
 

January 2017          page 1 

The Market Letter 
A MONTHLY REVIEW AND PERSPECTIVES ON    

FINANCIAL MARKETS 

January 2017 

“Great Rotation”? 

This time, it may not just be a sweet dream of asset allocators. A reflation process is 

developing, which does not result from competitive devaluations. Interestingly, US and EU 

long-term inflation expectations (5y5y forward) bottomed during summer break, and have 

constantly resurrected since. China is also catching-up in a similar pattern while, so far, 

Japan still represents a striking exception (long-term inflation being stuck at about 0%). 

The vectors of reflation dramatically changed as, 1) central banks had ran out of 

ammunition and, b) the nature and magnitude of upcoming UK, US stimulus contrast 

radically with recent past. As a logical consequence, deflation risks are significantly 

receding. The gradual re-pricing of main asset classes, which started after Brexit, brutally 

accelerated in the aftermath of Trump election. Early signs of rotation (out of bonds into 

equities) are emerging. 

A brutal wake-up call hit fixed income investors. Re-pricing is not over. But it is 

premature to call for the ¨Great Rotation¨ that would totally change investment 

landscape 

 

¨Hell is other people¨ 

This J-P Sartre quote perfectly features the basic sentiments of nationalist parties blaming 

on foreigners, minorities, for all evils and problems their countries are experiencing. This 

quote would become even more true, if the US were to tread a genuine isolationist path 

with Trump, fuelling a regional hegemony system, as a new international order. In such a 

scenario, China, Russia, the US and probably Germany would develop their respective, 

and confined sphere of influence. Russia would be the bad boy confronting China in 

Central Asia and the EU on its Western flank. This global framework would be reminiscent 

of the Cold War period. Other regions out of the direct influence of a nominated Guardian, 

like Latin America or Africa, would lose their apparent stability and breed power conflicts. 

More profoundly, Sartre asserts that we consider others as hell, because they feature our 

own distorting mirror. A new mercantilist government installed by Trump would raise 

competitive advantages of domestic firms, distort markets’ rules, and probably use the 

access to US financial and capital markets, as well as its currency as lethal commercial 

weapons. This is almost a perfect description of what has recently been more and more 

loudly remonstrated to China by US policymakers… 

Trump aggressive rhetoric towards Beijing and provocative stance on one-China policy 

(say Taiwan) are a harbinger of potential important bilateral tensions. This should however 

not be over-estimated yet, as resembling a ¨war of words¨ in a pre-inauguration period, by 

     Performances 2016 
 (December 31st, 2016) 

Equities 

MSCI World +5.3%  

S&P 500 +9.5% 

Eurostoxx -1.2% 

Nikkei +0.4% 

MSCI Emerging +8.6% 

 

Bonds  

US Treasury 10y +1.1% 

US Corporate +5.9% 

Bund 10y +3.1% 

EU Corporate +4.7% 

 

Currencies 

USD index +3.6% 

EUR/USD -3.2% 

GBP/USD -16.2% 

USD/CHF +1.9% 

USD/JPY +2.7% 

 

Commodities 

Gold                                           +8.6% 

Silver +14.5% 

Oil (WTI) +52.4% 

 

Source: Bloomberg 
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« Premature to call for the Great Rotation »  

confidence… The BoE mission is to be constrained by resurging inflation and by an 

intrusive and irresolute Tory government. Canada and Australia have issues with too hot 

housing markets. 

A profound switch from anti-inflationary monetarism to Keynesian demand 

management is underway in the US. The cornerstone issue of central banks’ 

independence must be monitored very carefully 

 

Equities. The great sectoral rotation 

Donald Trump's pro-growth agenda has created new expectations which have been 

translated in a large sectoral rotation, which had however begun partly this summer as a 

result of good manufacturing data and rising producer prices in China, with a sharp rise in 

the cyclical and financial sectors. This trend is expected to continue in 2017. 

In the immediate future, the mining and metals sector is in corrective mode, after 

exceptional gains in 2016. The US banking sector, which has increased nearly 30% since 

the election of Donald Trump because of the yield curve steepening, is also at risk of taking 

profits. But the medium-long-term trend remains bullish.  

In the short term, the strength of the dollar could become a negative factor for US equities, 

penalizing exports and reviving deflationary pressures. If investors begin to perceive 

negative factors and Donald Trump delays to implement his election promises, it is likely 

that investors will return to European equities, especially considering that stock valuations 

in Europe offer a significant discount compared to PE ratios of US companies. In the 

medium term, the negative impact of the strength of the dollar should be offset by the 

announced decline in the corporate tax rate and the acceleration of domestic economic 

growth. 

Still in the short term, indicators of investors’ sentiment remain in areas of extreme 

optimism. 

In the short term, the risk of a consolidation of the US stock exchange remains 

But a market consolidation would represent buying opportunities 

 

Currencies. Russian central bank remains constructive 

The CBR kept its key rate unchanged at 10.0% in line with expectations. The general tone 

of the statement has remained cautious, being somewhat more optimistic on the deflation 

risks and economic expectations. The central bank reasserted that it will consider 

opportunistically cut-ting its key rate in H1 17. It is just a formal change. The main reasons 

behind the decision and CBR tone are: 

an inexperienced new President. And more importantly in practice, China owns critical 

(Trump)cards against the US: China is the largest US government creditor (20% of total 

foreign holdings) and the third largest export market for US companies, while US FDI in 

China are huge (over USD 74bn in 2015). 

A corrosive blame game would represent, globally, a lose-lose framework 

An assertive US policy against China would backfire and bear damageable 

economic and financial consequences 

So far, lemming-like investors have lately discounted the positive 

 

Of central banks’ independence in a new regime 

We are entering a new monetary regime, where Anglo-Saxon central banks are, one after 

the other, reconsidering ¨financial repression¨. Production of excess liquidity in Anglo-

Saxon countries will decelerate in 2017, for different reasons. The Fed is concerned with 

financial stability and early signs of bubbles (REITs). Having earliest engaged in ZIRP, it is 

logically the first to attempt to exit unconventional policy and thereby, down the road, 

deflate its balance sheet. A smooth and delicate path to normalization is now inescapable 

and will probably be welcome by investors. But narrowing the Fed’s mandate, or 

dramatically changing composition of its Board might irremediably damage credibility and 

 

 

Oil. Rising crude prices 
stabilize the economy and 
are positive for equities 
The agreement in November 30th 
on a reduction of the oil 
production among the OPEP’s 
members is coming for real. This 
agreement is even broader, since 
non-OPEC oil producers, such as 
Russia, Azerbaijan, Mexico, 
Malaysia and Oman, will take 
part with a drop of 600,000 
barrels a day. 

The rise in oil prices is positive 
for the economy, for employment 
and for producer countries. It is 
also favourable for equities 
through sovereign oil funds that 
will reconsider positively equities. 
The Norwegian sovereign fund 
($860 billion assets) announced a 
plan to increase its strategic 
allocation in equities from 62.5% 
to 75%. The rise in prices also 
allows an increase in liquidity in 
dollars. 

Without a strong economic 
acceleration, which would impact 
the oil demand, the current 
management of the supply-
demand balance is political and 
managed by Saudi Arabia.  

It is therefore difficult to find 
the right price. But on a 
technical analysis, the break-
out of the $53 for the Brent 

paves the way to the $68. 
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1. A continuing decline in inflation in line with the bank baseline forecast, 

2. Maintaining positive real interest rates to secure demand for credit and keeping 

incentives to save, 

3. Progressing towards an economic recovery in line with the bank baseline forecast, 

4. Avoiding a policy error that could fail to achieve the 4% inflation target in 2017 while it 

looks unlikely. The CBR stated that conservative fiscal consolidation has been one of the 

supportive factors. 

The RUB merely ignored the CBR decision, while reacting mostly to crude price 

movements and macro improvement. The RUB has continued to outperform other 

emerging market currencies. 

Stay long the local currency Russian bonds 

 

INVESTMENT CONCLUSION 
 

Pre-conditions for a further rise in equity markets are in place. But this may not be a calm 

journey. Indeed, there is no room for omission. In the Catholic teaching, the degree of 

guilt linked to the sin of omission is measured. This might not be the case for omitting 

investors… The election of D. Trump features a major and non-benign reshuffling in 

politics, geopolitics and economics. After the initial post-shock election, investors have 

rapidly developed great expectations: high hopes for fiscal stimulus and less regulation. 

For sure, ¨Trumponomics¨ spells disruptions, but still, this process embeds great risks and 

threats. The learning curve of the newly US President-elect, who has no experience at all 

in politics, will be steep.  

Tail risks for the economy (right and left) will become ¨fatter¨.  

Investing with nimbleness and selectivity is still required. 

ASSET ALLOCATION 

 

Japan overtakes China 
as the largest holder of 
US Treasury bonds 
 

China’s holdings of US Treasury 
bonds declined to its lowest level 
in more than 6 years as the local 
authorities are squandering the 
currency reserves to support the 
yuan. By consequences, Japan 
overtook China as the first 
foreign owner, even though it 
remains seller too but a slower 
pace. This is the first time since 
2008 that the Chinese are no 
longer the first foreign owner of 
US Treasury bonds. What is 
even more surprising is that 
domestic bond market is also 
experiencing a sell-off. The 
Chinese 10-year yield has spiked 
to 3.3% form 2.6% in October, 
underperforming many 
developed markets. As the 
domestic yield curve remains too 
flat, the long-end is unable to 
attract repatriation flows. 

Upward yield pressure will 
persist until the curve 
steepens. Further CNY 
weakness remains our central 

scenario. 
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