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United States: Neutral opinion, high level of confidence but excessive market expectations related to Trump.
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Japan: Encouraging indicators, overweight

—

p.10

—

p.11

—

p.13

—

p.14

—

p.16

—

p.21

—

p.23

—
Europe: Still overweight on the Eurozone, prospect of reforms in Europe after the re-election of Angela Merkel

—
China: After the recent sharp market rise, a shift from "overweight" to "neutral"

—
Emerging Countries: Caution.

—
Currencies: 50% open US $ position in Euro-denominated accounts, Euro hedged in US$ denominated accounts,
Yen hedged in all portfolios, negative on Sterling, positive on the Swiss franc.

—
Fixed-income: Caution regarding bonds; choose "balanced" or "growth" profiles over “defensive” ones

—
Oil: At $53/bbl, neutral on oil.
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• The IMF expects 3.5% global growth in 2017, more than in 2016
(see chart):
I.

Downward revision in the US from 2.3% to 2.1%.

II.

Upward revision in the Eurozone from 1.7% to 1.9%.

III.

Upward revision in China from 6.6% to 6.7%.

IV.

Upward revision in Japan from 1.2% to 1.3%.

• The context remains identical to that at the start of the year: still
significant liquidity injection worldwide, +$1500 billion, still moderate
commodity prices, and not very restrictive fiscal policies.

• More fundamentally, no change, a global debt which represents 3x
GDP and obliges central banks to minimize monetary tightening.
Also, absence of inflation, plentiful capital as a result of liquidity
injection, and low capital requirements due to changing production
systems. Hence, limited pressure on long-term interest rates.
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• A constantly falling unemployment rate: global rate of 5.8% at end2016 (see chart), less in 2017, i.e. the lowest percentage since the
year 2000.

• Since 2000, the labour force has increased by 600 million to 3.4
billion. This refutes comments about the end of employment.
• Several major economies are close to a situation of full employment:
United States, unemployment rate of 4.3% in July. United Kingdom,
unemployment rate of 4.4% in July, the lowest in more than 40 years.
Japan, with a rate of 2.8%. Germany, the lowest unemployment rate
of the last 35 years.
• Despite this, we note hardly any increase in wages: United States
+2.5% year-on-year, United Kingdom +1.8% over the last three
months, i.e. below the 2.6% inflation rate, and Japan -0.4% in July,
because of small bonuses.
• United States: from the start of 2010 to the end of 2015, around 60%

of jobs created paid wages below the average national wage of
$21/hour, which explains the sluggish economic growth there.
• Reasons: many of the jobs created are low-skilled, the jobs destroyed
in industry are offset by poorly-paid service jobs, and competition is
increasing due to the "Uberization" of the economy. The retirement of
the baby boomers of the post-war decades is offset by hiring young

people who are less well paid.
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• The recovery cycle, of 98 months, is the longest since 196169, but sluggish, at 2% on average since 2008, to be

compared with 3.6% in the 1990s.
• As in other countries, the economic recovery since 2009
has been facilitated by a sharp increase in the public debt
ratio to 105% of GDP, or $18,800 billion, including 75% for
federal debt.

• Congress will not allow Donald Trump to raise the debt
ceiling without a clear plan for budget cost cutting.
• Companies have also taken advantage of low interest rates
to take on debt, which increased by $850 billion in 2016 to
$6,600 billion, and buy back their own shares.
• Household debt recently exceeded the 2008 amount of
$12,700 billion, but as a percentage of GDP it is lower: 67%
of GDP versus 85%.
• The breakdown of household debt has changed: less
mortgage loans, at $8,500 billion, more student borrowing,
at $1,300 billion, and a sharp increase in automotive credit,
to $1,160 billion, representing a 70% increase since 2010.
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• In the real estate sector, there are no risks like those in
2007:
I.

The sector accounts for less than 4% of US GDP,
to be compared with 4.5% on average between
1960 and 2000 and 2.5% during the recession.

II. In light of the population growth rate, there should
be 1.5 million housing starts per year and not 1.2
million (see chart).
III. Credit default rates are low.
IV. Lending is moderate as a percentage of GDP.
V. The percentage of home owners has fallen to less
than 64%, versus 69% in 2007. It is 34% for the
under-35 age group, versus 44% in 2004.
VI. Outstanding sub-prime loans, at $250 billion, are
less than in 2007.
VII. The Case Shiller index has risen 40% since 2012
but, adjusted for inflation, it is 20% lower than in
2006.
VIII.The only obstacle, the recent rise in real estate
prices, 6.2% over 1 year, exceeds that of wages.
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• Despite sluggish wage growth, consumption improved in
the second quarter. In July, retail sales rose 4.2% yearon-year.

• The only negative consumer segment is car sales, down
10% in H1, with an annual rate of 16.7 million in July
versus 18.7 million in December, because the credit
market is less vigorous. As a reminder, average sales
were 17 million vehicles per year between 1999 and
2007 (record of 17.3 million in 2000), then 14.5 million in
the last seven years.
• Household wealth is at a peak of $95,000 billion,
exceeding combined public debt + private debt of
$67,000

billion.

This

wealth

has

been

boosted

significantly by the rise in the stock market.
• In industry, the PMI sentiment indicator is still high, at
57.8 in July.
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• For the first time in several years, corporate earnings
have risen, by 10% in each of the last two quarters.
• Although some pundits speak of a technology bubble, the
fact is that earnings growth for the large companies in the
sector (the top 5 post $110 billion in earnings) is close to
10% this year and cash is plentiful. So this is nothing like
the year 2000.

• Although the US market has been the best of the major
markets since March 2009, positions can still be held.
• Share buybacks are still significant, at 15% of the market
capitalization since 2009, supporting the market.
• The reason why there is no overweighting of this region is
scepticism regarding Donald Trump's ability to apply his
programme, whether it be the infrastructure plan or the
reduction in corporate taxes. (The original target of a 15%
rate was dropped for a target rate of 23%, which remains
difficult to finance).
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• Growth exceeding the published figures: Japanese GDP
growth is hard to compare with that of the United States,
because there is no population growth: far from an imaginary

recession, per capita GDP growth was 0.8% per year in the
1990s. The BIS has even calculated growth on the basis of the
employed population and finds a growth rate of 1% per year in
the 1990s and 1.6% per year between 2000 and 2013.
• Another adjustment to be made concerns the new economy,
which is hard to count: in 2014, the Bank of Japan showed that
growth was not -0.9% but +2.4%.
• Growth exceeded expectations: In the second quarter of this
year, a sharp acceleration has been recorded: +1% compared
with the previous quarter. What is interesting is that it is driven
by domestic consumption, up 0.9% (after declines in the past
three years) and government spending, up 5.1%, to prepare for
the Olympic Games.
• An increase in the market's weighting: We therefore
recommend overweighting the Japanese market again, whose
2018 P/E ration is only 14x profits.
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•

The IMF and the European Commission have again revised
upward their growth forecasts for 2017.

• The unemployment rate is falling everywhere and is now at 9.1%
on average, versus 12% in the worst of the crisis in 2012.
Employment has grown by 1.4 percentage points year-on-year.
• Confidence indices are rising everywhere. The manufacturing
production index is at a six-year peak.
• External

imbalances

have disappeared

in most southern

European countries. In Italy, second-quarter growth , at 1.5%
year-on-year, is the best since 2011. Portuguese growth is 2.5%
and Spain posts more than 3%.

• Greece, the biggest bailout in history, received another €8.5
billion in July and has emerged from recession (2% GDP growth
in 2017).
• The German economy remains very firm with growth of 1.5% and
a budget surplus of 1.1% of GDP.
• European integration will probably be kick-started after the
German elections. Angela Merkel has never been so European,
and Schultz is an ardent European, like Macron.
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• Brexit, decided by 51.9% of votes but only 37% of voters, is the

decision of 17 million voters, while 1.5 million UK citizens resident
in the European Union for more than 15 years were unable to
vote. It will be very costly for the United Kingdom.
• What is most likely is a Norwegian type situation, in which the
country would pay almost as much as before, and would be
subject to almost the same obligations, without being able to
vote!
• Increasing difficulties: wage growth lower than inflation, an
8.5% drop in car sales year-on-year, a savings rate declining to
1.7% to try to maintain consumption, and worsening household
debt, at 170% of gross disposable income, or 94% of GDP,
including 45% floating-rate loans.
• Economic growth was only 0.3% in the second quarter, and 0.2%

in Q1. The Bank of England now expects only 1.7% growth over
the full year.
• Export growth does not offset the devaluation of sterling, because
price elasticity is low. The rising cost of imports is exacerbating
inflation.
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• Expected economic growth is 6.7% this year, slightly higher than original
expectations of 6.6%, because the government has encouraged lending. Xi Jin
Ping has adopted numerous measures to pave the way for the extension of his
term of office as head of the country in November.
I.

Politically, he has ousted his young rival aged 53, the secretary
general of Chongquing.

II.

Economically, the two drivers are still infrastructure and the housing
market. In infrastructure, 20,000 km of high-speed train lines have
been scheduled for the coming years, and in mid-2016 €170 billion
was allocated to the construction of metro systems in 35 cities, while
investment has started on the "Silk Road".

III. In the housing market, housing starts increased by 10% in the first
half, after price rises of 50% per sq.m in 2016 in Shenzen, and around
40% in Nankin. Total lending increased by 13% y/y.
IV. The financing of growth by debt remains a matter of concern. Total
debt amounts to 2.8x GDP. The problem is not government debt, at
40% of GDP, but corporate debt, 1.7x GDP, mostly held by 150,000
state-owned enterprises, two-thirds of which are owned by local
governments. These enterprises own 40% of industrial assets but
receive more than 50% of credit.
V.

According to the IMF, GDP growth between 2012 and 2016 without

using debt would not have been 7.3% but 5.3% per year.
VI. The stock market's performance has been excellent, because the
profit rebound has been strong, +30% year-on-year in the first quarter,
boosted in particular by the PPI, which is positive again, and because
technology stocks represent 40% of the index. The market is fairly
priced relative to the outlook.
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• Like in OECD countries, growth is better this year. Brazil and
Russia have come out of recession, India maintains growth
exceeding 7%, and South-East Asian countries are not penalized
by the tension with North Korea.
• However, our recommendation of caution, in our document of 21
April, was justified. Since then, expressed in euros, the Indian
market has posted a performance of -2.5%, Russia -10% and
Mexico +1.7%.
• We maintain this recommendation of caution, because the
medium-term prospects are less flattering: relocation, the impacts
of robotization in OECD countries, less foreign direct investment,
protectionist threats and the end of the catch-up effect will curb
growth.
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• Once again, equities are the best-performing asset class this
year. Plentiful capital, strong profit growth in the three major regions
(the United States, Europe and Japan), share buybacks, increasing
M&A activity and the unattractiveness of bond markets have
contributed to this performance.
• Between 1990 and 2015, the stock market has risen 5% per year in
real terms.
• Earnings growth has been positive everywhere: for the first time in
several years, the United States has posted earnings growth of
around 10%, in contrast with 2016 (+1%), 2015 (+2.1%) and 2014
(+6%). But we have a neutral position because three sectors

(finance, technology and energy) account for 70% of the earnings
growth, and the market valuation is high.
• Same positive trend in Europe: +17% this year. And in 2018,
earnings growth should remain significant. It is true that profits are still
more than a quarter less than those in 2007, whereas in the United
States they are far higher.
• We recommend an overweight position in Europe, which peaked
on the eve of Macron's election, and Japan which features a less
demanding market valuation combined with sustained profit growth,
an expected acceleration in share buybacks by cash-rich companies,
and a modest market performance since the start of the year.
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• The US dollar peaked at the end of 2016, because the market was
expecting a lot from Donald Trump's stimulus measures and the

Fed had a hawkish stance at that time.
• Since then, Donald Trump's setbacks and the improving economic
situation in the Eurozone have reversed this trend.
• After punting on this appreciation of the euro in our portfolios, we
are now hedged against the euro in our dollar-denominated
portfolios and 50% dollar long in euro-denominated portfolios.
• The Fed is going to start reducing the size of its balance sheet. Its
current level is $4,500 billion, and it could be reduced by $600
billion per year. The Fed will probably reduce both its portfolio of
Treasury bills and its outstanding mortgage loans, and raise interest
rates (currently 1.25%) in December.

• Added that 3 of the 7 FED posts including the presidency are to be
filled, and likely Trump will pick “hawks” favouring rate stabilty and
therefore a stronger US $.
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• The yen has risen 7.5% against the US dollar
since the start of the year, and fallen against the
euro.
• At the current exchange rate, we are long on the
yen in euro-denominated portfolios and hedged in

dollar-denominated portfolios.
• This policy is based on our confidence in the
outlook for the Japanese economy and the
continuation of significant liquidity injection by the
Bank of Japan.
• As a reminder, the BOJ buys 70% of the bonds
issued by the government each year, or the
equivalent of €660 billion, or again the equivalent
of 16% of Japanese GDP. At present, the BOJ's
portfolio represents close to 70% of Japanese
GDP.
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• The pound sterling has fallen by more than 17% in
weighted terms since the end of 2015. Vs the Euro,
the £ was at 1.429 in August 2015, 1.08 today, and
could be at parity by the end of the Brexit process.
• This has not had a positive impact on exports,
which have declined by 7% in 7 months.
• In addition, purchasing power will suffer because
the UK is a net importer of food and energy.
• We remain cautious
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• The recent depreciation of the CHF against the euro has been very
substantial and unrelated to the performance of the Swiss economy:
CHF700 billion in foreign exchange reserves, a 3% unemployment
rate, a budget surplus, a structural trade surplus, etc.
• Of all the reasons mentioned to explain this move, we note three:
I.

The election of Emmanuel Macron and the possibility of

increased euro-zone integration,
II. Expectations of a reduction in liquidity injection by the
ECB.
III. An improved economic situation in the Eurozone.
• But none of them can explain such a move:
Liquidity injections by the ECB, at a rate of €60 billion per month, will
persist until the end of 2018. After that, if they are reduced, this will be
a gradual process, because the appreciation of the euro against the
dollar, by 10% in recent months, is already equivalent to a restrictive
monetary policy.
• We may add that if the ECB reduces its purchases, the SNB, the most
aggressive of the central banks, with a negative interest rate (-0.75%),
will itself have to discontinue this policy which is very harmful for

pension funds and other financial institutions.
• We expect a recovery of the CHF against the euro, and we have
therefore adopted CHF exposure in the euro-denominated portfolios.
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• The observed depreciation of the yuan between the end of
2014 and the end of 2016 has halted, because the Chinese
authorities, anxious not to offend Donald Trump and incur
45% customs duties on certain exports, have taken

measures.
• Although foreign exchange reserves had declined by more
than $1,000 billion between the end of 2015 and the end of
2016, the movement has ended. The Chinese authorities are
far stricter regarding capital outflows, and this year capital
outflows and direct investment outside the country have
declined by 40%.
• We may add that 10-year interest rates of 3.5% are an
incentive to make investments in yuan.

Banque Eric Sturdza SA

20

• Everywhere,

both

in

OECD

countries

and

emerging

countries, inflation remains low. The pickup in inflation noted
at the start of the year was, as expected, short-lived. It
corresponded to a temporary increase in commodity prices.
• Core inflation in Japan is only 0.4% in July. It is below the 2%
target in the United States (1.5% in July) and in Europe

(0.9% in July). Even in China, the inflation rate fell to 1.4% in
July. In Brazil, inflation was also under control, at 2.7% in
July. In India, it fell to 1.5% in July.
• Only the United Kingdom saw inflationary pressures. But the
latest reported rate of 2.6% is merely a reflection of the
depreciation of the pound sterling. There is no perceptible
wage inflation, at +1.8% year-on-year, even though the
labour force participation rate is very high, at more than 75%.
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• Since April, the ECB's monthly purchases have been reduced from €80
billion to €60 billion per month, equivalent to 7% of annual GDP. The
ECB's balance sheet therefore reached 36% of GDP ($4,600 billion),
versus 25% for the Fed ($4,500 billion).
• The sharp appreciation of the euro against the dollar is equivalent, in its
effects, to a more restrictive monetary policy. However, Mario Draghi is
expected to soon outline a more restrictive monetary policy, because the
economic situation of all the euro-zone member countries is far better.

• Quantitative easing could be reduced by €10 billion every two months as
of 2018, and stopped at end-2018. The first interest-rate hike is not
expected before 2019.
• One problem for the ECB is the scarcity of German paper, because
around February 2018 it will hold one-third of German debt, the maximum
permitted.
• The spread between German 10-year yields and US yields, which
peaked at 2.1 percentage points in the spring of 2017, still stands at 180
pp, whereas it was low until 2012 (0.2% in the 1990s). This shows the
difference between the policies of the two central banks.
• The spread between Italian and German 10-year yields, which was 2
percentage points in the spring, is now 170 pp, reflecting an improvement
in the economic situation in Italy and less concern about the banking
sector.
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• Since the start of the year, oil has fluctuated around $50/bbl.
• Prices strengthen in the run-up to an OPEC meeting, as in the next
few days, because this is an opportunity to reassert the
organization’s determination to comply with the production quotas
adopted at end-2016. They ease in the time between meetings,
when statistics on the growth of US production are published.
• Admittedly, since 2015 more than 100 US crude production

companies have gone into bankruptcy, but the others have
considerably reduced their production costs and shale oil
production is increasing: 9.3m bpd versus 8.9m bpd in 2016.
• In 2017, according to the IEA, oil consumption is expected to be
98m bpd, up 1.5%, because the global economy has improved.
But, despite the Venezuelan crisis, production stoppages in Nigeria
and tension in the Middle East, the planet suffers no shortage of oil.
• In 2018, prices will probably hardly rise, because growth in global
production is expected to be 1.5m bpd, half of it coming from the
United States.
• Structurally, the world is making progress in energy efficiency: in
the early 1970s, energy consumption increased at the same rate as

GDP, whereas now the rate has halved (1.5% for 3.5% growth
according to BP).
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