January 2018

The Year Ahead 2018
Eat Drink Man Woman
The title of our 2018 strategy piece is a quote from one of Confucius writings, “Book of Rites”, and was later
adopted as the movie title by the famous director Ang Lee in the 90’s. It essentially encapsulates the basic human desires
of being merry and the covetous nature of man and woman. It is an appropriate description for the current investment
climate where investors are grappling with the fact that they know this is the second longest bull cycle in modern history,
valuations aren’t cheap and the existence of plenty of irrational exuberances (think digital currencies). Yet, the desire to
persist in this cycle, to make a few more bucks is the very nature of how bubbles and crashes are created. The insatiable
appetite of both greed and fear is want makes this 20+ years vocation always interesting for this author.
In this piece we try to answer how much more greed should an investor employs and how much fear should he
induces? We will address the three elephants in the mind of many investors: (1) If Quantitative Easing (QE) have led to
higher asset prices, will the commencement of Quantitative Tapering (QT) led to lower prices? (2) Will inflation finally
return this year and rear its ugly consequences? (3) If valuation is expensive for many assets, does than equate to sell
everything?

Before we delve into these three critical questions, we will set the global macro-economic backdrop as always.
What is unique in 2017 and into 2018 is the synchronicity of all macro-economic drivers including improvements in
consumption, business and government spending as well as coordinated recovery in many countries. GDP growth in 2017
came in at 3.6%, which is the highest since 2011, while current forecast for 2018 is expected to be even higher at 3.7%,
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which will be a good 0.4% higher than global economy long-term growth potential. Aside from slightly slower YoY growth
in China and Eurozone, all major economic blocs are expected to grow faster in 2018 than the previous year. It also the

The genealogy of this improvements can be traced back to significant improvement in employment across the
globe. Global employment is now close to pre-GFC level with markets such as US, Japan and UK already pass its NAIRU
rate while Europe is likely to recover to its pre-GFC employment by early 1H18. This has led to an increase in consumer
confidence which subsequently propel retail sales higher. As business profits improved on the back of higher sales, their
confidence also recovered from its trough in 2015.

For many of our long-time readers, the above narrative would have already been familiar as we have espoused
this view as early as in Oct 2016, Dog Days Are Over...for now. However, the new narrative that has since evolved in
2Q17 is the return of capex and the ensuing improvement in productivity. As demand improved and profits recovered,
we observed capex intentions and actual capex spent started to return; albeit belatedly as global capex has been on the
decline since 2014 and at one juncture, capex growth was even negative. The current run-rate of capex is estimated at
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first time in 8 years we are witnessing a sustained upward revisions in GDP.

10% annualized, which is the highest since 2011, higher than the 20-years pre-GFC average of +3% and a sharp reversal
of -3.5% between 2H14-3Q16. Critically, the increase in capex is not confined to just the DM markets where output gap
has diminished significantly, EM is also witnessing a renaissance in capex. 2017 witnessed close to 70% of countries in EM

In the last edition for 2017, Melt up, we elaborated the significance of capex recovery as they are often multiyears long and equities often do well during this cycle. In this edition, we explained the triumvirate of capex, productivity
and eventual profits growth. Capex investment is often to link to productivity growth. It is of no coincidence that when
capex declined in 2014 onwards and into negative growth in 2015-2016, productivity took a dive as well. We have written
as early as in Mar 2016, From Fear to Feh, raising the alarm that the precipitous drop in productivity post GFC is
disconcerting. In fact, productivity growth from 2009 till 2H17 was the weakest since 1996. Low productivity has the
proclivity of slowing long-term growth potential and impinging on profits. We are delighted to observe this protraced
decline in productivity has reversed by early 2017 and in some countries, productivity has recovered to its pre-GFC level.
For example, Germany productivity halved in 2012 to 2016 compared to its 1995-2007 average but the latest reading of
2% has her recovering past her 2012-2016 and 1995-2007 averages of 0.9% and 1.8% respectively. In the US, productivity
growth in the last 20 years pre-GFC was 1.9% but it fell from 2010 onwards to a low of 0.5% in 2015 but has since double
back to 1% for 2017.
An over-simplified linkage to capex, productivity and profits is to understand business cycle of a typical corporate.
In the early stage of business recovery, sales increased without much price hikes, but the company can retain and even
improve its profit margins as it utilized the significant slack in labour to increase production. However, as recovery
deepens, this slack in labour starts to diminish leading to wage increases. Margin can only be sustained if the company can
raise prices or improve the productivity of its inputs. However, there is a limit to how much price increase a company
can push and consumers can acquiescent to. This is when productivity improvement via capex investment comes to play.
Higher investment in capital inputs will lead to productivity gains enabling the corporate to maintain its profit margin.
With the current margin of S&P corporates at its post GFC high, the inter-connected increase in capex and improvement
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import of capital goods at run-rate higher than their average between 2010-2016.

in productivity will help the corporate to maintain and even improve its profit margin. As the table below illustrate, S&P
EPS growth during capex cycle is on average 14.7% (coincidentally FY18 growth is also 14%) but the EPS growth three
years before a capex cycle is negative -1.1% and, EPS growth was negative five out of 7 three-years before capex recovers.

In the next 2 years, we will witness the unprecedent unwinding of QE. Central bankers’ balance sheet has peaked
last year and will start to unwind with Fed, BOE already commencing the unwind. PBOC has also reined in nation’s
runaway debt accumulation from1H17 and is targeting to lower further the flow of debt and money supply into the
system. ECB will end its QE in Sep 2018 while BOJ’s QE was executed below its intended target last year; And the three
bears never saw her again. While their balance sheet will still be expanding this year, the stock will contract in 2019
onwards ending the great experiment since 2009. We have also observed that often it is the flow of QE that has the
commiserating effect to change in asset prices for both equities and bonds. The flow of central bankers’ balance sheet
has already turned negative in April 2017 and set to decline even more into next 2 years. Hence, it is appropriate for us
to address the first elephant if “QE = higher asset prices, does QT = lower?”
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During this capex upturn, SPX generated positive average positive return of 7.8% 5 out of 7 occasions.

We observed that there has been three episodes when the flow of their balance sheet turned negative during
their period. QT1 was from 2Q10 -1Q11 when Fed’s first QE peaked; QT2 begun from 4Q13 – 1Q16when Fed QE3
ended in Jun 2013 and started its tapering process. Post 1Q16, ECB and BOJ took over the mettle of expanding global
central bank’s balance sheet as Fed tapers. But by April 2017, QT3 commenced as both ECB and BOJ pace of QE declines
and Fed unwinding starts. In these three occasions of QT, we observed two occasions where the MSCI World Equities
continues to rise despite QT in force; QT1 and QT3. These 2 periods of rising equity share prices in face of QT runs
contrary to the general QE positive effect on prices as well as during QT2. We attributed the key reason why equities
prices in QT1 and QT3 continued to increase despite flow of central bankers’ purchases turning negative to EPS forecast
was rising. Rolling 12 months forward EPS rose as much as 20% during QT1before stalling 2 quarters after. In QT3, rolling
12 months forward EPS rose 12% whereas in QT2 EPS momentum stalled throughout most of this period and in fact
declined 11% from the peak of that period. This leads us to conclude the most important factor to counteract the adverse
should be positive. Current year consensus forecast for SPX FY18 is 14% growth and another 9% in 2019. EPS revision
momentum (ERM) has been positive throughout the last 1,3 and 6 months. Hence, while we remain wary of QT,
the current growth and upwards revision in earnings should counteract the negative effect of QT on asset
prices.

The second issue to address is will inflation rise and will it be a key source of shock for the global economy.
Current consensus forecasts are for a moderate rise in inflation across all major economic blocs in contrast to the
bewildering decline in the US in 2017 and the first half decline in China. Nonetheless, the increase in inflation will be
moderate and critically will still be below the central bankers’ inflation target. Current 2019 forecasts will
also still be below their targets. We expect policy rates will likewise rise in tandem to rising inflation. In fact, for first time
since 2007 and 2011, we are expecting ten central banks to raise their policy rates with US leading with three rate hikes
this year, BOC, BOE and quite a few emerging markets. Based on these moderate increases, we think interest rates will
not pose a problem for markets. It is however our biggest concern as a surprise rise in inflation is typify with prolonged
acceleration and would force the central bankers to react quicker than current market expectations.
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impact of QT is earnings, specifically the 12 months forward EPS growth must be positive and ideally revision momentum

post April will be up against easy comps from last year as the CPI declines in 2Q17 was particularly pronounced stemming
from a combination of few material one-off items. Likewise, in China, CPI prints throughout 1H17 was tepid despite a
sharp jump in PPI in the preceding quarter. Food prices as well as lack of pricing power kept CPI at bay. We identify Japan
as a key risk in this aspect as part-time wages that has been stagnant for many years have move up in the last 9 months
and are approaching the growth rate pre-GFC. Part-time workers constitute 23% of Japan workforce. Current Spring
wage negotiation for full time workers is slated for 1.5% to 2% increase. If this materializes, it will be highest level of wage
increase for fulltime workers last seen in 2000. Exacerbating this concern, April will be the last month of BOJ governor
tenure, we believe there is a risk that his yield curve control (YCC) may be revised upwards leading to a jump in rates
and yields. An alteration to YCC to higher rate boundaries can cause a spike in JPY and the cost of borrowing this popular
funding currency.
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We identify a few calendar events to watch out with regards to inflation and policy rates. In the US, CPI prints

Past empirical data for the US does provide us some clue what level of CPI is pernicious to market. Goldman
Sachs notes that only when CPI rises to 3% and beyond, the risk of a bear market increases. It also reinforces our earlier
comments that once inflation passes a certain point, the subsequent increase in inflation will accelerate and would require
many more hikes than current expectation to rein it. Current CPI forecast for US 2018 to 2019 at 2.1% to 2.2% is quite

The last issue is to address is the concern on expensive valuation. We have chosen equity as the asset class in
this analysis although we could have use sovereign bonds, high yield or investment grade credit valuations as well.
Moreover, the movement in equity prices has greater predictive value to an impending recession. It is a transparent asset
class when it comes to pricing and has many analysts and investors forecasting and monitoring it. As the greatest risk lies
in the US which is now trading at 17.7x FY18 earnings, above its 20 years +1sd, we have used SPX as the most relevant
market. The empirical data clearly assuaged the concern that when SPX trades at above 17x, we need have
to sell the market. In fact, quite the contrary. 15 of the 27 years of data we have collected, SPX did trade above 17x
or more forward PE. These 15 years saw the market registering positive returns 67% of the time with average return of
14.3% and median return of 11.2%. During those years when the market is down, the average decline was -9.8% and
median loss is -10%. From a probability of making money and overlaying with win-loss payout, it is clear that the upside
is more than the downside when SPX trades above 17x. Combining the analysis on CPI inflation trigger and this, the data
clearly tells us stay in the trade!

Page 7

http://www.covenant-capital.com

The Navigator - January 2018

a distant from this trigger level but the gravity of this risk requires close monitoring.

There are also interesting common facets on the positive and negative return years when SPX is trading >17x
PE. The positive returns years are accompanied by a stronger earnings growth (average of 14.2% and coincidentally FY18
growth is forecast at 14%) while the negative return years saw EPS contract by -3%. The positive return years also saw
56% of the time earnings revision momentum (ERM) is positive; ie the end of year actual EPS is higher than the forecast
at the start of the year. Conversely, ERM was negative 80% of the time in the year returns were negative. Another
interesting fact is during those positive return years, the yield curve actually flatten similar to current hiking cycle, while
the negative years saw yield curve steepening.
This leads us to another sub-concern with regards to yields and the shape of the yield curve. We have received
quite a few comments from our clients expressing the view that yield curve has flatten last year and should now presage
a possible recession in 12 months’ time. Having graduated 24 years ago, the then prevalent financial literature does often
recent data and the conclusion is in fact quite the opposite. First, there has been 3 false positives since 1960 for which a
flattening yield curve didn’t result in recession. Yield curve is currently still positive at +50bps and the forecast is for it to
rise marginally by +4bps in 2018. Only when the yield curve inverts, its predictive value is 100% hit-rate. Even then, when
it inverts, SPX only peaks 9 months later and it takes another on average 14 months later before a recession begins.

Second, it is not unusual during Fed hiking cycle, yield curve actually flattens like what we have seen last year. All
past six hiking cycles from 1980 onwards had yield curve flattening by an average of -114bps. In this current Fed hike
cycle, the yield curve has flattened -57bps only. Moreover, our above analysis of the years returns is positive when market
is trading at expensive PE of >17x also shows yield curve flattening as well. Third point, is during this past 6 hike cycles,
SPX recorded positive return of an average of +11% 100% of the time. Even MSCI World equities registered positive
return 71% of the time with an average of +15% return. In summary, we always need to mark to market our views of the
world. Things change, one’s thinking should as well.
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allude to this assumption; ie flattening yield curve means a recession is imminent. We have updated this analysis with

These new analyses have assuaged some of our major concerns expressed in the last several months center on
the concomitant effects of QT and expensive valuations in many assets classes. We remain vigilant on the uptick of
inflation as we believe this is the singular most dangerous risk to markets (aside from Trump-Kim testing whose button
is bigger and works). We retain our Overweight in commodities, slight Overweight view in Equites, our 2 years long
underweight in Fixed Income and is less sure about FX hence downgrading to a Neutral view opting to FX hedged most
of our exposures. Our Alternative Investment is mainly centered in the Fixed Income strategies as we have exited many
of our long/short equities managers in the past year as many have failed to deliver outperformance from the market
and even some ETF proxies. We continue to explore non-correlated strategies such as selected real estate PE funds
owning to added security of collateral and yield, clearly defined venture capitalists and fund managers that rely solely on
AI and big data analytics in their investment decisions. Cash is reduced to 5%.

Equities: Slight Overweight and will buy call options opportunistically. We have altered our views to
Overweight the US in contrast to last year where we have mostly been Neutral at best. We are
Overweight in EM Equities at the expense of Europe, which has underperformed all major indices last
year despite its stellar economic momentum. Japan remains narrowly confined to our small-cap manager.
The upgrade in US equities is mainly due to its superior EPS growth and ERM when compared to other major economic
blocs. The recently passage of the tax reform will add another 4% to 5% uplift in 2018 and another 2% to 3% in 2019
from current forecast. Moreover, we expect US companies to repatriate some of their overseas cash which should be
used for investment that is more productive for long term growth than more shares buyback. While valuations in the
US is indeed expensive, our above analysis inform us there is nothing to fear unless inflation spikes closer to 3% or ERM
turns negative. After an initial drop in ERM back in 2Q17, the momentum has regained as we head into 4Q17 with EM –
China included, US and Japan leading the rebound. We are also researching several smart beta ETFs that are focus on
robotics, security software and data analytics.
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Asset Allocation Strategy

On a relative basis, EM is the cheapest market despite its massive outperformance last year. While EM equities were up
31% last year and its weight in global equities have risen to 13%, many global equity funds are still underweight EM by as
much as 4 ppt and is still at the lower boundary over the last 11 years. The breath of ERM for EM is also equally
impressive with 8 out of 15 EM countries registering positive revision and EPS forecast is higher than 3 months ago for
9 of out of 15 countries.

The current EM bull cycle is less advanced than the US as its current performance still trails it’s historical returns. In the
past EM bull cycles, the median return was 141% and its relative performance to the world index is 79% versus
currently at 67% on absolute return and 21% on relative terms. China is the biggest contributor to EM growth
accounting for almost half of EM’s 14% EM EPS growth this year.
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Positive but moderate equities return this year. US and EM largest overweight

EM equities absolute and relative performance still has legs to go

Our sector preferences are governed by our investment clock framework. As we are already in the late cycle, the
Overheating). These three sectors also happen to be the either one of the highest or the highest EPS growth in 2018
for many regions.
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sectors we prefer are commodities, financials and technology (which straddles the quadrants of Reflation and

Fixed Income: Underweight. 2017 was the first-year sovereign bonds total returns were flat to negative. We believe
2018 will be the year all sovereign bonds will have negative total returns albeit at low single digit negative returns which
should not cause any unruly contagious dislocation to other asset classes. The recent data of shrinking output gap on
both capital resources and labour market will push inflation, rates and yields higher throughout the year. Following down
the quality spectrum, we see European Investment Grade (IG) and High Yield (HY) are at greater risk as the delta of QT
should be more pronounced in ECB than in the US. In the 1H17, the supply of scrip in Europe will be much larger than
it was in the last 11 quarters. With spreads compressed to historic low levels between HY and IG in both US and Europe,
our preferred trades is to lever up IG bonds to match HY yields and at the same time upgrade our credit quality as well.
Overall, we do not expect any more spread compressions for fixed income and at best they are going to provide us carry

Commodities: Overweight. Our calls on oil and copper have been prescient in the last 3 years and we
believe 2018 will still be a bullish for these 2 preferred commodities and their related companies. Oil is
up 17% in 2017 while copper is up 31%. We are again making a bold call on oil and proclaiming the US shale cost
advantage that has existed in the last 5 years over conventional oils are over! Over the last 18 months we have seen an
increased in the cost of extracting shale oil rising by as much as 10% whereas costs of conventional oil have fallen by
almost 50% in the last 3 years. A case in point is our investment in Total. Back in 2014, Total’s breakeven was at
$100/bbl, through acquisitions, efficiency and better supply chain management it has lower its costs to $53/bbl as of last
quarter and has guided for breakeven of $30/bbl by 2019.
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only.

Citi estimate that at current cost curve, shale oil production cost is similar to conventional oil and just slightly lower than
heavy oil of the Middle East. Further, unlike in 2014, many of the oil dependent nations have reduced their fiscal
expenditure and would now require a much lower breakeven of oil to balance their fiscal budget. Libya’s breakeven oil
back in 2014 was $200/bbl but through expansion in their oil production bases and lower fiscal spending, Goldman
estimate its breakeven has fallen to $78/bbl now. The importance of these two dynamics are first, shale will no longer be
a swing factor in oil production at the extremes of oil prices. Second, OPEC will maintain compliance and perhaps further
improve their coordination because their budget will be held less hostage to oil prices. Third, it means we should not see
big swings in supply and resulting oil prices in the coming 1-2 years. We do note that current Citi’s forecast is expecting
a balance supply in 2018 versus a deficit of -0.4mn b/d in 2017. The investment implications are multi-folds. Our
investment in oil major equities will be less susceptible to swings of oil prices allowing us to focus on the company
fundamentals rather its beta of oil prices. We believe laggards in oil services and equipment providers should catch up as
the capex discipline improves. Finally, oil prices should be range bound with $55-70/bbl in the next 2 years and will pose
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a lesser risk factor to inflation dynamic.

Sources: Goldman Sachs, Citi and Woodkenzie

Our view of copper has always been there are few new copper mines open in the past decade. In fact, 50% of world’s
copper supply comes from ten mines which are already 30 years or older. What it means is the cost of both greenfield
and brownfield copper mine projects will increase a lot. Citi estimates current known greenfield mines will see cost
increase by 25% from the average of 2000-2017 while the cost of brownfield will almost double due to higher
infrastructure and utility costs needed to dig deeper. As the mines are getting older, the grade of copper has also
deteriorated. They estimate copper surplus in 2017 of 21mt will turn into deficit of -75mt in 2018 and widen further to
will widen further to -104mt in 2019. This will be the first time in a last 6 years the world experiences a deficit in copper.
We like physical copper, equities and bonds of miners with material copper exposure and for those brave-hearted
Columbia Peso.
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that specialized in industrial and commodities secctors.
FX: Neutral. Our FX call in 2017 has been checkered with much of our USD bull view proven to be wrong and only
our occasional Long EUR, GBP and JPY calls been right. For the start of the year, we have decided to keep our FX
exposure hedged to our mandates underlying currency. We think in the short-term USD weakness could persist but will
watch for developments in inflation and growth differentials between USD and its major economic blocs as we progress
in the year.
Alternatives Investments: Most of our L/S strategies are now in the fixed income space rather than equity. We are
also exploring a few non-correlated strategies such venture capitalists/PE funds focusing in South Asia’s technology and
consumers and fund managers that rely solely on AI and big data analytics in their investment decisions.
Cash: Cash is reduced further to 0-5%.

Featured Picture/Quote
Apt as we approach Chinese New Year. A time for reunion, a time for celebration also for some of us a time for fond
remembrances.
Opening scene of "Eat, Drink, Man, Woman"
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We are long oil producers and basic materials companies, copper and have increased our exposure in a fund manager

2018 C4s (Crazy, Controversial, Contrarian Calls)
Following the tradition, we started last year, we recap 2017 C4 ideas and performances and list 2018 C4s. C4s ideas
are often controversial or contrarian or crazy and sometimes they are all of the above. Some of the ideas have
undergone similar rigorous standard of fundamental analysis that we often prided ourselves for, some are based on
hope (or misplaced hope) and others are just plain ridiculous contrarian ideas. All of them involved copious amount of
coffee and exhausted minds. We advise readers to take some of these calls with a certain degree of skeptism and as

Edward Lim, CFA
Chief Investment Officer
edwardlim@covenant-capital.com

Risk Disclosure
Investors should consider this report as only a single factor in making their investment decision.
Covenant Capital (“CC”) may not have taken any steps to ensure that the securities or financial instruments referred to
in this report are suitable for any particular investor. CC will not treat recipients as its customers by virtue of their
receiving the report. The investments or services contained or referred to in this report may not be suitable for you and
it is recommended that you consult an independent investment advisor if you are in doubt about such investments or
investment services. Nothing in this report constitutes investment, legal, accounting or tax advice or a representation
that any investment or strategy is suitable or appropriate to your individual circumstances or otherwise constitutes a
personal recommendation to you.
The price, value of and income from any of the securities or financial instruments mentioned in this report can fall as well
as rise. The value of securities and financial instruments is affected by changes in a spot or forward interest and exchange
rates, economic indicators, the financial standing of any issuer or reference issuer, etc., that may have a positive or adverse
effect on the income from or the price of such securities or financial instruments. By purchasing securities or financial
instruments, you may incur a loss or a loss in excess of the principal as a result of fluctuations in market prices or other
financial indices, etc. Investors in securities such as ADRs, the values of which are influenced by currency volatility,
effectively assume this risk.
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usual, please consult your advisers for the suitability of such ideas in conjunction with your risk and return objectives

