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Markets around the world are 
continuing to assess the implications of 
a Trump presidency, and with positive 
conclusions. This is despite the 
imminent announcement of a hike in 
the Fed funds rate by the FOMC next 
week, and also the growing tide of 
Eurozone political turbulence expected 
next year. Similarly, the results of last 
week’s Italian referendum - and the 
practical problems regarding the 
recapitalization of its banks - have been 
taken on board by the markets, and 
initial nervousness quickly dissipated. In 
market parlance, these are so-called 
‘bullish divergences’, when short-term 
bearish influences are brushed to one 
side. As we go to print the ECB is 
discussing whether to extend its 
monthly bond purchases, and our 
expectation is that that they certainly 
will. This will help deal with the Italian 
banking situation on the one hand, and 
encourage relative weakness in the Euro 
should the US dollar continue to correct 
following its recent strength.  
  

“Stay overweight in US and 

Eurozone equities – with the 

Euro hedged” 
  
Our Asset Allocation Committee was 
neutral in US, and overweight Eurozone 
equities at the time of the US elections, 
and moved overweight in US equities a 
week afterwards, in the expectation 
that the rotation out of safe-haven 
assets like bonds, precious metals and 
the Japanese Yen into riskier assets like 
equities was very likely to be sustained. 
As we discussed in last week’s report, 
equities are capable of rising further 
provided that real GDP growth forecasts 
continue to move ahead, and this is 
what is happening. Hence earnings 
expectations are also increasing, and 
justifying higher market levels – leaving 
behind commentators and investors 

who are still saying that valuations are 
expensive. We are likely to see more 
well-meaning advice from strategists 
saying the upside in equities seen has 
all gone too far, yet the simultaneous 
achieving of new all-time highs by so 
many indices does suggest a very 
powerful move is underway. In our 
opinion equities will continue to be 
firm into 2017. Certainly this will at 
some stage result in a truly overbought 
condition, but that is not the case yet. 
Any consolidation will likely be the 
‘pause that refreshes’, with investors 
increasingly looking around for the 
stocks and sectors that have been 
unfairly left behind. As Donald Trump 
continues to leave more of his 
campaign messages behind, in favour 
of more realistic stances resulting from 
the advice provided by his new cabinet 
(and his own common sense), the 
positive tone should be sustained. 
Threats regarding trade protectionism, 
for instance, are unlikely to go down to 
the wire; rather, the President-elect 
will not allow the US to be corralled 
into collective trade agreements where 
his Administration has little control. In 
the same way, they are unlikely to 
bring in legislation that damages 
corporate America – rather, the 
reverse will be true, and this results in 
higher forward P/E ratios, net of any 
allowance for higher interest rates. 
Again, as we said in last week’s report, 
the 10-year Treasury yield would have 
to move into the 4-4.50% range to 
damage equities – and in the short-
term many bonds yields have 
moderated from over-blown levels. So 
at the risk of repetition our main 
message is to remain overweight 
equities, with the emphasis on the US 
and Eurozone; for those mandates 
able to do so, we recommend being 
overweight in Indian equities, with 
position sizes in the latter recognizing 

the higher risk/reward stance relative 
to more developed equity markets.    
  
The Italian constitutional election 
result last Sunday saw a ‘No’ vote for 
incumbent Prime Minister Matteo 
Renzi, who had been proposing 
reforms that he believed would better 
facilitate growth in the sluggish Italian 
economy. He duly tendered his 
resignation after promising to do. This 
was yet another vote for the populism 
that is sweeping the world as many 
electorates cast aside established 
political elites - although in this 
particular case Mr Renzi’s proposed 
reforms looked as though they would 
have actually been for the best, and 
supportive of the country at large. 
Renzi’s democrats lost out to the anti-
establishment ‘Five Star Movement’ 
party, who won by 53%, to the 
Democrats’ 47%. This effectively gives 
Five Stars a majority in the lower 
chamber of the Italian parliament. Like 
all other major election results in 2016 
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there was an initial negative knee jerk 
reaction in Italian stocks and bonds, but 
which quickly gave way to rallies in 
those markets. The 10-year Italian 
Government bond yield had opened up 
by about 15 basis points, to about 
2.06%, before correcting back 
downwards to 1.89% currently. This has 
taken pressure off Italian and other 
equity markets, and the intial 
turnaround was surprisingly quick, 
similar to that seen in the immediate 
aftermath of Trump’s win. In Italy itself 
the apparent reaction of voters on the 
ground was very relaxed, reflecting an 
electorate that has grown accustomed 
to regular new coalition governments 
over a period of many years. The Euro/
dollar exchange rate had slipped to an 
18-month low before it rallied, as fears 
of Italy wanting to leave the European 
Union subsided. We like markets that 
climb ‘walls of worry’, and indeed our 
Asset Allocation Committee is 
relatively keener on Eurozone stocks, 
given their fairer valuations compared 
to US equities, and also reflecting the 
continuation of monetary relaxation by 
the ECB.  
  

“WTI at $55-60 is possible  

by the second quarter  

of 2017” 
  
The price of WTI oil has corrected from 
highs of just under $52 after last 
week’s OPEC agreement, to a fraction 
above $50 currently, despite the US 
Energy Information Administration (EIA) 
reporting that US crude inventories fell 
by 2.4 million barrels in the week 
ending 2nd December, more than the 
market had expected. Oil market 
watchers are now looking to this 
Saturday, for extra comfort that the 
scheduled meeting including OPEC and 
non-OPEC producers will confirm the 
stated intentions of Russia and Mexico 
(and hopefully others) to reduce 
production, by 300,000 in the case of 

Russia, and 215,000 for Mexico. Some 
commentators are still skeptical that 
promised output reductions will actually 
materialize. We remain cautiously 
bullish on oil prices, with $55-60 in mind 
for the second quarter of 2016. Looking 
further out, we think $65 is possible, 
once the capital expenditure reductions 
by Big Oil begin to tighten a market that 
should also see moderate global 
demand growth, although US shale 
producers (and forward selling) should 
continue to cap the top of the range – so 
in our view the upside price limit might 
move upwards by $10 or so over the 
next year.  
  
In the UK, Prime Minster Teresa May 
has agreed to publish her cabinet’s 
Brexit plans, thereby winning the 
backing of Parliament to begin the 
Article 50 Brexit talks at the end of 
March next year. This should go some 
way to reduce the uncertainty of what it 
all means for industry, and the 
population at large. MPs will have a vote 
on the final overall deal. Earlier in the 
week there had been some badly-
received UK industrial output figures. For 
the time being our Asset Allocation 
Committee is still not recommending 
any position in UK equities or bonds.    
  

“We expect the ECB  

to extend its bond purchases  

for six months at the same 

level” 
  
INVESTMENT SUMMARY: Following on 
from the opening paragraphs of this 
report, we recommend overweight 
positions in US, Eurozone, and also 
Indian equities, matching an underweight 
position in cash. After such a shakeout in 
many global bond markets, we are 
neutral overall in this asset class, 
although with the comment that 
Investment Grade bonds are now looking 
much more appealing after last week’s 
correction. We are now neutral in 

corporate bonds, having earlier been 
underweight.  
 
What is now being described as the 
‘seasonal rally’ in equities should 
proceed into 2017, and we are happy to 
see reports of some sizeable so-called 
‘program buying. The Italian finance 
authorities have asked the EU to allow 
more time for an orderly rescue of 
Monte dei Paschi to be achieved, and 
we would be very surprised if such a 
request is denied, linked with a €15 
billion amount from the European 
Stability Mechanism. Regarding the 
ECB, Mario Draghi is about to provide a 
policy update, and we expect an 
extension to monetary accommodation 
by at least a further six months, but no 
increase in the monthly amount, and 
with no guidance regarding any future 
tapering of the ECB’s quantitative 
easing. On the path of the US Fed funds 
rate, we expect two rate hikes in 2017 
to follow the one expected next week.  
 
 
For any inquiries related to this article, 
please contact 
Alain.Marckus@nbad.com or 
Clint.Dove@nbad.com  
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