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Investment Policy 2017
Economic Stabilisation - Political Turmoil?!

Global growth is firming

US economy should be boosted by tax cuts

Rising US inflation - rising US interest rates - rising dollar
Will Trump add voltage to the geopolitical tension?
Equities remain preferred asset class
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Review 2016 - economic uncertainty and political bombshell

The year kicked off with an unexpected negative development on the global equity markets. The
economic news from the US and China and falling oil prices rudely dampened growth expecta-
tions and even triggered fears of another global recession. The US Fed dropped its plans to
increase interest rates in three stages, referring to national and global uncertainties to justify its
decision. BREXIT - the referendum regarding Great Britain's exit from the European Union -
surprised the whole world and shook the foundations of the lifetime achievement of the estab-
lished European politicians. The continued weakness of the pound helped the UK to avoid the
recession that was expected to follow on the Brexit decision. Nationalist and reactionary politi-
cal movements also gained support in many other countries. In the US, the impossible happened
and Donald Trump, an outsider to the political establishment, was elected president.

The situation in the Middle East remained critical and Russia helped Assad to achieve consid-
erable military victories. In spite of opposing power interests, OPEC rather surprisingly came to
an agreement with independent producers such as Russia to reduce the oil output. The oil price
increased from a low of around USD 26 to more than USD 50. Not only energy prices rose during
the year, but the prices for non-ferrous metals and precious metals also increased substantially.
Commodity investments firmed by 11% on average after losing more than 30% in the previous
year.

Monetary policy was still mostly expansionary, in particular as the US waited until the end of the
year to increase interest rates by 0.25%. As a sluggish economic recovery led to growing doubts
about the effectiveness of an expansionary money supply, the growing support for a reactivated
fiscal policy came as no surprise. The two presidential candidates, Clinton and Trump, both
promised to launch additional infrastructure projects. This foreseeable shift in economic activ-
ity boosted capital market interest rates in the last quarter, but bonds still turned in a positive
performance for the year as a whole.



The shifts on the currency markets were surprisingly small, except for the British pound, which
lost around 15%. Supported by a growing interest advantage, the US dollar gained almost 4% in
trade-weighted terms. The Swiss National Bank successfully supported the euro rate at 1.07 to
1.10 by intervening in the market again.

The US equity markets boasted double-digit growth, but the results for Europe were ambivalent.
UK equities were lent wings by the weak pound, but in Italy, the equity market was shaken by
the banking and political crisis. Pulled down by the pharma and bank stocks, the small Swiss
market also wrote losses. However, measured against the Euro Stoxx §0, nothing much
changed in Europe. Asia’s performance was encouraging at + 8%, but the best performance of
more than §0% and 60% in US dollars respectively was recorded for the emerging Russian and
Brazilian markets. In terms of sector performance, energy and commodity stocks did best, while
the health industry disappointed with a negative performance of 8%.

Graph 1: Gross yield in USD in 2016 for different asset classes
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Economic trends

If we take a look at the global purchasing manager surveys, there are signs that growth may be
accelerating (see graph below), but it seems at least that the global economy is stabilising.
Among the large economic blocks, the US economy is likely to speed up most noticeably as in-
vestment demand is expected to revive again following its collapse in the wake of the discontin-
uation of energy projects in the past year. Employment figures have also improved substantially
and are now closer to the levels seen before the big crisis in 2007/8. This also means a rise in
wage income. The newly elected president wants to further boost this imminent economic
recovery with fiscal and regulatory measures. The idea of reducing personal and corporate taxes
by around USD 6 trillions is taking centre stage. As this equals around one-third of the US’s gross



domestic product, initial calculations indicate that such a measure would increase government
debt by 25 percentage points, measured against GDP. The anticipated effects of these and other
plans for the economic policy that have been announced are discussed under “Intentions and
effects of new US economic policy”.

Graph 2: Purchasing Manager Survey
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It remains to be seen how many feathers Trump's ideas will lose during the process of parlia-
mentary approval. It is a fact, however, that the Republican Party's policies point in the same
direction, and it is highly possible that a substantial fiscal package will be introduced. The US
may thus become the engine of economic growth for the next two years, but this will also depend
on the country's future external trade policy. In a worst case scenario, protectionist measures
could trigger a trade war that would destroy the growth momentum.

Accelerated by Trump, a reversal of globalisation in the sense of the international exchange of
goods and services will affect the international community in different ways. With a share of
50% of exports and even more of GDP, Germany and Switzerland in particular will be strongly
challenged. China, which is progressively changing into a national economy supported by
internal growth, is less exposed, but the Trump government seems to have the country firmly in
its sights because of the consistently large bilateral trade deficit. This is not only about trade and



foreign currency policies, but also about geopolitical dominance. Relations between the US and
China could become very frosty and impair international perceptions of safety.

Table 1: “Intentions and effects of new US economic policy”

Intentions Anticipated effects

Tax cuts for individuals and corporates of
around USD 6 trillions

Stimulated growth

Increased government debt
Investments in infrastructure projects of

. Increased inflation and higher long-term
around USD 1 trillions

interest rates

Counteracted by tighter monetary policy

Domestic trade

industry protected by
restrictions

Improved employment (short term) will
drive inflation, danger of increased tension
with foreign trade partners

Citizens enjoy preferential treatment on labour
market

Better employment figures but employment
is more expensive and of a lower quality

Deregulation in many areas

Will increase productivity if measures are

socially and environmentally acceptable

Divergence in monetary policies with US becomes more pronounced

Accelerated economic activity in the US will boost inflation and push it above the target of 2%.
In contrast to other economies, the US has reached full employment (output gap is closed)
according to an OECD study. This means that the US Fed will have to throw caution to the wind
and substantially increase its key interest rates unless it wishes to fuel long-term inflation
expectations, which would lead to an above-average increase in longer-term interest rates and
create a much steeper interest rate curve. It is totally unclear whether and how the new
administration will intervene in monetary policy. With an increase of 50 basis points for Fed
funds for 2017, market expectations are surprisingly reserved.

The European Central Bank will leave interest rates where they are and continue buying securi-
ties as announced, albeit reducing the monthly volume from EUR 80 to 60 billion. The economy
in Europe is likely to improve slightly, but not enough to have a material impact on interest rates.
As Switzerland will continue to link its currency to the euro, it will follow the ECB's lead. Inter-
vention mostly takes place on the currency markets and has caused a six-fold increase in total
assets since 2007, more than the Fed and twice as much as the ECB's balance sheet expansion.



With a balance sheet that equals GDP and is continuing to grow, the SNB's policies are likely to
come under closer scrutiny soon, in particular as the economy is doing well. The British
economy is expected to cool substantially in the wake of the Brexit decision, while UK inflation
is rising at the same time. The Bank of England is likely to react to this scenario with a relaxed
monetary policy, leaving the key interest rate at 0.25%.

Japan has been following a zero-interest rate policy for many years in an effort to stop the
deflationary trend. Some time ago, this policy was expanded to also include ten-year govern-
ment bonds. There are no signs that Japan's goal of achieving a totally flat interest rate curve
around zero will change any time soon. China's monetary condition has relaxed slightly since
2016 because of lower real interest rates and the weaker real external value of its currency.
Interest rates are likely to persist at current levels, while the foreign exchange policy will be
adjusted to support the economy as needed.

Government bonds: end of 35-year bull market

The yield on ten-year US government bonds was 15.8% in 1981, but by 2016 it had dropped to an
all-time low of 1.36%. Economic developments, monetary policies and inflationary trends as
described above for the US seem to indicate that capital market interest rates will trend
upwards. The markets had already priced in part of this reversal at the end of 2016. Any further
rise in interest rates mostly depends on the implementation of the fiscal plans on the one hand
and the resulting monetary reaction on the other, as these will determine the future inflation

risk. In addition, the real yield of around zero percen_



