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

The Doors -hBretk on through to the other sidewas released in 1967 at the height of
the hippies’ movement. A move mentommunal gpirigdac ap s ul s
revolt against the establishmen#9 years on, the world is experiencing a redux of this movement.
Less drg induced but no less insidious. The uprising of the vox populi cannot be ignored but the
solution to this widespread disenchantmenigite simple Quoting from the late Lee Kuan Yew in
his book, The Man and His lded®&ople want economic development first and foremost. The
leaders may talk something else. You take a poll of any peoplet Whas i t Thdyevgnt want ?
homes, medicine, jobs, school s.”

We are more sanguine #t in the coming quartera convincing case of a break through to
the other side of strongegrowth for the global economy is clearlyderway. We have writtea
megillah about this prospeéts early as in August editidrtp://www.covenant-capital.com/wp
content/uploads/2016/08/TheMonth-AheadAug2016Me-Before You.pdiwhere wehaveextolled
the need for greatesynchrony between QEactions and fiscal policy and have seeany central
bankers and world organizatissud as IMFadvocaing theneedas well. We havelso concluded
in that editionour keencognizatiorof the risk thatglobalgrowth deceleration coulthe endingand
any talk of fiscal stimulus could matetiahlterrotation away from income strategiesuch as fixed
income and dividend investinmto growth strategysuch as equities and commaoditied/e
subsequently reduced our underweight equities but retained our oeggit in Fixed Income. In our
Sep editionhttp://www.covenant-capital.com/wpcontent/uploads/2016/07/TheMonth-Ahead
Sep2016Ldgs-GetFiscalFiscal.pdfwe reiterated the view that the conscious decoupling of fiscal
and monetary policies is about to reverse and also ndlede areincipient sign®f a rebound in
industrial production led bymerging markets anthe conseg@nt upgrade in earningsNe made a
bold and absolutely contrarian call to downgrade Fixed Income from Overweight to Undbatwei
and upgraded Equities fromriderweight to Neutral anthave reconstitutedur equities portfolio
from defensive and income yieldingates to early cyclicals trades like energy and mining sectors.
We also increased our bets in oil and alenl gold completely as it is an artiesis tradeto our
views that growth is reflatindgdy Octoberhttp://www.covenant-capital.com/wp
content/uploads/2016/07/TheMonth-AheadOct2016DogDaysAre-Over...fornow.pdfedition,
our views were embolden with collaboratidatathat support our views thagjrowth has not only
bottomed but is accelerating. We introduced our view that QE as we kagwn in the past 8 years
iscoming to an end with BOJ as the first central bank in the world to caution the unintended
consequences dDE in impairing monetary transmissitinthe economyand promoting Richard
Equivalence among corporates and individuals. We tiiggraded Equities to Overweight, increased
our exposures in commodities space and added financials as well. We went furthewaight
Fixed Income keeping only spread compressioa yield pickup opportunities while shortening
duration dramaticallyWithin commaodities, we switch to copper as our favourite long alongside oil
and continue to have zero Gold in our exposure. Wasgiently maintained thisontroversial asset
allocation to overweigh equites and underweipked incomethroughout the corybanticUS
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presidential election and its outcome arguinchimp://www.covenant-capital.com/wp
content/uploads/2016/07/TheMonth-AheadNowv2016-A-Timeof-Syncretism.pdthat Trump

victory does not alter our view that global growth acceleration is already well established and his
victory merely serves as a high octane catalyat will force global asset allocatdo buyevenmore
equities and dumping more of their fixed income polith. We made only one slight change to
reduce EM risk assets in both equities and fixed incbasedon our concerns of dollar strength,
rising rateson the back of stronger growtirump’ thetoric against tradend military pivot to Asia

For t hi s mourbulishmacronewsiremgin. Lategglobalforward looking
survey releases in November build on an already strong October releases with QTD rekrasals
stronger than average of 3Q and much better than 1Hi®ortantly, the improving togdown
macro momentum is peolating into bottomup earnings revision. For the first timese 2010,
earnings revisions havew 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
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The call for expansionary fiscal policy is already well in place in daibathe impact of the
stimulusannounced in 3Q1® be felt asearly as 1Q17.dne formof fiscalresponsefor the US
from Trumpnomics will banplemented bymid-2017.Most economist&xpectthe fiscal impulses of
his plan would lead to roughly +0.75pp in GDP in 2017 and aro@hés pp in 2018 Furtheamore,
an important communiqueeleased last month frorEuropean Commissidni t Towaids &
positivef i scal st ance f oraddressedtoBhe Ewopean Radidment, thaCdunaia s
and the European Central Bargignals a significant change in attitude towsuah expansionary
fiscal policy in the regiort acknowledges fothe first time that the current fiscal stance, which has
been broadly neutorpali mailnc e nd0 lei,pliisci‘tdwb i denti f
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 Geapyoach of fiscal austerity because it
perceives that it is dangerous for the survival of the common currandythe unionin the long run.
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Trumpmonics fiscal policy impact to US GDP European Commission fiscal suggestion to Euro GDP
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There are twasignificant developments thate aremonitoring in the coming quarterdat
couldfurther support our views that terminal velocity has been reacf@dhe world to achievéts
growth potential of 3.5% GDP 2017 (currenforecast is3.2%). We have written irthe past the
three mainscourges plaguing global griware ageing demographics, abysmal capex investment
and deteriorating productivityThe first cause of declining working adult population will not be
reversed inthe next20yearseave wi t h Chi na’ s r e-chiémpdlicypndton t o abol
promote profamily polices. However, we have noticed the otheo causes are exhibiting signs of
reversal

First, global capital spending proxy has rebounded to a robust 8% annualized gaee in
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 sasreys
alsomoved decisively higher in October and Novemaeivell With the global PMI pointing to a
3.3% annualized gain in factory output, the case for a-mmgited rebound in global manufacturing
is building Lending support to this probabiligre business confidence index has materially turned
more bullish alongsidenprovement in profitand disappearinglack in labourThe infrastructure
heavy fiscal responses from Japan, China to US should also contribute to increase demand in capital
goodk.

Second, productivity been declining since 2010 hampering GDP gpotethtial. In fact,
global growthwas driven entirely by reduction in employment sladkile anaemic productivity
improvement has contributed little to global GDP. But at current juncture wherploymentis
already tight withouta turnaround in productivity, therées no way global GDP can increase beyond
2%.



Capex showing signs of improvement GDP was driven largely by employment

Figure 2: Business sector indicators "oy through 3Q16
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In 3Q17 global GDP (ex China and India) grew by 2.1% annualisdte same time,
employment appears to have increased 1.3% annualized. Such an outcome implies an 0.8%
annualized gain in productivity in 3QWhich is an improvemerit comparison to the 0.1%
annualized average decline over the five prior quartBisseting further,the US real GDP 3Q16
was 3.2% annualized while employment growth was at mooeest pace 1.7% annualised,
therefore implyhg a bounce in productivityf at least 1.5%. Based on JPM proxy, developed markets
productivityin 3Q16seems to havéncreased by 1% annualized marking a reversal of negative
growth inproductivity since 2H18nd registeringwo quarters of positive improvementThe
growth in emerging markets productivity was on the path of becoming less negatiwellbut
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 productivignishe 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
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Asset Allocation Strategy:

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

preference is for Japan first, Europe next and USsasveighs 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 gids adversely affecting debt service ratios in an already highly leveEAgietisk of

capital outflowsand continual pall of concerns over Chime the reasons why wprefer Japan,

Europe and the US over EMspite supportive valuations of the latter.



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

we are sensing opportunity to fimitiate our US Treasury as an ovepmlttfolio hedge given that the

mar ket has already pri ced 68psjubpeircUSTIBice Brumis Jun ° 17
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 growthearsing rates
environment Leveraged loans aréé¢ biggest beneficiary within the fixed income asset classes
becausea large part of this debt structure is pegged at floating rate and are reset evérgndnths.

It is a key beneficiary of improving economy as it is inmgsgh loans issued by banks to SMEs that
are subsequently syndicated out to the market for fund manatmisvest in.Plus,it offers similar
yields to US High Yield whéghibiting 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
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Most importantly, valuation is cheap and positioning is extremely low for this asset classes
versusother higher yielding asset classasch adJS High yield and EM Deldte 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
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Commodities: Maintained Overweight. Prefer copper most, followed by oil and avoid gold. Recent
surprise news by OPEC and severat@®EC producers to cut close 1.8mn tonnesiphohexpected

and is thefirst-time OPEC has agreed ¢at since 2015nd the fist time in 15 yeess GPEC and nen

OPEC has collaborated for such ciitsvill eliminate 1.8%6 of total global production eveatfter taking

into account 500K of supply increase from US shale in 2017. Subsequently, we expect oil to be deficit



by 2Q17 into ©17.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
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FX: No change in view maintained Long USD view.

Alternatives Investments: For the first time in years, we have no pdato allocate further to
alternatives as we believe the opportunity for now is to increase directional long bets in equities and
commodities and in subegment of credit and rates.

Featured Picture/Quote:

On behalf of all at Covenanta@tal, we wishall our clients, eaders and tlrefamilies a

blessed Christmas and plenty of peacelandtidings into 2017.

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

Edward Limcra

Chief Inestment Officer
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