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Monthly Review asked CI’s portfolio management
teams to outline some of the main themes they

in the economy that are in the early stages of normalizing and
we believe this rebalancing will lead to dislocations in several
markets. We look forward to the opportunities that dislocations
present to apply our bottom-up stock picking framework and buy
strong businesses at attractive prices.

expect to influence investment markets in the
coming year. Here are their thoughts:

Prior to the U.S. election, markets believed that a Trump win would
cause a flight to safety and a corresponding rally in bonds. Instead
it unleashed a massive rotation. Bond markets sold off and the
U.S. 10-year Treasury yield climbed over 75 basis points from early
November to late December, with global bond markets following
suit. The president-elect’s proposed aggressive policy changes
have potentially huge implications for growth and inflation, but
absent details and timing there is a lot of uncertainty surrounding
the direction of rates and spreads. In response, we are positioned
conservatively with increased liquidity and remaining short
duration. This will set us up well to react quickly to opportunities
when they present themselves without exposing the portfolio to
undue risk by speculating on the policies of a new president.
Imbalances in the Chinese economy, meanwhile, continue to
build, and we believe there is downside risk to economic activity
and financial stability in China. The core growth engines this
year have been significant increases in infrastructure and property
investment, which are being approved to maintain social stability
but are also leading to an unsustainable buildup in debt. Property
speculation fuelled by debt has reached new heights in an already
irrational market, with prices in core cities such as Beijing having
increased over 40% from last year. This is one of many imbalances

Tax reform is taking shape in the U.S. and promises to be the
biggest such action since 1986. The Trump administration is
stacked with results-orientated business people who intend to
restore U.S. competitiveness by lowering the corporate tax rate
from 35% to 20%; we expect earnings and dividend growth will
ensue. At the individual level, Trump and Co. will likely aim to
foster personal saving rather than leverage in a belated response
to the financial crisis. This involves the introduction of tax-free
savings accounts and substantial reductions in individual tax rates,
while reducing interest deductibility to discourage leverage. If so,
equities should be up 4-8%, solely on the basis of lower dividend
income taxes. A third goal is to incentivize corporate investment
in America, and accelerated depreciation plans, an offshore cash
repatriation plan and reduced regulatory burdens may prove
potent in that regard.
The two thorns on this rose are the resulting fiscal deficits and
the unusual plans to implement a tax code that benefits exporters
over importers. This last point could provoke a trade squabble
that upsets markets – time will tell whether it makes the final bill.
Altogether, a growth spurt looks likely for America.
The weakest link in our regime change narrative has been the
tightening of financial conditions in emerging markets (EM).
Both lower currency levels vis-a-vis the U.S. dollar and the backup
in EM government bond yields led to a sell-off, with all EM
assets coming under some pressure in post-election trading. We
remain convinced that emerging economies are recovering from

their multi-year slowdown. Capital markets into EM are open and
banking systems largely healed – look at EM bank stocks, they
make this case! What has been missed is that unlike 2015, the
U.S. dollar strength is happening with stronger resource prices.
EM growth would be the icing on our growth recovery cake, but
it is not assured.

to express a view that economic growth in the U.S. will improve
and that the overall environment is becoming more inflationary
than previously perceived. This is evidenced in the strength of
pro-cyclical sectors like financial services and many commodities,
and in the relative weakness of bonds and defensive equity
investments.
These buoyant markets have had two notable consequences – a
considerable rise in U.S. bond yields (meaning that bonds have
fallen in value), and emerging strength in the U.S. dollar. We
are watching both of these phenomena closely as each has the
potential to cause a negative feedback loop into the improving
growth thesis.

Last year was filled with many surprises – the Brexit vote in the
U.K., the failure of the Colombian peace referendum, and the
Donald’s election. By the time we got to the Italian referendum,
unexpected outcomes had become the norm.
We have spoken at length about many of the long-term winds the
global economy faces – headwinds of elevated asset valuations, less
favourable demographics, high indebtedness and low productivity
gains resulting in a world of low aggregate demand, offset by the
tailwinds of historically low interest rates around the world. Each
of these may have played a part in the unexpected changes to the
political landscapes taking place globally and we expect them to
continue to influence the markets over the coming years.
If inflation (along with oil), interest rates and the U.S. dollar
continue to rise, we may see negative impacts ranging from a
hit to the American consumer’s pocketbook, to the emerging
markets (including China), and to highly indebted companies
and countries. With upcoming French and German elections in
2017, we may also see more surprises and changes to the political
landscape in Europe.
While we are conscious of all these macroeconomic forces and
concerns, we don’t try to predict the outcomes. They are just one
factor in our investing process contributing to how we think about
the companies we invest in. (It is also important to remember
that the outcomes of these events can be quite unexpected – both
the Brexit and U.S. election led to significant sell-offs and then
recoveries in financial markets).
Our foundation is focusing on global leading companies and
building a concentrated, but diversified portfolio of our best
ideas for the next 7-10 years. As events unfold in 2017 as they
did in decades past, we will look to take advantage of any market
dislocations to continually upgrade our portfolio with our best
ideas, regardless of which way the winds blow.

Buoyed by a sense of optimism that President-elect Trump will
pursue long-awaited fiscal stimulus, investors have moved quickly

Rising bond yields mean simply that money costs more.
Companies, governments and individuals who have borrowed face
higher borrowing costs and this comes at the expense of something
else. While interest rates are still low in absolute terms, the rate of
change is negative and rising rates remove liquidity from financial
markets. This interest rate move seems to have inertia too, as
we have now seen the Fed validating what the market is already
telling us – interest rates are going up. It’s good for confidence, but
if they move up too quickly, it can create financial stress.
A second beneficiary of the Trump optimism has been the U.S.
dollar. It has strengthened considerably since the election versus
its global peers, and with rising interest rates in the U.S., the “carry
trade” of relative U.S. bond market attractiveness versus other
markets continues to put upward pressure on the currency. While
a strong currency may feel like a source of pride, it is detrimental
in economic terms and the rising U.S. dollar in inconsistent with
President-elect Trump’s desire to create U.S. manufacturing
jobs. As the market has already given him some credit for success
before the growth has happened, we will be watching closely to
see whether rising bond yields and strong U.S. dollar become
impediments to achieving the growth that investors are already
starting to price in.

We’ve been in a tug-of-war between reflation and deflation since
the onset of the financial crisis. Over the past few years, deflation
has dominated but in the aftermath of the Brexit vote in the
summer of 2016, markets priced deflationary risks to an extreme
level. Negative interest rates, particularly given the magnitude
of $13 trillion of negative yield sovereign debt, were simply not
sustainable. However, since the summer of 2016 the market has
taken on reflationary characteristics, with the U.S. presidential
election acting as an accelerant. This shift looks like it will extend
well into 2017, fuelled by fiscal stimulus and stronger economic
growth. The shift is good for the stock market and bad for
bonds. Rather than pricing assets on simple yield, earnings are
back in vogue, favouring active management, and stock pickers
in particular.

Financial services companies such as insurance companies and
banks are huge beneficiaries of the tilt to reflation. Extremely low
interest rates benefit borrowers over lenders, and both banks and
insurance companies are in the lending business. Additionally,
it appears that with the incoming Trump administration the
pendulum of increasing regulatory pressure is set to reverse,
providing a further tail wind to the financial services sector.
Energy markets appear to be rebalancing. The supply and demand
dynamics appear to have shifted 180 degrees from where oil
markets were two years ago. Demand is being revised higher while
supply is being cut. Oil price volatility is here to stay, but upside
risks will be the story in 2017 as opposed to an oil price collapse.
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