
 

The Month Ahead Dec 2016: Break on through the other side 

The Doors’ hit – Break on through to the other side – was released in 1967 at the height of 

the hippies’ movement. A movement that encapsulates counterculture ideals, communal spirit and a 

revolt against the establishment. 49 years on, the world is experiencing a redux of this movement. 

Less drug induced but no less insidious. The uprising of the vox populi cannot be ignored but the 

solution to this widespread disenchantment is quite simple.  Quoting from the late Lee Kuan Yew in 

his book, The Man and His Ideas “People want economic development first and foremost. The 

leaders may talk something else. You take a poll of any people. What is it they want? …They want 

homes, medicine, jobs, schools.”  

We are more sanguine that in the coming quarters a convincing case of a break through to 

the other side of stronger growth for the global economy is clearly underway. We have written a 

megillah about this prospect as early as in August edition http://www.covenant-capital.com/wp-

content/uploads/2016/08/The-Month-Ahead-Aug-2016-Me-Before-You.pdf where we have extolled 

the need for greater synchrony between QE actions and fiscal policy and have seen many central 

bankers and world organizations such as IMF advocating the need as well. We have also concluded 

in that edition our keen cognization of the risk that global growth deceleration could be ending and 

any talk of fiscal stimulus could materially alter rotation away from income strategies, such as fixed 

income and dividend investing, into growth strategy, such as equities and commodities. We 

subsequently reduced our underweight equities but retained our overweight in Fixed Income. In our 

Sep edition, http://www.covenant-capital.com/wp-content/uploads/2016/07/The-Month-Ahead-

Sep-2016-Lets-Get-Fiscal-Fiscal.pdf, we reiterated the view that the conscious decoupling of fiscal 

and monetary policies is about to reverse and also noted there are incipient signs of a rebound in 

industrial production led by emerging markets and the consequent upgrade in earnings. We made a 

bold and absolutely contrarian call to downgrade Fixed Income from Overweight to Underweight 

and upgraded Equities from Underweight to Neutral and have reconstituted our equities portfolio 

from defensive and income yielding trades to early cyclicals trades like energy and mining sectors. 

We also increased our bets in oil and avoided gold completely as it is an anti-thesis trade to our 

views that growth is reflating. By October, http://www.covenant-capital.com/wp-

content/uploads/2016/07/The-Month-Ahead-Oct-2016-Dog-Days-Are-Over...for-now.pdf edition, 

our views were embolden with collaborative data that support our views that growth has not only 

bottomed but is accelerating. We introduced our view that QE as we have known in the past 8 years 

is coming to an end with BOJ as the first central bank in the world to caution the unintended 

consequences of QE in impairing monetary transmission to the economy and promoting Richard 

Equivalence among corporates and individuals. We then upgraded Equities to Overweight, increased 

our exposures in commodities space and added financials as well. We went further underweight 

Fixed Income keeping only spread compression and yield pickup opportunities while shortening 

duration dramatically. Within commodities, we switch to copper as our favourite long alongside oil 

and continue to have zero Gold in our exposure. We presciently maintained this controversial asset 

allocation to overweigh equites and underweigh fixed income throughout the corybantic US 
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presidential election and its outcome arguing in http://www.covenant-capital.com/wp-

content/uploads/2016/07/The-Month-Ahead-Nov-2016-A-Time-of-Syncretism.pdf that Trump 

victory does not alter our view that global growth acceleration is already well established and his 

victory merely serves as a high octane catalyst that will force global asset allocator to buy even more 

equities and dumping more of their fixed income portfolio. We made only one slight change to 

reduce EM risk assets in both equities and fixed income based on our concerns of dollar strength, 

rising rates on the back of stronger growth, Trump’s rhetoric against trade and military pivot to Asia. 

For this month’s musing, our bullish macro views remain. Latest global forward looking 

survey releases in November build on an already strong October releases with QTD releases were all 

stronger than average of 3Q and much better than 1H16. Importantly, the improving top-down 

macro momentum is percolating into bottom-up earnings revision. For the first time since 2010, 

earnings revisions have now turned positive after bottoming in early 2016.  

4Q16 mark to market is better than 3Q actual    

and much better than 1H16.    Earnings revisions positive for first time since 2010 

 

The call for expansionary fiscal policy is already well in place in Japan with the impact of the 

stimulus announced in 3Q16 to be felt as early as 1Q17. Some form of fiscal response for the US 

from Trumpnomics will be implemented by mid-2017. Most economists expect the fiscal impulses of 

his plan would lead to roughly +0.75pp in GDP in 2017 and another+ 0.75 pp in 2018.  Furthermore, 

an important communique released last month from European Commission titled “Towards a 

positive fiscal stance for the Euro area” that was addressed to the European Parliament, the Council 

and the European Central Bank, signals a significant change in attitude towards an expansionary 

fiscal policy in the region. It acknowledges for the first time that the current fiscal stance, which has 

been broadly neutral since 2014, is ‘sub-optimal’ and explicitly identifies an aggregate 0.5%pp pa of 

GDP fiscal expansion for both 2017 and 2018 as desirable given current macroeconomic conditions 

in the region. It endorses a key role for fiscal policy in supporting domestic demand in the face of a 

slow recovery, ample spare capacity, elevated uncertainty and a decline in global trade. The 

Commission has also started to take sides against the German approach of fiscal austerity because it 

perceives that it is dangerous for the survival of the common currency and the union in the long run.  
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 Trumpmonics fiscal policy impact to US GDP  European Commission fiscal suggestion to Euro GDP 

 

There are two significant developments that we are monitoring in the coming quarters that 

could further support our views that terminal velocity has been reached for the world to achieve its 

growth potential of 3.5% GDP in 2017 (current forecast is 3.2%). We have written in the past the 

three main scourges plaguing global growth are ageing demographics, abysmal capex investment 

and deteriorating productivity. The first cause of declining working adult population will not be 

reversed in the next 20 years even with China’s recent plan to abolish one-child policy and to 

promote pro-family polices. However, we have noticed the other two causes are exhibiting signs of 

reversal.  

First, global capital spending proxy has rebounded to a robust 8% annualized pace in the 

three months through October. The global PMI investment goods output in November largely held 

on to its big gain in October. Capital spending plans from the regional Fed manufacturing surveys has 

also moved decisively higher in October and November as well. With the global PMI pointing to a 

3.3% annualized gain in factory output, the case for a long-awaited rebound in global manufacturing 

is building. Lending support to this probability are business confidence index has materially turned 

more bullish alongside improvement in profit and disappearing slack in labour. The infrastructure 

heavy fiscal responses from Japan, China to US should also contribute to increase demand in capital 

goods.  

 

Second, productivity been declining since 2010 hampering GDP growth potential. In fact, 

global growth was driven entirely by reduction in employment slack while anaemic productivity 

improvement has contributed little to global GDP. But at current juncture where employment is 

already tight without a turnaround in productivity, there is no way global GDP can increase beyond 

2%. 

 



Capex showing signs of improvement    GDP was driven largely by employment 

  

In 3Q17, global GDP (ex China and India) grew by 2.1% annualised. At the same time, 

employment appears to have increased 1.3% annualized. Such an outcome implies an 0.8% 

annualized gain in productivity in 3Q16 which is an improvement in comparison to the 0.1% 

annualized average decline over the five prior quarters. Dissecting further, the US real GDP 3Q16 

was 3.2% annualized while employment growth was at more modest pace 1.7% annualised, 

therefore implying a bounce in productivity of at least 1.5%. Based on JPM proxy, developed markets 

productivity in 3Q16 seems to have increased by 1% annualized marking a reversal of negative 

growth in productivity since 2H15 and registering two quarters of positive improvement.  The 

growth in emerging markets productivity was on the path of becoming less negative as well but 

3Q16 marked a modest 0.3% drop arresting an improving trend.  While these signs are encouraging, 

we need further evidence before we can proclaim that productivity is on the mend bearing in mind 

there is a cyclical component to productivity.  

Productivity improved in DM and but not EM  Too early to call for improvement in productivity 

 

  
Asset Allocation Strategy: 

Equities: Maintain Overweight. No change in our constructive view for equities. Our country 

preference is for Japan first, Europe next and US as overweighs. We are less enthusiastic about 

emerging markets; a call that we have made in last edition. Rising dollar against EM currencies, rising 

US and global yields adversely affecting debt service ratios in an already highly leveraged EM, risk of 

capital outflows and continual pall of concerns over China are the reasons why we prefer Japan, 

Europe and the US over EM despite supportive valuations of the latter.  



Fixed Income: Maintain Underweight. No change in our negative view for fixed income. However, 

we are sensing opportunity to re-initiate our US Treasury as an overall portfolio hedge given that the 

market has already priced in Dec ’16 and Jun ’17 hikes with its 68bps jump in UST10 since Trump’s 

victory.  

We are also reconstituting the bond portfolio in our search for yield. We believe the US leveraged 

loan segment is the ideal instrument to capture strong economic growth and a rising rates 

environment. Leveraged loans are the biggest beneficiary within the fixed income asset classes 

because a large part of this debt structure is pegged at floating rate and are reset every 3- 6 months. 

It is a key beneficiary of improving economy as it is investing in loans issued by banks to SMEs that 

are subsequently syndicated out to the market for fund managers to invest in. Plus, it offers similar 

yields to US High Yield while exhibiting similar if not better credit metrics than US High Yield.  

95% of LL is at LIBOR 100bps or below and will be repriced.      Price of LL rises with LIBOR but not US HY 

  

Most importantly, valuation is cheap and positioning is extremely low for this asset classes 

versus other higher yielding asset classes such as US High yield and EM Debt. We are evaluating 

several fund managers now and will be deploying a significant portion of our fixed portfolio to this 

strategy in the coming months.   

       Spread between HY and LL is at low end post crisis  LL seen -ve flows since 2014 versus inflow for HY 

 

Commodities:  Maintained Overweight. Prefer copper most, followed by oil and avoid gold. Recent 
surprise news by OPEC and several non-OPEC producers to cut close 1.8mn tonnes pbd is unexpected 
and is the first-time OPEC has agreed to cut since 2011 and the first time in 15 years OPEC and non-
OPEC has collaborated for such cuts. It will eliminate 1.6% of total global production even after taking 
into account 500K of supply increase from US shale in 2017. Subsequently, we expect oil to be deficit 



by 2Q17 into 4Q17. We expect oil price to be strong till year end of the year, retreats in 1Q17 due to 
low seasonal demand before resuming a rally by late 1Q16 or early 2Q17. 
 

Shortage by 2Q17 to 4Q17 and seasonal weakness in Jan-Feb before picking up in Mar 

 
 
FX:  No change in view maintained Long USD view. 
 
Alternatives Investments: For the first time in years, we have no plans to allocate further to 
alternatives as we believe the opportunity for now is to increase directional long bets in equities and 
commodities and in sub-segment of credit and rates.  

Featured Picture/Quote:   

On behalf of all at Covenant Capital, we wish all our clients, readers and their families a 

blessed Christmas and plenty of peace and love tidings into 2017. 

https://www.youtube.com/watch?v=LRP8d7hhpoQ 

Edward Lim, CFA 

Chief Investment Officer 
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