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Political upsets and a major reversal of bond yields 

took place in 2016  

The markets had a very poor start in 2016 due to 

concerns about China’s economy and weak commodity 

prices, before moving slightly higher until early summer. 

The June 23rd UK referendum, resulting in Brexit, was an 

unexpected shock which triggered another correction 

of equities and a collapse of Sterling. However, equity 

markets erased their losses within weeks before entering 

into a period of stability. Surprisingly the unexpected 

victory of Donald Trump triggered only a very short-

lived bid for safe-haven assets, as risk assets recovered 

almost instantly and ended the year on a bullish note.

2016 will most likely also be remembered as the year 

when a 35-year bond rally finally came to an end.

2016 was about avoiding significant losses vs chasing 

binary performances

During 2016, we were positioned very defensively for 

three extended periods as we protected portfolios 

against a Chinese hard landing scenario and the threats 

of two unpredictable but major political events. We 

also took profits on gold and increased our exposure 

to emerging markets at opportune moments. Our 

long exposure to the US dollar proved rewarding while 

our exposures to long/short equity and global macro 

strategies failed to match return expectations.

An improving economic outlook for 2017

The economic outlook for 2017 appears more promising 

as global growth will be more balanced and concerns 

about China and emerging markets have receded. 

The main risks for 2017 are of a political nature, with 

important elections taking place in key European 

countries and the ability of Donald Trump to introduce 

new policies, as expectations are rather elevated. The 

main central banks remain accommodative, even if they 

have started to imply that their interventions have limits 

and cannot go on forever.

We have a clear preference for equities over fixed-

income

For 2017, we have a positive outlook on equities and 

remain cautious on high-grade bonds. Our equity 

exposure will be balanced across the different regions 

and we maintain our confidence in emerging market 

equities. European equities should benefit from reasonable 

valuations and the continued support of the European 

Central Bank’s policies. Our search for yield will continue 

to focus on European loans and high-yield and we will 

be looking for a good entry point to gain exposure to 

emerging market debt. The US dollar should initially 

remain well supported but we do not expect this trend to 

last all through the year ahead. Gold is facing significant 

headwinds, but its role as a safe-haven asset could benefit 

if the high expectations related to Trump’s policies were 

not matched.

All of the above are likely to be affected severely by 

any major geopolitical event – something we will be 

monitoring closely.

EXECUTIVE SUMMARY
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We were underweight fixed income based on rich 

valuations

At the beginning of 2016, one of our key asset allocation 

calls was to be underweight towards the fixed-income 

asset class, in particular investment-grade bonds, 

due to unattractive valuations. While this positioning 

represented an opportunity cost for the portfolios during 

the first half of the year, the correction of bond markets 

from the end of summer onwards had only a limited 

impact on our exposure to the asset class. The risks 

related to G-7 sovereign bonds are still well above what 

we consider acceptable for an asset class considered to 

be the safest and which should be less volatile. 

We were cautious on equities for extended periods 

At the onset of 2016, we quickly reduced our equity 

exposure to equal-weight due to concerns about 

Chinese growth, weak oil prices and high expectations 

for earnings growth. Following the recovery of equity 

markets in February, we moved to a slightly overweight 

allocation by lifting tactical hedges and adding to 

emerging market equities. We decided later to hedge 

some of the European equity risk before the UK 

referendum. We maintained this cautious positioning 

throughout the summer and further reduced risk 

before the US elections by hedging some of the US 

equity exposure. All the protections were lifted the day 

after the elections and we have since held a slightly 

overweight allocation to the asset class.   

Our positive view on the US dollar was ultimately 

proved correct 

We had a positive outlook on the US dollar for 2016 and 

started the year with some exposure to the greenback 

for portfolios denominated in other currencies. This 

allocation was then increased in early April as we 

deemed the weakness of the currency to be overdone. 

We took advantage of US dollar strength following the 

UK’s decision to exit the European Union to take profits 

on half the position. We finally sold the remaining US 

dollar position in early November as we opted to lock 

in profits considering the highly volatile environment 

prevailing around US election time.       

Hedge funds failed to fulfil our expectations

Our exposure to hedge funds had been gradually 

increased, essentially due to extended valuations of 

traditional asset classes. Hedge funds’ performances 

have generally been disappointing; while some strategies 

such as volatility arbitrage and CTA have met our 

expectations, others such as Long/Short and Global 

Macro were unable to adjust quickly enough as they 

were hurt by severe and frequent reversals of trends. 

2016: REVIEW OF OUR INVESTMENT THEMES
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A year of political upsets

2016 will be remembered as a year when political events 

occupied the forefront of investors’ minds for extended 

periods but which, ultimately, only had a temporary 

impact on the trends of market prices. The Brexit vote in 

June and Donald Trump’s election as the 45th president 

of the United States represented major upsets which 

confounded most pundits and pollsters. Many investors 

were also caught wrong-footed by these events as asset 

prices reacted violently. So far, the UK’s decision to exit the 

European Union has hardly had any bearing on Europe’s 

economy even if the prevailing uncertainty about the terms 

of Brexit is not a positive factor going forward. Whereas 

it took about six weeks for the Euro Stoxx 50 to recover 

its losses following the Brexit vote, the election of Trump 

only triggered an overnight sell-off which quickly reversed. 

US equities moved decisively higher and indexes reached 

all-time records on the prospect of fiscal expansionism, tax 

cuts and deregulation. Looking ahead, 2017 will present 

similar political risks for the markets to navigate, with 

Europe being especially exposed, due to upcoming general 

elections in the Netherlands, France and Germany.   

A major shift of interest rates  

The 35-year run of ever lower interest rates is likely to have 

ended in 2016, along with the overwhelming influence 

of the main central banks’ monetary policies on financial 

markets. G-7 bond yields reached all-time lows during the 

summer and have since started to climb decisively as the 

global economy exits a deflationary environment, with 

higher commodity prices, a rise of inflation expectations 

and central banks starting to unwind some of their 

policies. With 40% of debt issued in the Eurozone trading 

in negative yields territory, the overvaluation of the asset 

class had become extreme. Also, another reason to believe 

that the ongoing rise of yields is not just a temporary trend 

is the heavy overweight allocation into fixed-income. This 

positioning had resulted from the absence of a perception 

of risk due to central banks’ actions.  

The Federal Reserve hikes interest rates only once

As was already the case in 2015, the Federal Reserve took 

much longer than expected to hike its interest rates, for only 

the second time since June 2006. The Federal Open Market 

Committee finally raised its target range from 0.25% to 

0.5% to a new range of 0.5% to 0.75% at its December 13-14 

meeting. It was no surprise that the central bank adopted 

a cautious stance throughout 2016, but the Fed appeared 

very hesitant to act and ended up being well behind its 

own projections of four hikes. During comments made after 

the FOMC’s December meeting, Janet Yellen appeared to 

convey a more affirmative tone on future monetary policy 

by indicating that the central bank now expects to raise rates 

three times next year compared to two previously. 

The ECB expands its QE program  

Whereas some kind of normalization of the Federal Reserve’s 

monetary policy was discounted, more supportive measures 

from the European Central Bank had still been expected. 

During its March meeting, the bank did not disappoint the 

markets’ high expectations, with a 10bps cut of the deposit 

rate to -0.4% and a €20 billion expansion of monthly 

purchases to €80 billion. Furthermore, the bank announced 

that investment-grade corporate bonds would be included in 

the list of assets eligible for purchases. The impact of these 

measures were felt across the whole fixed-income asset 

class resulting in lower yields and tighter credit spreads. 

From the summer onwards, investors started to question 

the central bank’s ability to keep full control of bond yields 

and tapering started to be mentioned. At its December 

8th monetary-policy meeting, the ECB’s governing council 

decided to extend its programme of quantitative easing by 

a further nine months to December 2017. It also said that it 

would reduce the monthly pace of bond-buying from €80bn 

to €60bn from April onwards, but gave itself the option of 

stepping up the pace of bond-buying again, should markets 

become volatile. The ECB has thus decided on a kind of 

“non-taper taper” consisting of a slower pace of purchases 

with the option to step them up if necessary, so that high-

debt countries, such as Italy, can still borrow at tolerable 

interest rates. 

2016: ECONOMIC AND POLITICAL DEVELOPMENTS
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Inflation appears to finally be on a firmer footing  

The mildly improving trend of headline inflation rates 

observed throughout 2015 was confirmed during 

the past year; deflationary forces have abated amid 

firmer commodity prices and sustained labour-market 

improvements. The rise in commodity prices, best reflected 

by the first positive reading of China’s producer-price 

index since 2012, has quelled fears of a global deflationary 

spiral. Tight US labour markets and improvements of the 

unemployment rates in the euro zone and the UK should 

add to inflationary pressures. Finally, the prospect of more 

expansionary fiscal policies has also contributed to boost 

inflation expectations.

The chart shows that measures of inflation are rising in the 

US, the Eurozone and China; these trends are expected to 

extend into 2017, especially due to the positive base effect of 

higher oil prices. Inflation expectations have also been rising, 

reflected by the significant rise of breakeven inflation levels 

since the summer. After its December meeting, the Federal 

Reserve said that “inflation is expected to rise to 2 percent 

over the medium term as the transitory effects of past 

declines in energy and import prices dissipate and the labour 

market strengthens further.”

Source: Bloomberg L.P.
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Emerging markets on a recovery path

Emerging markets’ assets performed well during 2016 

following a difficult start to the year. One can observe 

the strong run of EM equities until the US elections and 

the appreciation of some EM currencies such as the 

Brazilian real and the Russian ruble. The chart above 

also shows the significant rebound of commodity prices 

(CRB Index), and of oil prices in particular. 

While the economic environment was extremely 

difficult for emerging market economies throughout 

2015, and for commodity producers in particular, the 

past year marked a turning point and the outlook for 

emerging markets has become more constructive. 

The stabilisation of China’s activity, higher commodity 

prices and less severe recessions in Brazil and Russia 

have all contributed to improve the macro environment 

and to trigger investment flows. Rising consumer 

spending in China is partly offsetting weakness in the 

industrial sector and government stimulus has stabilized 

economic growth. The rise of commodity prices has 

removed a headwind to economic growth and profits in 

commodity-exporting emerging markets, especially in 

Latin America; prices have, however, not climbed so high 

as to hurt the outlook for Asian commodity importers. 

Finally, the political landscape in Brazil has improved 

while the relations between Russia and the United States 

are expected to improve following Donald Trump’s 

election.
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The main conclusions that we can draw from economic 

and political developments in 2016 are that central 

banks’ influence is starting to unwind, the economic 

environment is in a better shape and inflation is finally 

picking up. Also, global economic growth should be 

more evenly spread across the world’s different regions.     

Monetary policies will gradually matter less

It would be very wrong to suggest that the role of the 

main central banks will no longer be significant, but it 

would appear that we are at the end of a period when 

monetary policies were all that mattered for the values 

of financial assets. Central banks are becoming less 

aggressive and increasingly concerned about their exit 

strategies. The behaviour of bond markets since the 

summer is the clearest indication that a shift is taking 

place, with more emphasis on fiscal policies to boost 

economic growth than on quantitative easing; the 35-

year bond rally has most likely ended as the bubble of 

over-extended valuations has burst. 

The end of a deflationary environment

The long-awaited pick-up of inflation seems finally to 

be taking place. The rebound of commodity prices, 

more expansionary fiscal policies and tighter labour 

markets are the main reasons to support the view 

that inflationary pressures are on the rise. The OPEC 

agreement to cut oil production is another factor that 

should contribute to underpin inflation in the months 

ahead, through the base effect of higher oil prices 

compared to a year ago.

Emerging markets and commodity producers under 

lesser stress

Emerging markets have represented higher economic 

risks than the advanced economies over the last years, 

due to a lack of reforms, low commodity prices and 

China’s transition towards a model less dependent 

on exports. While China is still in transition mode and 

needs to address its issue of excessive debt, economic 

activity appears more stable, while there is a broadening 

recovery in emerging market activity. This should 

contribute to a more balanced global economy.        

Political risks are high on investors’ agendas

As during the past year, investors will have to contend 

with the uncertainty of several key political events, 

especially in Europe, where general elections will take 

place in the Netherlands, France and Germany. 2016 has 

demonstrated how difficult it was to correctly position 

portfolios in face of unpredictable voting results and 

unexpected market reactions. 2017 is most likely to 

present situations of a similar nature.   

CONCLUSIONS
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2016 performance

   End 2015 End 2016 2016 performance 

EQUITIES

S&P 500 2043.9 2238.8 + 9.5%

Euro Stoxx 50 3267.5 3290.5 + 0.7%

MSCI EM 794.1 862.3 + 8.6%

YIELDS      

UST 10-year 2.27% 2.45% + 18bps 

Bund 10-year 0.63% 0.20% - 43bps

BBB EU 1.75% 1.30% - 45bps

CURRENCIES      

EUR/USD 1.086 1.052 - 3.2%

USD/CHF 1.002 1.019 + 1.7%

GBP/USD 1.474 1.234 - 16.3%

USD/JPY 120.2 117.0 - 2.7%

EUR/CHF 1.087 1.072 - 1.5%

COMMODITIES      

CRB Index 176.0 192.5 + 9.3%

Oil, WTI $ 37.2 $ 53.7 + 44.4%

Gold $ 1061 $ 1152 + 8.6%

Global equity markets ended the year with a positive 

performance as US, U.K. and some emerging market 

equities performed well. In contrast, European and 

Japanese equities struggled, despite the extension 

of their central banks’ accommodative policies. The 

election of Donald Trump in early November contributed 

to give a boost to equity markets on the assumption 

that an expansionary fiscal policy, tax cuts and 

deregulation should improve the outlook for growth and 

the prospects for corporate earnings. 

Currencies remained an important driver of equity 

performances; the initial appreciation of the yen 

hurt Japanese equities, while the collapse of Sterling 

contributed to underpin the value of the stocks of 

large international companies listed in the UK. Another 

significant observation relates to the wide divergence of 

performances between sectors during specific periods. 

Defensive sectors, including utilities and consumer staples, 

initially outperformed before cyclical-sensitive sectors such 

as energy, materials and financials benefited from investor 

demand due to the stronger growth outlook.  

When looking back at the behaviour of financial markets 

assets throughout the past year, we find many reasons 

to qualify 2016 as having been very treacherous. The 

changes in the values of a wide range of assets including 

commodities, sovereign debt, Sterling, gold and different 

equity markets have been significant. Also, rotation was 

one of the most used words to describe brutal shifts 

of momentum from defensive equities to cyclical ones, 

from fixed-income to equities and from one economic 

region to another. 2016 will also be remembered for the 

difficulty encountered by investors to price political risks 

into the value of financial assets, especially with polls 

being well off-the-mark; 2017 is likely to be no different 

in this respect.        

2016: THE FINANCIAL MARKETS

EQUITIES
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MSCI World Local 

Global equity markets got off to a bad start as concerns 

about China’s economy and collapsing commodity 

process incited investors to reduce their exposure to 

risk. This correction ended in mid-February on signs 

that financial tensions in China were abating and on 

better price trends for commodities. Equity markets 

recovered most of their early-year losses by the time 

of the UK referendum in June, with emerging markets 

outperforming. The UK’s decision to exit the European 

Union triggered a market sell-off but these losses proved 

to be relatively short-lived.  

Following an extended period when equity prices 

evolved within a tight range, equities dipped before 

the US elections. However, as soon as Donald Trump’s 

election was announced, markets reacted in a totally 

unexpected way as they rallied into the year-end. 

Financial markets have since been characterized by 

the beginning of a major reallocation process where 

equity markets have benefited from significant inflows 

originating from the fixed-income asset class.

Source: Bloomberg L.P.
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The chart above shows the struggle of European 

equity markets throughout most of the year despite 

the expansion of the ECB’s accommodative monetary 

policies. 2016 marked a trend reversal for emerging 

market equities after international investors started 

to reduce their heavily underweighted allocations. EM 

equities outperformed until the end of October, when 

Donald Trump’s election raised concerns for EM assets in 

general, due to a stronger US dollar, higher interest rates’ 

expectations and potential protectionist policies.        

Source: Bloomberg L.P.
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The ongoing selling pressure on commodity prices 

since 2014 finally ended in February 2016. A weaker 

US dollar and signs of improved demand in China 

initially contributed to push prices higher, with oil prices 

rebounding strongly from their February lows. In contrast 

to the approach adopted throughout 2015, with an 

emphasis on the protection of their market shares, OPEC 

and other oil producers changed tack. They agreed to 

cut production levels in order to support prices in view of 

deteriorating fiscal balances. The end-of-November deal 

contributed to maintain the price of a WTI barrel of oil 

above the $50 level despite the year-end strength of the 

US dollar. 

Gold was one of the very best performing assets during 

the first half of 2016. Demand for safe haven assets, 

declining interest rates and a weaker US dollar were the 

main drivers of a price appreciation of nearly 30%. 

Gold peaked in July close to a level of $1’370 per ounce 

and then remained relatively stable until it entered into a 

much less favourable period from November onwards, with 

the unwinding of previously mentioned supporting factors. 
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2016 will most likely be remembered as the year when a 

35-year bond rally finally came to an end. The yields of G-7 

sovereign debt reached record lows in early July due to the 

effects of a cocktail composed of extremely loose monetary 

policies, political concerns and a lack of inflationary pressures. 

From then onwards, the bond markets started to shift as 

inflation expectations climbed and as investors started to 

adjust the extreme valuations of the asset class. This new 

trend is also a reflection of the admittance that the monetary 

policies of the main central banks have reached their limits.

The yield spread between US and German sovereign 

debt remained very stable until early November, at 

around 1.6%. It has since widened considerably as the 

election of Donald Trump has triggered a significant 

repricing of inflation and growth prospects in the US. It 

also reflects expectations of more divergent monetary 

policies between the Federal Reserve and the ECB. 

Emerging Market Debt and US High Yield spreads

The spread of emerging market debt yields over US 

Treasury yields (JPMorgan EMBI Global Spread Index) 

initially widened by 95bps to 5.4% due to the selling 

pressure on all risk assets. From mid-February until 

October the spread then tightened to 3.5% as the asset 

class benefited from strong international inflows. EM debt 

gave up some of its gains following the US elections due 

to dollar strength and the prospects of a potentially more 

hawkish Federal Reserve. 2016 was also a very positive 

year for high yield bonds, in particular US ones, as the 

materials and energy sectors rebounded strongly. As 

shown above, spreads have consistently tightened since 

February and the asset class was one of the bright spots 

within the fixed-income space.   

Source: Bloomberg L.P.
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Debt instruments’ market performance in 2016 (USD)

 World Government Bond Index  + 1.6% 

 US Credit AAA  + 2.6% 

 US Credit BBB/BB  + 14.5% 

 Global Emerging Market Sovereign  + 9.6% 

 US High Yield  + 17.8% 

It was an eventful year for currency markets. Major moves 

were observed on some of the main parities such as USD/

JPY or GBP/USD and the US dollar ended the year on a very 

strong note following early-year weakness; a cautious Federal 

Reserve initially weighed on the value of the US dollar which, 

in turn, contributed to a strong recovery of some emerging 

market currencies such as the Brazilian real and the Russian 

ruble. The USD/JPY parity plunged from a starting level of 

120 to 100 in August as Treasury yields reached all-time lows. 

Thereafter, the trend of the US dollar reversed as it made 

up most of its losses against the Japanese currency and 

strengthened against all the other currencies on the back of  

higher Treasury yields and a more hawkish Federal Reserve 

outlook on interest rates.  

The most significant foreign-exchange move observed in 

2016 was the depreciation of the British pound. Despite 

periods of weakness in the run-up to the vote on the UK’s 

European Union membership, Sterling had proved to be 

resilient against the US dollar. However, the unexpected Brexit 

result triggered a severe correction of Sterling and the GBP/

USD parity dropped by 18% to end October at a low of 1.215; 

it has since stabilized but still ended the year with a 16.5% loss.  
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HFRX Global Hedge Fund Index

Source: Bloomberg L.P.
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Hedge Fund strategies’ performances in 2016 (*end November)

 HFRX Global Hedge Fund Index  + 2.5% 

 HFRX RV FI Convertible Arbitrage Index  + 5.7% 

 HFRX Multi-Emerging Markets Index  + 6.2%* 

 HFRX RV FI Corporate Index  + 6.9%* 

 HFRX Equity Hedge Index  + 0.1%*

 HFRX Macro Multi-Strategy Index  - 0.3%* 

 HFRX Event Driven Index  + 9.0%* 

 HFRX Equity Hedge Short Bias Index  -3.76%* 

 HFRX Macro Systematic Diversified CTA Index  - 2.0%* 

 

2016 was another difficult year for the hedge fund industry 

due to ongoing investor concerns about the performance of 

the asset class and the fees that funds charge. Long/Short 

managers were hurt by a series of sectorial rotations and 

largely failed to recover from a poor start to the year. Global 

Macro was another strategy that found market conditions 

to be very challenging, in part due to the consequences of 

unexpected political events. The HFRX Global Hedge Fund 

Index managed to end the year with a positive performance 

of 2.5%, essentially due to the performances of emerging 

markets and event-driven strategies.  

The difficulties of the hedge fund industry were reflected by 

significant redemptions. According to eVestment’s Hedge 

Fund Industry Asset Flow Report, hedge funds had suffered 

$77 billion in outflows by the end of October. This means that 

2016 will likely only be the third year of net annual outflows 

along with 2008 and 2009; the good news for the industry, 

however, is that it still manages roughly $3 trillion at end of 

October, an all-time high. 

HEDGE FUNDS
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An improving macroeconomic backdrop for 2017   

Expectations are for global economic activity to 

continue improving in 2017. GDP growth was below 

forecasts during the first half of the past year due in 

particular to subdued US growth and many emerging 

markets still being negatively impacted by the weakness 

of commodity prices. The outlook started to brighten 

during the third quarter; US growth accelerated, 

concerns over China subsided, the Brexit vote had 

very little impact on Eurozone economic activity and 

the drag of emerging markets on global growth eased 

off. The prospect of more supporting fiscal policies 

should contribute to a higher growth rate and a lesser 

dependence on extraordinary monetary measures to 

stimulate economic activity.

For 2017, the OECD expects global growth to accelerate 

to 3.3% from 2.9% in 2016, with the United States, Japan, 

Brazil and Russia improving the most. Economic activity 

in the Eurozone is expected to remain stable, whereas 

the UK economy will slow. In emerging market and 

developing economies, growth will accelerate for the 

first time in six years, with prospects differing sharply 

across countries and regions. In China, policymakers will 

continue to shift the economy away from its reliance 

on investment and industry toward consumption and 

services, a policy that is expected to slow its growth in 

the near term. The presidency of Donald Trump could 

also pose a number of challenges for certain countries 

even though constraints on presidential power and 

common interests should likely limit potential damage. 

Leading indicators: Purchasing Manager Indexes

PMIs present positive trends across the main regions 

and reflect a more supportive economic environment. 

Following the steep decline of the US manufacturing 

index throughout 2015 to a level of 48, it has climbed to 

54.7; the US Non-manufacturing index is also trending 

much higher after a disappointing first half.

A similar pattern can be observed in the Eurozone as the 

Composite Index has recovered from a year-low of 52.6 

in September to 53.9, with the region’s economy ending 

2016 on a stronger note. Finally, China’s Manufacturing 

Index is also showing a significant improvement from a 

2016 low of 49 to an end-year level of 51.4.

2017: ECONOMIC OUTLOOK

Source: Bloomberg L.P.
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The chart reflects a synchronized pick-up of economic 

activity, relative to trend, across the world. Brazil’s 

economy is exiting a deep recession and a significant 

improvement of its leading indicator is visible. Japan’s 

index is also stabilizing following the decline observed 

during the second half of 2015. In the United States, 

economic activity has gradually been accelerating 

compared to a sub-par 2015. Finally, activity in the 

Eurozone has remained consistent throughout the past 

year, with Brexit having virtually no impact on the pace 

of economic growth.  

The uncertainty over Trump’s policies

In the wake of Donald Trump’s election, financial markets 

have reacted very decisively in anticipation of the 

introduction of new key US policies, with interest rates, 

the US dollar and equity markets all rising significantly 

since November. Economic outlooks have also generally 

been upgraded following the change of regime. 

However, expectations are high and whether Trump will 

be able to deliver a large part of what he has promised 

remains an unanswered key question and a potential 

source of disappointment for US and global growth.

Deep tax cuts for corporates and households, 

infrastructure spending, the repatriation of overseas 

profits and less regulation are Trump’s most likely 

priorities in the near term. Many of his more ambitious 

proposals will require cooperation from Congress after 

he takes office on January 20. While he might well 

enjoy a post-election honeymoon with congressional 

Republicans, there is no guarantee that they will allow 

him to carry out his policy agenda without some major 

adjustments due to basic ideological differences with 

the orthodox wing of the party.

Source: Bloomberg L.P.
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The global economy is in a better shape than it was a 

year ago. Economic outlooks and the trends of leading 

indicators lead us to conclude that GDP growth should 

accelerate from the 2016 levels. Global emerging market 

economies are expected to grow again, for the first time 

in six years, while expansionary fiscal policies across the 

globe should also boost economic activity. 

A more balanced global economy

A new economic framework is taking shape with 

more synchronized growth observed across the 

global economy. Brazil and Russia are exiting from 

deep recessions while the United States and Japan 

are expected to grow at a faster pace. Following the 

bottoming and stabilisation of commodity prices, the 

level of stress on commodity-exporting countries has 

abated, contributing to a recovery of their currencies 

and investment inflows. China is continuing to transition 

its economy and struggling to keep the renminbi’s 

depreciation under control, but appears as relatively 

stable thanks to supportive government measures. 

Finally, economic activity in the Eurozone is expected 

to remain close to the current levels despite the risks 

represented by upcoming key elections and the UK’s 

decision to exit the European Union.   

A shift from exclusive monetary support to more fiscal 

flexibility   

Since the 2008 financial crisis, the main central banks 

introduced increasingly accommodative monetary 

policies resulting in zero or negative interest rates, 

all-time low bond yields, a massive expansion of their 

balance sheets and challenging conditions for financial 

entities such as banks, insurance companies and pension 

funds. Monetary policy had to bear most of the burden 

of sustaining aggregate demand and central bankers 

are implicitly admitting having reached the limits of 

their actions. They have started to tweak their policies 

and also encouraged governments to adopt more 

growth supportive fiscal policies. This is starting to take 

place, with leading economies including the US, Japan, 

Germany, Canada and the UK all adopting more flexible 

fiscal policies. The stimulus that will result from these 

uncoordinated G-7 policies will likely be quite modest, 

but these measures already represent a step in the right 

direction.      

The risks of political uncertainties  

Political risks will continue to present significant threats 

to the economy and to financial markets. The general 

elections that will take place across Europe are expected 

to confirm the worldwide rise of populist parties. So 

far, Europe has proved resilient to the aftershocks of 

unfavourable voting results, but the election of The 

Front National’s anti-EU leader Marine Le Pen in the 

French presidential elections would present a totally 

unprecedented challenge to the unity of the European 

Union. Other political risks will include the path of US 

policies in view of ambitious economic plans and fears 

about protectionism that could result in even slower 

global trade. 

CONCLUSIONS
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A more positive market sentiment

Financial markets have recently been pricing in a more 

positive scenario, with reflation trades boosting the 

prices of commodities, cyclical equity sectors, credit 

and the US dollar. These trends should be extended 

into 2017, supported by inflecting growth of earnings, 

higher inflation and hopes for expansionary fiscal 

policy. Some of the counter forces are represented by 

the execution risks of US policy decisions and tighter 

financial conditions due to higher bond yields and US 

dollar strength.   

An improving economic environment

The global economy has gradually accelerated over 

the past quarters and the outlook for 2017 is more 

supportive for risk assets. Growth rates are forecasted to 

pick up across large advanced and developing countries, 

including the United States, Japan, Brazil and Russia, 

leading to a more synchronized expansion of growth 

across the world.  

Inflation measures and expectations have been rising 

and reflect an exit from a deflationary environment. 

Central banks remain accommodative, even if their 

influence on market valuations is waning at a time when 

more expansionary fiscal policies are being introduced. 

2017: FINANCIAL MARKETS’ OUTLOOK

G7 government bonds are a source of risk

The yields of G-7 bonds have moved higher since the 

summer, driven by less central bank accommodation, 

higher inflation expectations and a reflationary 

scenario. We think that global bond markets will 

remain under pressure as investors continue to reduce 

their overweight fixed-income allocations. Our main 

exposures within the asset class are high-yield credit, 

senior loans and convertible bonds as we clearly favour 

credit risk over duration risk. 

A more hawkish Federal Reserve following Trump’s 

election 

The Federal Reserve raised interest rates in December, 

for only the second time since the 2008 financial crisis, 

and now expects to hike three times in 2017, compared 

to two previously. A confirmation of this scenario will 

depend partly on the actions of Donald Trump and 

whether he can deliver on the extensive infrastructure 

spending and deep tax cuts he has promised. Unless 

there is a major political shock, one can also expect the 

ECB to start guiding the markets towards its intention to 

taper purchases during the second half of 2017.

A more challenging framework for credit

In many regions, credit markets performed strongly in 

2016 due to the search for positive yields and to central 

bank stimulus. The asset class has been supported by 

an environment of modest growth, accommodative 

liquidity and low rates. All these factors are in transition 

mode and credit valuations are expensive following 

significant tightening of spreads. Looking ahead, we 

think that European credit presents a lower level of risk 

due to better fundamentals and ongoing ECB monetary 

support. 

 

DEBT INSTRUMENTS’ OUTLOOK
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A positive outlook on equities

Equities should benefit from the ending of the earnings 

recession in 2016, stronger economic growth and inflows 

as investors further reduce fixed-income allocations. 

While the election of Donald Trump appears as the 

triggering factor for a rethink of investment strategy, a 

number of reflationary trends were already emerging 

since the summer, in particular the rise of bond yields. 

The prospect of lower corporate taxes in the US, 

supporting fiscal policies, accelerating earnings and 

better market sentiment are all positive forces that 

should boost equity prices.     

Valuations of equities should be supported by stronger 

earnings

We have often talked about the need for earnings to 

improve to underpin higher equity prices. It would 

appear that we reached a trough for earnings growth 

in 2016 and a global earnings recovery should support 

equity prices in 2017. Japan offers the highest potential 

due to a weaker yen and stronger domestic growth 

while Europe has the opportunity to catch up some of 

its underperformance despite some obvious political 

risks. Fiscal support, lower corporate taxes and strong 

labour markets will help US equities to deal with 

relatively expensive valuations.  

Emerging markets equities still offer potential 

Emerging market equities performed well in 2016 

despite the dip observed after the US elections. While 

the strength of the US dollar and the risks related to 

potential protectionism present headwinds for EM 

equities, the asset class should still be supported by 

reasonable valuations, the bottoming of earnings and 

generally underweight investor positioning. 

Hedge funds under pressure to deliver

During 2016 our exposure to alternative investments 

failed to match our expectations, both in terms 

of performance and of consistency. The hedge 

fund industry is facing serious scrutiny, in light of 

underwhelming returns and high fees, and it needs to 

regain investors’ confidence by fulfilling its role as a 

provider of lowly-correlated returns.     

Diverging monetary policies should provide trading 

opportunities 

The increasing dispersion between valuations, security 

prices, earnings and currencies should provide a better 

framework for hedge fund managers. The widening 

divergence of monetary policies between the Federal 

Reserve and the other major central banks should also 

translate into more trading opportunities through the 

arbitrage of yield curves, rates and currencies.       

A better environment for active managers

The gradual unwinding of central banks’ QE policies, an 

acceleration of growth and higher inflation expectations 

should result in rising interest rates, a more fertile trading 

environment for active managers across the different 

asset classes. Given an environment set for increased 

volatility, managers who can benefit from micro 

dislocations should be able to perform well.

EQUITY OUTLOOK

ALTERNATIVE INVESTMENTS
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A challenging environment for gold

Gold is currently facing serious headwinds in the form 

of an appreciating US dollar, rising real interest rates and 

a better outlook for growth. Gold’s price also continues 

to be undermined by higher expectations relative to 

the path of the Federal Reserve’s rate hike cycle and 

weaker demand from China and India. In the near term, 

gold is unlikely to rebound, but it could later benefit 

from a reversal of extreme bearishness and the potential 

of renewed safe haven demand, should the high 

expectations over Trump’s policies not be met.  

The diversification role of gold 

The unattractive short-term prospects for gold prices 

should not detract from the fact that gold is a safe 

haven asset and a hedge against the more extreme risks. 

There are many pitfalls ahead that could dampen the 

current bullishness for risk assets and boost gold prices, 

including political upsets in Europe and potentially 

negative outcomes from Trump’s presidency.  

US dollar appreciation to continue

The US dollar is likely to remain well supported in the 

medium term due to rising real interest rates, diverging 

monetary policies and an acceleration of US growth. 

A corporate tax repatriation plan could add further 

support to the greenback if large US multinationals were 

to repatriate significant overseas profits at a much more 

favourable tax rate.     

Political risks will weigh on Sterling and the euro  

Sterling’s exchange rate will continue to be driven by 

Brexit talks, but is unlikely to strengthen much. The 

diverging monetary policies between the Federal 

Reserve and the ECB should push the EUR/USD 

parity lower. The value of the euro will also reflect the 

perception of political risks in light of a heavy electoral 

calendar. This could continue to affect the EUR/CHF 

parity and the Swiss National Bank might have to keep 

on intervening to prevent an appreciation of its currency.    

The yen is likely to lose more ground 

The Japanese yen has depreciated significantly since the 

end of September. Rising international bond yields and 

the Bank of Japan’s introduction of yield curve targeting 

have resulted into much wider real yield differentials 

and a steady outflow of yen-denominated funds. The 

prospect of rising inflation expectations and the BOJ’s 

cap on the long end of the JGB yield curve should 

translate into further depreciation of the Japanese 

currency.   

EM currencies to remain under pressure 

In the near term, EM currencies will be kept under 

pressure from a stronger US dollar and higher US 

Treasury bond yields. The monetary policies of many 

EM countries are likely to be more dovish, resulting into 

wider yield differentials with the US yield curve, while 

the threat of protectionism could add to the issue of 

excessive production capacity.  

GOLD OUTLOOK

CURRENCY OUTLOOK
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2017: ASSET ALLOCATION

Our allocation to fixed-income asset class remains 

underweight

Our allocation to debt instruments is still underweight, 

essentially the result of a limited exposure to 

investment-grade bonds due to duration risk in a context 

of rising bond yields. For non-USD accounts, our main 

exposures are into European high-yield and senior loans, 

global convertible bonds and an unconstrained fixed-

income strategy. The extension of the ECB’s purchase 

programme should offer good technical support for 

European corporate bonds, hence our positioning on 

high-yield and loans.       

We will look to a good entry point for EM debt

In the near term, the strength of the US dollar, higher US 

bond yields and political uncertainty should dampen the 

appetite for emerging market debt. Our exposure to EM 

investment-grade sovereign debt is limited and we will 

be looking for an opportune entry point to add to the 

current allocation if markets were to correct excessively. 

We are slightly overweight equities

Our exposure to the equity asset class has been slightly 

overweight since November and we are looking to 

increase it. However, the overbought condition of equity 

markets for some time has refrained us from adding to 

the current allocation. We intend to maintain a relatively 

balanced positioning across the developed markets as 

the main regions all provide a number of different good 

reasons to be exposed.   

We are maintaining our exposure to EM equities

Despite the recent correction of emerging market 

equities, we have decided to maintain our positions 

on the basis of reasonable valuations, improving 

fundamentals, recovering corporate profits and stronger 

economic growth. The asset class has been impacted by 

outflows over the course of the last few months and this 

should limit the downside risk for the asset class. 

Supporting factors for Japanese equities

Japan is a region which we like. Valuations are attractive 

compared to other developed markets, the outlook for 

GDP growth is stronger and the depreciation of the 

yen is another supporting factor. Corporate governance 

has been gradually improving and companies are 

increasingly focused on producing higher returns on 

equity.       

DEBT INSTRUMENTS

EQUITIES
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We have no exposure to physical gold

Since we took profits on physical gold and gold mining 

equities, we have not returned to the asset class. While 

the current environment of a strong US dollar and rising 

real interest rates present significant headwinds, gold 

could be approaching an attractive entry point due to 

the extremely negative market sentiment.         

The allocation to hedge funds to be closely monitored  

We still believe that hedge funds can add value to 

portfolios and play a key diversification role. Our 

allocation is close to what we consider a maximum 

allocation and we are prepared to reduce it if 

performances failed to improve.  

Our hedge funds exposure will continue to focus on 

liquid strategies 

Our main hedge fund exposures are into liquid strategies 

such as Long/Short, M&A, Global Macro and CTA. 

The conditions remain supportive for mergers and 

acquisitions, while we expect global macro managers to 

be in a better position to exploit market inefficiencies, 

due to central banks’ more limited appetite for 

quantitative easing. Finally, an environment of rising 

rates has historically created more opportunities for 

Long/Short managers as fundamentals matter more. 

GOLD

HEDGE FUNDS

Commodity fundamentals have improved 

The outlook for commodities has improved over the 

past year due in part to a better growth outlook, higher 

inflation expectations and a post-Trump reflationary 

trade which has benefited industrial metals such as 

copper. Despite the recent appreciation of the US dollar, 

commodity prices have remained resilient, in part due 

to China demand. As always, it is difficult to make any 

kind of predictions on the asset class considering the 

diversity of its individual components, specific demand-

supply balances and inventory levels which generally 

remain very high. That largely explains why we are not 

directly exposed to the commodities asset class.   

The compliance of OPEC’s production cut under scrutiny  

The recent agreement reached by OPEC and non-OPEC 

producers should contribute to improved stability of the 

oil price in the year ahead. However, it will be crucial that 

the production quotas will be respected for a genuine 

rebalancing of supply and demand, especially as a 

rebound of US shale production is likely to take place. 

We therefore find it difficult to expect much higher oil 

prices throughout 2017, especially when considering 

a significant inventory overhang and historically poor 

quota compliance. 

COMMODITIES
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The Forum Finance Group invests into Funds of Hedge 

Funds and, for the clients that have approved this asset 

class in their mandates, into Single Hedge Funds.

Funds of Hedge Funds offer diversification and low 

volatility, while Single Hedge Funds focus on specialist 

strategies with an emphasis on risk management. We 

consider Single Hedge Funds to be genuine alternatives 

to the traditional asset classes, providing access to 

outstanding fund managers and improving the risk-

return profile of portfolios.  

Whereas Funds of Hedge Funds will continue to be 

classified as a separate asset class, the majority of 

single manager hedge funds will be classified within 

the traditional asset classes. Therefore, as an example, 

the allocation to equities will not only include the direct 

equity positions and the investments into equity funds, 

but may also include strategies such as Long/Short 

equities or Event Driven equities.

HEDGE FUND MANAGERS

The construction of an investment portfolio and the 

selection of its individual components are the result of 

a well-defined investment process. This process begins 

with the determination of the client’s risk profile, base 

currency and the chosen investment strategy. This 

framework will then lead to the tactical positioning of 

the portfolio within strategic asset allocation ranges for 

each asset class. 

The choice of the base currency is of particular 

importance as it will affect the way the investment 

strategy is carried out; firstly, through the determination 

of the most appropriate level of hedging of currency 

exposures (if any) and, then, by the selection of the 

best-suited underlying investments.     

The determination of the allocation to the different asset 

classes is the main driver of the portfolio’s performance 

and serves as the keystone around which the other 

investment decisions are taken. The role of your 

investment manager at the Forum Finance Group is to 

build portfolios based upon all the relevant information 

and through the selection of investment products from a 

pre-determined approved investment universe.

Each individual investment has a specific role to play 

and the selection of any product is based on both 

its inherent features as well as its complementary 

properties within the portfolio. It is necessary to fully 

understand each investment product in order to be able 

to predict to a large extent its behaviour depending on 

different market scenarios and to better evaluate its 

purpose in relation to the other assets.

Therefore, the performance of any specific investment 

cannot be measured against its peer group without 

taking into consideration the remainder of the portfolio. 

Typically, the portfolios’ risk budget will be spread 

across directional assets such as equities, commodities 

and high-yielding debt. The portion of the portfolios 

dedicated to the preservation of capital will be invested 

into assets less correlated to market trends, such as 

funds of hedge funds, highly-rated bonds and certain 

structured products.   

FFG PORTFOLIO CONSTRUCTION
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From our point of view, structured products also 

provide an alternative way of investing into traditional 

asset classes such as equities, debt instruments and 

commodities. The different structures of these products 

vary considerably and the selection of a specific 

structure is not only a function of the prevailing market 

conditions and the outlook for the underlying asset, but 

also a function of the capacity of the product to mitigate 

risk within the global portfolio. 

Structured products are classified within the most 

relevant asset classes at any defined moment. This 

allows us to better analyse the overall levels of risk 

of each asset class than if structured products were 

classified separately. Structured products are, by 

nature, hybrid instruments and the evolution of their 

different components will determine whether it becomes 

necessary to reclassify a particular structured product 

into a different asset class. 

STRUCTURED PRODUCTS

For our balanced accounts, we apply the following grid: 

    Allocation January 2017

SHORT-TERM DEPOSITS  0–20%  5%

DEBT INSTRUMENTS  15-55%  27%

 Investment grade bonds  5-45% 9%

 EM & high-yield bonds  0-20% 9%

 Specialist bonds  0-15% 9%

EQUITIES   20-60% 50% 

 Developed markets  15-50% 46% 

 Emerging markets  5-30% 4%

COMMODITIES  0-15% 0% 

 Physical gold  0-5% 0%

 Other commodities     0-10% 0%

HEDGE FUNDS  0-25% 18%

   100%

ASSET ALLOCATION GRID 2017 
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The Forum Finance Group S.A. (FFG) is authorised by FINMA as asset manager and registered with the SEC as investment 
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