
the UK’s surprise decision to leave the European 
Union, which led to a sharp increase in volatility, 
not to mention the election of Donald Trump, 
which augurs a new political era in the United 
States, with short-term risks surrounding his first 
decisions as president.

Central banks are still busy, while others are taking 
action on an unprecedented scale. Economies 
continue to recover, and will need further help. 
What’s more, with risk-free assets having all 
but disappeared – money market returns are 
essentially zero – investors still have little scope 
in terms of their risk management, even though 
there are still plenty of return opportunities 
available to them.

Our optimistic global scenario is that 2016 will 
have been a transition year, and that 2017 will 
see economies synchronise and pick up. This 
last quarter has been promising, with the US 
stabilising at a strong level of growth, Europe 
showing some encouraging signs, Japan still 
determined to stir from its 30-year slumber, and 
emerging economies poised to resume their 
steady expansion.

The stock markets have been pointing to global 
economic growth for several months, and now 
they are waiting for higher corporate earnings 
to make valuations – which are above average 
in the developed world – affordable. Bonds will 
involve risk as long yields are expected to rise 
and inflation to start pushing upwards, but there 
will be opportunities for highly active managers to 
exploit. In the currency markets, the decoupling 
of the US from the rest of the world is likely to lead 
to further volatility, especially with the increasing 
gaps between exchange rates. In that regard, the 
Brexit referendum was the bad news of 2016, as 
it opened up an already-ailing Europe to further 
political, economic and monetary risk.  

Elsewhere, alternative strategies should remain a 
key portfolio component in 2017 as low absolute 
returns have removed the cushioning effect that 
bonds have historically provided in a balanced 
portfolio. Hedge fund and risk premium strategies 
are set to be important in diversifying risk and 
reducing overall portfolio volatility – again, roles 
that many investors have previously relied on 
bonds to perform.

We examine all of these issues and more in the 
pages that follow. As ever, here at UBP we look 
forward to discussing our expectations for the 
markets for the year ahead with you and working 
alongside you to develop an investment portfolio 
that meets your exact needs.

MICHAëL LOK
Group CIO and 
Co-CEO Asset Management
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2007-2017 
out of the crisis 

and into the light
The coming synchronised recovery in the global economy.

Looking ahead to recovery in 2017

2017 could finally be the year that marks the end of 
a decade dominated by the economic crisis and its 
aftermath. Another Great Depression was avoided, 
but not the Great Recession of recent years, which 
has left scars that today’s “New Mediocre”, as 
coined by the IMF, cannot erase.

The global economy has stumbled over many 
a new and unexpected risk in the past years, 
but this period could end on a more optimistic 
note. The outlook for next year is looking brighter 
and we believe growth could rise to 3.5%. This 
recovery promises to be driven by brisker activity 
in emerging countries and the growth momentum 
building up in the US.

Firmer and lasting growth 
in emerging countries

Growth in emerging countries should speed 
back up in 2017 to nearly 5% in aggregate, 
having dropped as low as 4.5% in 2016. The 
commodity price rally, and the reforms and 
stimulus by governments should restore the 
foundations of growth, with a better balance 
between sectors which should make that growth 
more sustainable.

China and India will continue to be emerging 
countries’ growth engines. China’s growth rate 
may rise back to 7% thanks to the stimulus 
measures applied in 2016, and also as a result 
of the reforms to shift its growth model from 
being centred on exports and manufacturing 
to running on consumer and infrastructure 
spending. India’s economy has regained all its 
vigour and recent reforms there should also push 
growth up towards 8%.

Asia should keep up its strong momentum, but 
the outlook is also improving in other regions. 
Russia and Brazil will benefit from the recovery 
of the commodity markets and should ease out 
of recession in 2017, also helped by stabilising 
domestic demand. 

So for the first time since the financial crisis, 
economic activity in emerging and developed 
countries should be more synchronised. The 
agreements on oil production and the gradual 
increase in trading within each region should 
help world trade rebound, after several years 
of near stagnation.

“It’s not quite yet the sunlit uplands but 
we anticipate signs of a recovery ahead 
- one that we believe to be sustainable.”

2 0 1 7  I N V E S T M E N T  O U T L O O K

4



Moderate growth 
in developed countries

Growth in developed countries should generally 
stay below 2% in 2017 but we expect the US 
to reach 2.3%. Domestic demand there should 
receive a boost from the thriving job market and the 
gradual recovery of capital expenditure, including 
in the oil sector.

Growth prospects in the eurozone and Japan 
are more moderate, hovering between 1% and 
1.5%. Employment should pick up in the eurozone 
and support consumer spending, and investment 
should also rebound.The European project is still 
fraught with doubts, but austerity policies should 
ease back and make way for the early signs of 
recovery. In Japan the fiscal and monetary stimulus 
announced has yet to materialise and consumer 
spending and investment are still subdued. In 
summary therefore, Europe and Japan are waiting 
for a kick-start from the US and emerging countries.

The UK’s outlook appears to remain uncertain 
until the negotiations with the EU yield a clearer 
picture of future economic relations between the 
two regions post Brexit. The UK economy may slip 
into a technical recession at the start of the year 
until the new framework becomes clear.

As regards Switzerland, it should achieve economic 
growth of 1.4% in 2017, quite close to that of 
the eurozone and Germany. The Swiss economy 
has proved highly resilient, maintaining a rather 
stable and steady growth rate despite its constantly 
overvalued currency against the euro, but this has 
been thanks to the flexibility of its manufacturing 
and services economy.

Learning the lessons of the past

The world economy still faces major challenges in 
the coming years despite the predicted recovery 
in 2017. The crisis has destroyed capital, and 
developed countries are still struggling to rebuild 
higher potential growth, which has made for low 
productivity gains compared to the years before 
2007. Moreover, monetary authorities could scale 
back their stimulus policies as inflation picks up, 
while public debt is still high in developed countries 
and corporate debt has kept expanding in the past 
few years, especially in the US.
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inflation is 
knocking on the door

A progressive rise in developed countries.
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We expect to see two contrasting inflation trends 
in 2017: a sharp rise in developed countries, and 
a marked drop in emerging countries.

These opposing forces arise from the effects 
of commodity prices, currencies and domestic 
demand in those two major blocs of countries. 
The oil producers’ agreements adopted in 2016 
should maintain prices at a higher level than they 
have been over the past couple of years. If oil 
prices remain above 45–50 dollars a barrel after the 
sharp fall in the first quarter of 2016, they should 
underpin price indices and trigger a mechanical 
rise in inflation in early 2017.

In some countries, such as the United Kingdom, 
currency fluctuations will amplify this rally: after the 
pound’s post-EU referendum slide in 2016, the 
rebound in imported inflation is likely to spread to 
several sectors of the economy. If the ECB sticks 
to its highly aggressive stimulus policy, the rate 
differential could weigh on the euro, and this 
combined with the continuing political uncertainty 
would speed up inflation in the eurozone.

The strength of domestic demand has generated 
tensions across some sectors. In the US, core 
inflation is being pushed up mainly by rent and 
healthcare costs. This trend is likely to carry on over 
the coming quarters, unless the new administration 
alters it with structural reform. In the UK, real estate 
is still on the rise despite the uncertainty caused by 
Brexit, and a more positive trend in that sector is 
also appearing in continental Europe. Developed 
countries also have a common inflation factor in 
their ageing populations, which pushes up health 
care costs. 

All in all, inflation is set to pick up in developed 
countries, especially in the first quarter of 2017, 
boosted by the energy sector. It should rise 
to 2–2.5% in the US, to 3% in the UK and to 
somewhere around 1.5% in the eurozone during 
the first half of the year.

In China, prices seem to be bottoming out: producer 
prices are starting to rise again and inflation should 
settle around 2% in the coming quarters. This 
means that the slip back in inflation in emerging 
countries will be driven by falling prices in Russia, 
Brazil and India. Russia’s and Brazil’s currencies 
were sharply devalued by the economic crisis and 
political uncertainty. With renewed confidence and 

GDP growth by main region

  Developed countries   Emerging countries

Sources: IMF, UBP
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stabilising economies, those countries’ currencies 
have strengthened, and this should help them out 
of recession in 2017, and ease their inflation down 
from double digits and back towards the central 
banks’ medium-term targets. In the case of India, 
where extreme weather had propelled prices above 
targets, there is now an expectation that they will 
go back to normal towards the end of this year.

Overall, 2017 should put an end to worries about 
inflation which have dominated markets despite 
the economic crisis having ended. As a result, 
the purchasing power acquired by households 
in recent years because of low energy prices will 
gradually shift away from them again. At that stage, 
in 2017, wages will have to be the focus, especially 
in the US where the labour market is close to full 
employment: while the risk of a price and salary 
spiral seems remote as rises are likely to be limited 
to only a few sectors and the participation rate is 
still low, the overall wage level is on the rise. 

OECD inflation

  Core inflation   Total CPI

Source: OECD
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monetary policy: 
closing the lid on 

the monetary tool box
Central banks less aggressive on reflation.

Since the financial crisis central banks have been 
relentlessly stepping up their unconventional 
monetary stimulus. After some initial cuts, they 
slashed key interest rates right back into negative 
territory, and then started actually buying assets, 
from government bonds to credit, and even 
ETFs and REITs in Japan. This not only made 
central banks’ balance sheets balloon out of all 
proportion but also gave them a huge influence 
on the markets, and not just through their policy 
announcements.

Negative key rates have created more problems 
than central banks had probably anticipated. In 
Japan and Europe they triggered a further decline 
in long-term interest rates, which made things 
difficult for both banks and serious long-term 
investors such as insurance companies and 
pension funds.

While the cost of credit shrank as a result of their 
measures, demand for credit actually stayed rather 
sluggish, both in Europe and in Japan.
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So the effect of the latest actions by central 
banks seems much more debatable than the first 
steps they took at the beginning of the financial 
crisis. Back then the successive waves of cheap 
liquidity gave markets a boost, making mergers 
and acquisitions easier and restoring appetite for 
financial leverage to companies. These policies also 
made US consumers finally start borrowing again.

As 2017 looms, central banks seem to have 
become aware of the limitations of their actions 
on final demand, and of the distortions they are 
creating on banks and the markets. We could 
therefore see a shift in their strategies in the coming 
months, including:

    A targeted action in favour of credit;

     An end to key rate cuts and a floor for short 
interest rates;

     A general preference for a positive yield curve, 
and efforts to keep it that way, with variations 
from one region to another;

     A shift from aggressive monetary policy to 
less austere, more flexible and even more 
expansionary fiscal action.

In 2017 central banks in developed countries 
should maintain accommodative monetary 
policies, but gradually less aggressively so. For 
two years the Fed has been trying to normalise 
its policy, and when it eventually does, it will be 
an interest rate adjustment, but a minor one (a 
rate hike is expected in June, the first after the 
predicted December one). As for the ECB, it may 
extend its asset-buying programme (from March 

to September 2017), but will be more reluctant 
to make any major changes to the terms of its 
government bond buying scheme because of 
internal opposition. Intervention by the BoJ and 
the BoE is likely to focus more on credit than on 
rates, given the indirect effects of rate cuts on 
banks and currencies.

In emerging countries, monetary policymakers may 
cut key interest rates still further, in particular those 
faced with plummeting inflation, such as Brazil and 
Russia. In other countries the rate cuts are likely to 
be less drastic as there is not much left to cut and 
because economic activity is expected to rise back 
to its full potential after a sluggish couple of years.

Overall, with central banks remaining 
accommodative, reflationary policies should 
become less and less aggressive, due to some 
extent to the expected recovery, and also because 
of the effects of the latest measures on bond 
markets and the banking sector. We believe central 
banks are set to refine their monetary regulation in 
tune with the economic and inflation cycle.

Central banks’ balance sheets and stock market

  Wilshire 5000 (rhs)   Central banks’ balance sheets (lhs)

Sources: Central banks, UBP
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Since the US announced its third round 
of quantitative easing in 2012, investors 
have fretted about how to invest in a ‘low’ 
interest rate world. Their only reward for all 
this worry has been even lower interest rates 
as sequential mini-crises and growth scares 
encouraged global central banks to follow the 
US roadmap. All this has happened while the 
US itself stepped back from the once extreme 
monetary policy of global central banks.

So why shouldn’t investors expect the 
current low rate environment to continue to 
follow the ever lower trajectory that they have 
become accustomed to? Interest rates have 
already strayed into zero or even negative 
territory in Japan, Switzerland, the eurozone 
and a growing number of nations around 
the world. 

However, change may be coming primarily 
because central banks themselves have 
signalled that their policies are transitioning 
from the Fed policies of  2012. Though a third 
round of quantitative easing was sufficient to 
stabilise the US economy and begin its repair 
process, damage to the banking systems 
in Europe and to a lesser extent Japan 
following negative rates and quantitative 
easing suggest that the next stage in global 
policies is needed.

Indeed, the Japanese central bank has led 
the way looking to manage the shape of its 
yield curve more effectively. Though many 
have dismissed the new Bank of Japan policy 
framework as only an ‘incremental’ change, 
the change itself should help to remove the 
constraints on bank profitability and therefore 

encourage banks to increase lending to 
longer-term projects, perhaps providing a 
hint of an increased Japanese fiscal stimulus 
in 2017. Speculation is also growing that the 
ECB may need to seek alternative strategies 
to its current policies. The recent steepening of 
the euro-area yield curve may achieve a similar 
outcome to the shift in the Bank of Japan’s 
stance just as fiscal policy becomes less 
restrictive in the single-currency area in 2017.

While the shift in central bank policies does 
not necessarily signal the end of the ‘lower 
for longer’ backdrop, investors must now also 
confront the fact that inflation, which has been 
a tailwind for fixed income assets in recent 
years, now potentially poses a headwind 
as it is showing signs of re-accelerating. 
Unsurprisingly, this acceleration is beginning 
in the United States, where the quantitative 
easing policy first began, and where core 
inflationary pressure is now at 2.3%, its 
fastest pace since 2008. This acceleration 
in core inflationary pressures in the US 
has been occurring against a backdrop of 
broader commodity deflation following the 
sharp declines in global commodity prices 
since 2012. This commodity deflation is 
now starting to weaken, with global crude, 
agricultural and industrial metals prices all now 
showing year-on-year price increases for the 
first time since 2012.

In contrast to this visible change in policy and 
inflation regimes, markets instead are pricing 
in status quo, believing that central banks can 
continue to drive nominal bond yields ever 
lower and corporate bond spreads still tighter. 
US, German and Japanese ten-year yields 
after core consumer price inflation sit near all-

preparing for a changing 
interest rate environment

When interest rates stop falling…
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Bond yields can’t cushion falls in equity anymore
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time lows while the spreads that investors are paid 
to take corporate credit risk sit below average. As 
a result, we believe it is time for investors to focus 
on actively managing and mitigating interest rate 
exposure rather than accumulating it as has been 
the case in recent years.

Fortunately, wide spreads in high yield as well as 
in hard-currency emerging market debt continue 
to provide a sufficient cushion against rising 
benchmark interest rates. Indeed, during the rising 
yield environment in 2H2016, both asset classes 
continued to deliver positive returns to investors 
offsetting the drag on returns of rising government 
yields. For investors concerned about the impact 
of rising benchmark interest rates, shorter duration 
strategies or even floating rate strategies such 
as leveraged loans should provide them with 
some protection.

For investors who seek the safety of government 
bonds, inflation-linked bonds in the US appear to 
misprice a normalising inflation environment in the 
years ahead. In fact, inflation expectations, having 
tracked the decline in crude prices since 2013, 
have recently diverged, highlighting an opportunity 
for investors should expectations normalise 
as expected. Similarly, with a more modest 
interest rate pick-up against government bonds, 
investment-grade corporate credit is expensively 
priced, especially should inflation expectations 
accelerate into 2017. Though we maintain exposure 
in the US investment-grade sector, we have been 
increasingly augmenting our traditional fixed-rate, 
corporate credit exposure with floating-rate notes to 
cushion portfolios in the event of a more sustained 
rise in bond yields in the future.

Looking ahead, as investment-grade credit 
exposure moderates, an allocation to alternative 
investments will conversely become more 
prominent as a ‘carry’ generator as well as a risk-
mitigating asset class.  In the past, investors could 
rely on rising bond prices to offset sharp falls in 
equities and therefore cushion their overall portfolio. 
However, with bond yields currently at such low 
levels, it would take, for example a US Treasury 
yield of -0.75% from today’s 1.75% to mitigate a 
10% decline in equities. In Europe, German Bund 
yields would have to decline to almost -2.5% from 
0% currently to achieve the same outcome. Hedge 
funds and risk factor strategies should help to 
provide alternatives with the potential to cushion 
what we expect to be ongoing volatility in equities 
over the months to come.

Equity investors should also factor in this evolving 
environment into their asset allocations. Whereas 
income-oriented strategies have benefitted 
investors tremendously from the search for yield in 
2016, we believe that income-focused strategies 
now exaggerate the prospect of further decline 
in yields and/or the potential for accelerating 
dividend growth in the years ahead. Instead, with 
global growth set to accelerate in 2017, we see 
opportunities in more cyclical and industrial sectors 
in Western economies in 2017.
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alternative investments: 
a key risk diversifier and risk 

management tool
An important role for alternatives to provide diversification, 

limit volatility and improve investor returns.

Historically, hedge funds have helped improve 
the risk–reward ratio of a traditional portfolio 
composed of equities and bonds by limiting 
drawdowns thanks largely to lower market 
exposure (beta) compared with other assets. If 
we look at the last five worst declines in equity 
markets (see chart below), hedge funds have 
generally protected on the downside. On average, 
hedge funds only followed 28% of these market 

sell-offs. More recently, as markets fell with a drop 
close to -7.0% in January/February 2016, hedge 
funds limited the downside to -2.6% and in June, 
while Brexit was a source of volatility for traditional 
asset classes, hedge funds generated a positive 
performance of +0.4%. 

Hedge funds have been able to limit the downside 
thanks to diversified sources of alpha and the 
active management of their beta to equities. As 
set out below in the chart overleaf, the industry 
has generally been cautious in the last few years 
and current beta to equity is limited, in contrast 
with 2008 when beta was substantially higher.

After several years of accommodative monetary 
policies which led to inter- and intra-sector 
correlations, we think that the environment 
has changed and dislocations will occur as 
quantitative easing comes to an end. This is 
an opportunity for active managers to generate 
alpha. In fact, and as shown in the third chart 
(overleaf), we believe that the historical negative 
correlation between equities and bonds that 
created a good balance in traditional portfolios 
seems to have faded. These two asset classes 
may even have a positive correlation in the future. 
A regime change where correlation between 
equities and bonds could go from -0.3 over the 
last 20 years on average back to +0.3 which 
was the average level from 1963 to 2000, would 
increase the risk of a traditional 60/40 equity/
bond portfolio by close to 20%.

In this context, it is imperative that we focus on 
optimising the relationship between expected 
returns and risks taken. In view of this, an 
allocation to hedge funds makes perfect sense. 
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There are two ways hedge fund strategies can 
help to improve risk-adjusted returns. 

First, some strategies can be great substitutes for 
traditional asset classes. For example, if a client 
chooses to keep exposure to Europe, healthcare 
or the energy sector while improving its risk/return 
profile, some long/short managers are well suited 
to deliver this. This can be the same for credit 
strategies where some managers can be a good 
supplement to high yield or other types of credit.

Second, some strategies can be diversifiers, 
which means they bring an uncorrelated source 
of return. In this category, we currently favour 
strategies like macro/trading, relative value and 
equity market neutral. A 20% allocation to those 
strategies would reduce the overall risk of a 60/40 
portfolio and also improve its risk/return has to 
be on the same line ratio by approximately 25%. 
We believe these strategies offer return streams 
that simply can’t be replicated by traditional 
asset classes. They aim at capturing trends and 
inefficiencies in the market and have historically 
been positive contributors in periods of stress. 

In our view, the fundamental question for 
investors has moved on. It is no longer a matter 
of debating whether or not to make an allocation 
to alternative strategies. Instead, investors 
need to focus on the strategies and funds that 
best help achieve their risk management and 
diversification objectives, to decide on what is the 
best way in practice to place funds in this sphere. 
Offshore strategies have been complex for private 
clients to invest in and the continued restrictive 
regulatory environment pushed institutions 
to look at more regulated forms of strategies. 
This is what has driven the strong growth of 
the alternative UCITS universe over the last five 
years. This format also allows those investors 
that have a preference for liquid and transparent 
investment vehicles to gain exposure to hedge 
fund strategies without compromising the liquidity 
profile of their portfolios. “It is no longer a matter of debating whether 

or not to make an allocation to alternative 
strategies. Instead, investors need to focus 
on the strategies and funds that best help 

to achieve their risk management objectives.”
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Even though the term ‘risk premia investing’ may be a little 
unfamiliar, its roots go as far back as the 1960s, when William F. 
Sharpe identified risk premia as the primary drivers of returns. Risk 
premia investing is all about identifying those factors, for which 
investors are ultimately being compensated and which essentially 
are the persistent driver of returns in your portfolio.

Risk premia are to assets what nutrients are to food. As more 
and more healthy eaters carefully consider the foods they eat to 
pinpoint the nutrients that are contained in them, so risk premia 
investing allows us to cut across asset classes and identify the 
real sources of risk and return. 

The following building blocks can for instance be used to classify 
the various risk premia: Carry, Value, Volatility and Momentum. As 
an example, value strategies screen for cheap assets compared to 

“We’re convinced that risk premia 
investing is an element that will 

positively contribute to your 
investment performance.”
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their fundamentals, momentum strategies screen for assets that 
have delivered a strong performance and are likely to outperform 
in the future as well. Within our discretionary mandates we have 
already used Minimum Volatility Exchange Traded Funds (ETFs). 
For this instrument only, stocks with lower volatility are included 
which helps to reduce risk in your portfolio.

Risk premia investing has the advantage of being highly 
transparent, rule-based and cost-efficient. It is exactly for 
these reasons we’re also seeking to deploy market-neutral risk 
premia ETFs within the context of our allocation to alternative 
investments. We’re looking to have exposure to similar risk 
premia as targeted by traditional hedge fund vehicles but with 
the advantage of being given more transparency, higher liquidity 
and better cost-efficiency for similar risk-adjusted performance. 

At UBP we will continue our quest to find uncorrelated assets 
and strategies to further diversify your portfolio and deliver strong 
investment performance in a low growth and volatile world – but 
we’re convinced that risk premia investing is an element that will 
contribute to your investment performance.

introducing 
risk premia investing



emerging markets: 
identifying opportunities 

Compelling value remains across many emerging markets.

Emerging equity markets have been among the 
strongest in 2016, leaving many to question 
whether this run can continue in 2017. We believe 
the answer is yes.

Stabilising and rebounding growth in emerging 
economies in 2017 will provide a breeding ground 
for attractive opportunities, while slowing inflation 
should allow rate-cutting and fiscal stimulus to 
become supportive for the first time since 2009–
2010. Accelerating reform momentum in key 
economies like India combined with an uptick in 
global growth should further boost the emerging 
market asset class in the new year.

While the chase for higher returns around the 
world has sent yields in emerging market debt 
plummeting in 2016, the spread versus US 
Treasuries in particular is actually near historical 
averages. The improving economic landscape 
should allow spreads to narrow further in 2017, 
and to better price in the cyclical upturn we expect 
in these fast-growing economies. High-quality 
emerging market sovereign and corporate debt 
appears the best positioned to benefit from this 
economic recovery.

ROE EM: 10.4%
ROE DM: 9.9%
Relative ROE: 1.05

Last data point:
P/B EM: 1.56
P/B DM: 2.14
Relative P/B: 0.73

Indicator:
0.73 minus 1.05 = -0.32
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Having ended their three-year bear market in 
2016, emerging market equities should likewise 
see continued outperformance in the new year. 
Economic recovery, both domestically and globally, 
should allow operating margins, and thus earnings, 
to grow in emerging markets. 

Despite the outperformance throughout most of 
2016, many investors will be surprised to realise 
that emerging market equities are still trading at 
a meaningful discount to their developed market 
peers, even though both sets of corporates are 
delivering a comparable 10% return on equity to 

EM vs DM equities

   P/B relative less ROE relative   MSCI EM vs MSCI DM (in USD), rhs

Sources: Thomson Financial, MSCI, UBP
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investors. In fact, not only are emerging market 
equities trading at a discount, at nearly 30% the 
discount is near all-time wides (see chart). 

Within emerging markets, whereas Latin America 
and Eastern European equities outperformed in 
2016 with the rebound in commodity prices, the 
recovery in the global economy should tilt investor 
attention towards Asian equities in the new year. 
Though most investors are prepared to pay the 
premium valuations that US equities garner for 

In December 2001 China joined the World Trade Organization 
(WTO) and underwent a transformation. Its gross domestic product 
(GDP) was USD 1.3 tn in 2001 and it grew at almost 10% a year 
over the next three years. In 2016, GDP will be closer to USD 12 tn 
but the growth rate will be less than half that of 15 years ago. In 
mathematical terms, 10% of USD 1.3 tn adds less than a fifth to 
GDP than 6.5% does when starting with USD 12 tn. This is the 
context in which to consider China: not whether growth of 6.5% 
or 8% is good or bad. Interestingly, private sector contributions 
to growth are now larger than those from the public sector and 
households’ take-home income exceeds inflation by 5%. By any 
measure, ‘Rebalancing’ is already happening. 

The key issue for China is the quality of its growth and the policies 
guiding reform. Very broadly, the People’s Bank of China (PBoC) 
and the National Development and Reform Commission (NDRC) 
are the drivers of market-based reform. Pushing against their 
best efforts are the weight of command-economy politics and 
the interests of China’s sprawling State-Owned Enterprise (SOE) 
sector. Corporate debt as a percentage of GDP is a delicate 150% 
and bringing that back to earth is China’s most daunting task. 
About 40% of the debt outstanding relates to SOEs, many of which 
are in the rust belt and facing massive overcapacity problems. 

There are three prongs to Beijing’s reform strategy: exporting 
excess capacity to other Asian nations in early development stages, 
freeing up financial market pricing of interest rates and the renminbi 

to allow orderly defaults, and combining a bullish property market 
with debt-for-equity swaps that reduce non-performing loans. 
These must be seen as a group but, if successful, will make for 
much more stable and sustainable growth. At less than 50% of 
GDP, China’s low public debt means there is a state backstop if 
bailouts become necessary. 

Accessing opportunities can be done through H-Shares in Hong 
Kong or the ‘stock connect’ programmes that allow investment 
north and south to flow between Shanghai, Shenzhen and Hong 
Kong. MSCI will likely include China’s onshore A-shares in its EM 
equity index in 2017. In reality, non-index based actively managed 
funds offer better opportunities to access newly formed private 
sector companies.  

Likewise, China’s bond market is growing rapidly and beginning 
to open up. Asian Development Bank (ADB) figures in June 2016 
put the size of the local currency bond market at USD 6.9 tn. 
This is already 70% of the total size of Japan’s bond market. JP 
Morgan expects to receive access to China’s onshore bonds 
in the next couple of years. China is already a huge player in 
international financial markets and it is clear that its influence 
will continue to grow. 

the chinese engine is still roaring

the premium returns their corporates generate, 
few acknowledge that despite delivering similar 
corporate earnings power (return on equity), Asian 
equities are trading at a modest 14 times earnings 
compared with 20 times for their US counterparts.

Thus, with the wind turning in favour of emerging 
economies in 2017, the valuation discounts in both 
the fixed income and equity markets present an 
opportunity for investors to expand their emerging 
market positions further in 2017.

2 0 1 7  I N V E S T M E N T  O U T L O O K
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japan: 
betting on change

As a leading developed economy, Japan may seem to be 

an already mature market with only limited opportunities. 

However, is becoming clear that initial impressions are not the whole story... 

Japan’s weak performance in 2016 is not the 
result of the poor operating performance of its 
corporates. Rather, the driver of its weakness rests 
with the BoJ’s failure to end deflation in its domestic 
economy. While the Bank of Japan has belatedly 
realised the shortcomings of its policy regime, the 
change in its policy in September 2016 has been 
viewed as only an incremental change and not likely 
to reverse the BoJ’s policy failings.

However, we believe this view is short-sighted as 
the policy shift lays the groundwork for a more 
substantial change in policy regime, perhaps 
as soon as the end of the coming fiscal year in 
March 2017. The fact that the BoJ was willing to 
make a dramatic change to policy in September 
shows an appetite to continue to pursue creative 
solutions in the face of the persistent deflation 
facing the Japanese economy.  

Indeed, we view the simultaneous loosening of 
fiscal and monetary policy between end-July and 
mid-September as a sign that more emphasis is 
being placed on policy co-ordination between 
the Bank of Japan and the Ministry of Finance. 
Because the initial steps have been modest and 
the credibility of Japanese policymakers has been 
damaged by their failure to act more decisively 
through much of 2016, authorities will need to 
demonstrate that there is a willingness to push 
well past the point when either debt is rising or 
inflation is hitting 2%. The end of the current 
fiscal year in March 2017 may provide such an 
opportunity for policymakers to once again regain 
the trust of markets.

Ahead of that, valuations and continuing 
improvements in corporate profitability warrant 
a revision of the cautious stance on Japanese 
equities held by many investors, including 
ourselves through most of 2016. 

Japan’s TOPIX is trading at a forward P/E 
multiple of 14 x earnings and 1.1x book value 
compared to the richly priced US S&P 500, 
which is trading at more than 20 x trailing 
earnings and 2.8 x book value.

2 0 1 7  I N V E S T M E N T  O U T L O O K
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Neighbours in Asia, already trading cheaply, are still 
at a premium at 15 x 2017 earnings and 1.8 x book 
value. Europe, though suffering similar symptoms 
as Japan, is trading more cheaply, reflecting the 
significant stress on the European banking sector, 
a stress less pronounced in Japan.

Over the year to September 2016, US earnings 
fell 2.4%. Yet operating profitability has held up 
well in Japan, even with a 15% rise in the yen. 
Profitability (EBIT margin) for the TOPIX is almost 
8% and above its average for 2010 –16. On the 
smaller-company Nikkei 400, it’s 8.5%. Return on 
Equity (ROE) for both markets is 7-7.5%. Both 
indicators have been rising for companies listed 
on the smaller Nikkei 400 index, which has been 
focused  on improved ROE. By comparison, ROE 
and profitability are higher in the US and Europe, 
but in decline ever since the middle of 2014. 

As regards sectors, we see 
opportunities in Japanese banks 
and technology

The banking sector has benefited from the BoJ’s 
new strategy which should help stabilise faltering 
profitability in the sector since the introduction 
of negative interest rates earlier in the year. The 
sector saw average earnings rise 60% in 2013 
from the levels seen pre-Abe in 2010–2012 
as a strong domestic backdrop supported by 
increased operating efficiencies, stock buybacks 
and rising payouts have helped improve 
profitability in the sector. With corporate reform 
efforts continuing in the sector, an expansion of 
policy options in 2017 could provide a further 
boost to the sector in the new year. 

The technology, or as known in Japan, the 
electrical appliances sector, which includes 
Japan’s large electronics companies, is trading 
at a huge at a 40% premium to the market P/E 
though earnings growth is at a 50% premium. 
Improving global growth and less domestically 
focused strategy should position the sector well 
for a pick-up in overall global demand. The recent 
acquisition of Japan’s Sharp by Taiwan’s Hon 
Hai is an apt demonstration of this refocusing of 
Japan’s technology sector.
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“There seem to be signs that 
the BoJ and the Ministry of Finance 

are starting to collaborate.”

  Price to earnings (PE, RHS)   Price-to-Book (PB)

Sources: Bloomberg, UBP

Relative discount: TOPIX vs S&P500
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what’s next for the us 
and europe?

The US faces a valuation challenge and uncertainty 

continues to swirl around the eurozone.

US equity performance in 2016 was supported 
by steady, though modest growth and a sidelined 
Federal Reserve, despite expectations of rising 
interest rates at the start of the year. With 
growth expected to once again remain steady 
into 2017, the macroeconomic backdrop 
appears supportive to US equities despite our 
expectation of a modest increase in US rates 
throughout the year.

The key challenge to returns in the US, we 
suspect, will be the currently elevated valuations. 
They have infrequently been seen above current 
levels in US equity markets over the past 100 
years and rarely have they been sustained for 
extended periods of time.

These valuation concerns, though, are widely 
reflected in both the pessimism characterising 
investors currently and the underweight positions 
held by asset allocators in US equities for much 
of the last two years. 

Early in 2017, however, with the inauguration of a 
new Presidential administration, fiscal stimulus is 
likely to provide support not only to growth, but 
potentially to corporate profitability and dividends 
as well, should taxes be reduced to allow US 
corporates to repatriate funds offshore. This could 
spur further stock buybacks and dividends in 2017. 
Failing this, the US  earnings picture should be 
modest in the new year.

Within the US equity market, we believe a rotation 
from the high-quality, income-oriented strategies, 
which have worked well in recent years, towards 
more cyclical, value-oriented strategies will help 
generate performance in the US in the coming year. 
Indeed, the valuation gap between ‘low volatility’ 
companies, which have been favoured in recent 
years, and ‘high volatility’ companies have widened 
to levels last seen in 2003–04 after the bursting 
of the US tech bubble. Then like now, we expect 
such valuation extremes to provide an opportunity 
for investors.

Pivoting to Europe, the weak equity performance 
in 2016 arose from a combination of instability on 
the political front and the persistent weakness in the 
continent’s banks over the year as weak operating 
performance and capital needs weighed on the 
sector as a whole.  
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“2016 was a shock for many with the UK’s 
vote to leave the EU. However, with both European and US 

markets, it’s important to look away from 
the rear-view mirror and focus instead on the road ahead.”

Looking to 2017, the risk of political fracturing 
looks set to remain a headwind within Europe 
as the upcoming Italian referendum combined 
with French and German national elections in 
2017 will only harden positions adopted both 
in the UK and among EU leaders ahead of a 
formal UK application to withdraw expected in 
the months ahead. 

Mercifully, while the balance sheet challenges 
facing eurozone banks remain, with valuations 
compared to the broader market nearing levels 
seen during outright banking crises in 2008–09 
and 2012–13, the prospect of a repeat of the 2016 
sector de-rating appears unlikely. 

In spite of this, while European equities are 
trading at a discount to their US counterparts, 
the discount reflects the relatively poor profitability 
of the continent’s corporates. In addition, adjusting 
for sector weights, European equities instead 
appear fairly valued against their transatlantic 
peers. While underweight European equities in 
our global portfolios, we do see value in European 
industrial and information technology companies 
which should benefit should our expectation of 
global cyclical recovery emerge.

Source: Robert Shiller, Yale University

Source: AJO Partners

P/E premium – low vol. vs high vol.

S&P 500 – trailing price-earnings ratio
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Chief Investment Officer (CIO) Private Banking

Norman Villamin joined UBP in November 2015 
as Head of Investment Services and Treasury 
& Trading of UBP Zurich. He was appointed 
Chief Investment Officer (CIO) Private Banking 
in 2016. With over 20 years of experience 
managing wealth both on an advisory and 
discretionary basis, Norman Villamin has been 
Chief Investment Officer for Coutts International, 
Head of Investment Analysis & Advice for Citi 

Private Bank in Asia-Pacific as well as the Head 
of Asia-Pacific Research for HSBC and the Head 
of Asia-Pacific Strategy for Morgan Stanley 
based in Hong Kong and Singapore. Norman 
Villamin holds a Bachelor’s degree in Business 
Administration from the University of Michigan 
and a Master’s in Business Administration from 
the University of Chicago.
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Asset Management department of HSBC Group 
in Paris as head of economics and investment 
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Disclaimer

This document is a marketing document and reflects the opinion of Union Bancaire Privée, UBP SA, (hereafter UBP) as of the date of issue. 
It is not intended for distribution, publication, or use in any jurisdiction where such distribution, publication or use would be unlawful, nor is it 
directed to any person or entity to which it would be unlawful to direct such a document. Reasonable efforts have been made to ensure that 
the content of this document is based on information and data obtained from reliable sources. However, UBP has not verified the information 
in this document and does not guarantee its accuracy or completeness. UBP accepts no liability whatsoever and makes no representation, 
warranty or undertaking, express or implied, for any information, projections or any of the opinions contained herein or for any errors, omissions 
or misstatements. The information contained herein is subject to change without prior notice. UBP gives no undertaking to update this document 
or to correct any inaccuracies which may become apparent. This document may refer to the past performance of investment interests. Past 
performance is not a guide to current or future results. The value of investment interests can fall as well as rise. Any capital invested may be at 
risk and you may not get back some or all of your original capital. In addition, any performance data included in this document does not take 
into account fees and expenses charged on issuance and redemption of securities nor any taxes that may be levied. Changes in exchange rates 
may cause increases or decreases in your return. All statements other than statements of historical fact in this document are “forward-looking 
statements”. Forward-looking statements are not guarantees of future performance. The financial projections included in this document do 
not represent forecasts or budgets, but are purely illustrative examples based on a series of current expectations and assumptions which 
may not eventuate. The actual performance, results, financial condition and prospects of an investment interest may differ materially from 
those expressed or implied by the forward-looking statements in this document as the projected or targeted returns are inherently subject 
to significant economic, market and other uncertainties that may adversely affect performance. UBP disclaims any obligation to update any 
forward-looking statement, as a result of new information, future events or otherwise.

The tax treatment of any investment depends on your individual circumstances and may be subject to change in the future.

This is a marketing document and is intended for informational and/or marketing purposes only. It should not be construed as advice or any 
form of recommendation to purchase or sell any security unless otherwise specifically stated. It does not replace a prospectus or any other 
legal documents that can be obtained free of charge from the registered office of a fund or from UBP. The opinions herein do not take into 
account individual investors’ circumstances, objectives or needs. Each investor must make his/her own independent decision regarding any 
securities or financial instruments mentioned herein and should independently determine the merits or suitability of any investment. Investors 
are invited to read carefully the risk warnings and the regulations set out in the prospectus or other legal documents and are advised to seek 
professional advice from their financial, legal and tax advisors.

The document neither constitutes an offer nor a solicitation to buy, subscribe for or sell any currency, product or financial instrument, make 
any investment, or participate in any particular trading strategy in any jurisdiction where such an offer or solicitation would not be authorised, 
or to any person to whom it would be unlawful to make such an offer or invitation.

This document is confidential and is intended only for the use of the person to whom it was delivered. This document may not be reproduced 
(in whole or in part) or delivered to any other person without the prior written approval of UBP.

Telephone calls made to UBP are recorded and UBP will assume that you consent to this recording.

UBP is authorised and regulated in Switzerland by the Swiss Financial Market Supervisory Authority and is authorised in the United Kingdom 
by the Prudential Regulation Authority. UBP is subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential 
Regulation Authority.
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