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WHEN DOVES CRY
2016 did not exactly start the way most investors and market
pundits had anticipated. The selloff during the first six
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weeks of the year was particularly nasty and a major test
for investors’ nerves and
commitment to their
long-term investment
strategy. However, by the
end of the quarter, most
risk assets were back in
the black, having staged
a powerful rally from the
lows reached on February
11th (see table).
Contrary to the harrowing
advice to “sell everything
except high quality bonds”,
our message in January was to stay the course as we highlighted that a long and painful equity bear market
usually requires a US economic recession and evidence of such a dark scenario was still very limited. The
early part of the equity rally was indeed driven by a realization that the world was not on the verge of another
major economic downturn or about to experience a “cataclysmic” year. The relief rally was also driven by shortcovering and a rebound from oversold conditions, as well as a sense that tail risks were gradually fading away.
Indeed, the rebound in oil prices helped ease some of the worries related to credit markets (especially in the
high yield space), while the stabilization of the Chinese RMB was welcomed as a sign that the growth outlook in
China may not be as dire as widely feared.
Despite the better tone in equity and credit markets and the
reduction in tail risks, the fundamental picture in terms of
economic and earnings growth was still deteriorating and,
by early March, many investors (including yours truly) were
questioning how long and how far this rally could go without
a clear upturn in the global economy. Another concern had
to do with monetary policies. The move by the Bank of Japan
at the end of January to follow in the footsteps of several
European central banks and implement their own version of
NIRP (Negative Interest Rate Policy) was not exactly met with the expected market reaction. Indeed, the knee
jerk reaction of higher equity prices and a weaker Yen quickly reversed with Japanese stocks falling 16% and
the Yen appreciating 6.5% in the following two weeks. This highlighted the growing worries among investors
that negative interest rate policies will have adverse long-term implications for bank profitability and would
therefore be counterproductive as far as boosting bank lending. Equally as important, market participants
were increasingly uneasy with the Fed’s path towards interest rate normalization and commitment to a data1
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dependent policy centered on employment and price stability. Many perceived this policy as inappropriate
given weak foreign growth, tightening financial conditions and ongoing monetary policy easing in Europe and
Japan. As we noted in February, this policy divergence would most likely result in additional dollar strength
which would not only further damage the outlook for commodities and emerging markets, but also result in
renewed downward pressures on the Chinese currency.
In recent days, those concerns were heard loud and clear by the Doves at the European Central Bank and the
Federal Reserve. Indeed, the market turmoil earlier in the year seems to have convinced central bankers that
they need to take out even more insurance against a global economic downturn. Last month, both the Fed
and the ECB surprised investors with either more aggressive policies or dovish statements. This apparent
coordinated move is in stark contrast to the theme of “policy divergence” which had driven the US dollar
sharply higher since mid-2014. At least for now, the Bank
of Japan seems to be willing to tolerate a strengthening
Yen, a clear reversal from a policy which was perceived as
a race to the bottom currency war.
We view these latest policy actions and/or statements as
an indication that central bankers are not only stepping
up their efforts to boost their respective economy, but
also as a tacit acknowledgment that currency wars are
not the solution and that the focus should shift towards
finding new and more effective transmission mechanisms
for monetary policy. As expected, the ECB brought the deposit rate even further into negative territory (to
-0.4%), but Mario Draghi indicated that additional rate cuts might not be as beneficial going forward. Indeed,
the ECB’s focus seems to have squarely shifted towards credit easing, instead of implementing policies aimed
at spurring export growth and importing inflation by weakening the Euro through lower sovereign bond
yields. In particular, the decision to include corporate bonds as part of the monthly bond purchases (which
were increased from EUR 60 to 80 billion) and the announcement of four new rounds of Targeted Long-Term
Refinancing Operations are specifically designed to ease credit conditions in the Euro area. These measures
should result in lower credit costs and provide an incentive for banks to grow their loan book. It remains to
be seen whether these measures will prove successful, but at least they indicate a departure from policies
predominantly geared towards Euro weakness.
As far as the Fed goes, the outcome from the latest FOMC meeting was a lot more dovish than expected as
the committee brought down expectations for rate hikes this year from four to only two. During the press
conference, Fed Chair Janet Yellen acknowledged the ongoing improvement in labor markets, but stressed the
risks posed by weak global growth and tighter financial conditions.

ZOOLOGY
In order to understand what is going on in financial markets, one needs to be well versed with the animal world.
Indeed, it seems that one can only be a bull if Janet Yellen is a dove, but you need to quickly morph into a bear
on any indication that the Fed Chair is transitioning into a much less peaceful hawk. In other words, markets
seem to be caught up in what has been referred to as the “Fed feedback loop.”
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Policy divergence is at the root of this feedback loop.
The Fed has embarked on a (very) gradual path of policy
normalization since they ended Quantitative Easing in
October 2014. While the Fed postponed the first rate hike
until last December, there was little doubt among investors
that the FOMC was in the starting blocks to raise rates. At
the same time, other major central banks were on a clear
path of monetary accommodation through quantitative
easing and/or rate cuts. This divergence caused the dollar
to rally, commodity prices to fall, financial conditions to
tighten, credit spreads to widen and equities to drop. This,
in turn, put additional downward pressures on the global
economy which forced foreign central banks to ease policy
further. But the US economy is obviously not isolated from
these global developments and tighter financial conditions. As we have seen in recent months, a strong dollar
adversely impacts the US economy through several transmission mechanisms (corporate profits, deflationary
pressures, tighter monetary conditions). This helps explain why the timing for the Fed liftoff was postponed so
many times in 2015. On several occasions, the Fed has reacted to weakness in the financial markets by shifting
to a more dovish stance in order to counteract the negative impact of tighter financial conditions. These
short-term shifts in the Fed’s message have resulted in temporary monetary convergence and have produced
temporary bouts of dollar weakness, which in turn has halted the decline in commodity prices, and provided a
boost for credit and equity markets. In each instance, the improvement in market conditions enabled the Fed to
move back to their main objective of interest rate normalization, and the cycle kicks in again.

DIVERGENCE IS DEAD, LONG LIVE DIVERGENCE!
There has been a noticeable shift among investors when it comes to policy divergence with a growing sense that
this theme has largely played out and, as a result, the dollar has already reached its peak in the current cycle. We
are not so sure.
In the short-term, dollar weakness could be sustained for a while longer as the ECB and the BOJ are unlikely to
announce any major new policies until the impact of their latest actions can be assessed and the Fed remains
reluctant to hike rates. From a timing perspective, the next potential tightening from the Fed seems to have
been pushed out until either the July or September meeting. Indeed, we doubt that anything could alter the
outlook before the April 27 meeting and we also don’t expect the FOMC to raise rates at the June meeting with
the BREXIT referendum and a BOJ policy meeting taking place in subsequent days. Moreover, and despite the
recent reversal in sentiment, investors are still long the greenback, so there remains some additional downside
potential.
In the medium-term though, we are skeptical that the divergence theme is indeed over. While there are limits
to Yellen’s willingness to tolerate policy divergence (given its impact on the dollar and inflation expectations),
the Fed Chair is already in a position where she has to push back against more hawkish regional Fed Presidents.
The timing of Yellen’s increased dovishness would seem to suggest that the FOMC’s reaction (or at least hers)
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function to incoming economic data has changed. Indeed, developments in labor markets and on the inflation
front prior to the March FOMC were relatively strong and did not foreshadow such a shift in Yellen’s rhetoric.
The Fed Chair has made it clear that she believes the FOMC is dealing with asymmetric risks in the sense
that they have a lot more room to raise rates later on, even if they “fall behind the curve”, which suggests that
policymakers may tolerate higher inflation in the medium term. On that front, Yellen believes that there remains
some slack in the labor markets (particularly in terms of involuntary part-time workers) and the recent rebound
in core inflation might be temporary. On the other hand, the FOMC (while not without any ammunition) will
have more limited options to deal with downside risks to growth, hence their willingness to be very gradual
in raising rates. During her speech at the Economic Club of New York, Janet Yellen identified four headwinds
for the US economy which she believes will gradually fade and pave the way for more policy tightening – slow
household formation, weak productivity gains, dollar strength and soft foreign growth. Since there is not that
much the Fed can do when it comes to productivity gains or household formation, most of the focus for the
FOMC in the coming weeks and months will revolve around an ongoing assessment of the health of the global
economy and the direction of the dollar. Consistent with our message in the February Market Commentary, the
dollar is seen as a key factor impacting monetary and financial conditions. Since the dollar has strengthened
against a backdrop of plummeting rate expectations in the US, the obvious conclusion is that dollar strength was
the inevitable consequence of more aggressive monetary easing abroad. Those who make the argument that we
have already reached “peak monetary divergence” point to the fact that the BOJ and the ECB will struggle to cut
rates deeper into negative territory. We believe that the
policy divergence theme has only been put on hold, but
will come back with a vengeance later this year.
First, even if other central banks are no longer in a
position to cut rates, interest rates are still likely to
rise in the US. Nothing that Yellen or other FOMC
officials have said implies that they are rethinking
their intention to raise rates (probably twice) later this
year. The case for raising rates later this year remains
straightforward with the unemployment rate barely
above the Fed’s estimate of full employment, the recent
pickup in core inflation and the stabilization in energy
prices. Now that the FOMC has already sliced two rate
hikes from their median rate path and the Fed Chair has
adopted a more accommodative policy stance, it is hard
to see how much more dovish the Fed can be in coming
months.
Second, while the ECB and the BOJ are probably going
to stay on the sidelines in the near-term, we still believe
that additional monetary easing measures will be
required and implemented in these economies given
persistently low inflation and inflation expectations.
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There seems to be no limit to how imaginative and unorthodox central banks can be in order to reach their
policy goals, in particular when it comes to boosting inflation. Not so long ago, there was an overwhelming
consensus among economists that monetary policies are constrained by the zero-lower bound (i.e. a central
bank’s capacity to stimulate growth is constrained by the fact that nominal interest rates cannot be pushed
below zero - in an environment of extremely low and falling inflation, this means that real rates are actually
moving higher) until they were not anymore. Today, the idea of debt monetization and “helicopter drops” is
probably seen as unlikely as NIRP was a few months ago, but don’t be surprised if these topics garner more
attention in the coming months. Fiscal stimulus in the shape of tax cuts or increased public spending, financed
by the issuance of government debt directly purchased by central banks (debt monetization) would more directly
boost private demand and boost inflation expectations. Given that the BOJ is already running out of government
paper to buy in the secondary market, we might be closer to these policies being considered than is generally
perceived. Future, and perhaps very unorthodox, policies aimed at boosting inflation and inflation expectations
will most likely result in renewed currency weakness (and dollar strength) even if they don’t involve additional
rate cuts.
What matters for the future trend of the dollar is the gap in real rates (adjusted for inflation) – and not nominal
rates – between the US and other economies. Given the potential for more aggressive policy actions in Europe
and Japan to boost inflation expectations (which would result in lower real rates), real rates are likely to rise in
the US relative to Europe and Japan (even if the Fed remains on hold longer than anticipated).

As highlighted in our February Market Commentary, the recent rebound in oil prices coupled with a more
dovish Fed (resulting in a weaker dollar) have reduced the perceived tail risks of policy mistakes, defaults
in the oil patch and EM corporate sector, as well as eased some of the concerns related to banks’ profits. This
was enough to propel risk assets significantly higher in recent weeks. In most cases, the painful declines
from earlier in the year have been fully reversed.
While we are not outright bearish on equity and credit markets, we are defensively positioned as the
outlook for global growth and earnings has not materially improved in recent weeks and, although on
hold for now, the theme of policy divergence (and dollar strength) will most likely reemerge later this year.
Until global growth accelerates, the Fed feedback loop means that financial markets will remain vulnerable
to renewed policy divergence. While the FOMC and Fed Chair Janet Yellen have reassured investors that
policymakers are keeping a close watch on financial conditions and global growth, we fear that the Fed’s
dovishness may have reached a near-term peak. Any sign that the FOMC is gearing up for a new rate hike is
likely to unsettle the markets once again.
The Fed cannot permanently drive stock prices higher. For equity markets to break out of the trading range
in place since October 2014, corporate profits need to grow more rapidly. The reliance on share buybacks
in order to boost earnings per share (a consequence of falling returns on equity and cheap access to credit)
at the expense of capital spending will continue to depress productivity gains and growth rates. In such an
environment, valuation ratios are likely to remain under pressure.
The following tables summarize our tactical views across various asset classes.
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Asset Class

View

Comments

Equities

Underweight

We recently reduced our equity exposure to a slight underweight against our
strategic allocation. This is consistent with our view that global equities are likely
to remain range-bound until the outlook for global growth and earnings improve
more materially. Given the sharp rally off the February lows, equity markets appear
more vulnerable at this stage. On the other hand, the risk of a recession remains
relatively low and this should limit the extent of any selloff. Central banks have also
shown their commitment to maintain (and even expand) pro-growth policies and
will likely step up their support in the event of renewed economic weakness or a
flare-up in market volatility.

Fixed Income Underweight

Although we have added to our fixed income holdings in recent months, our exposure
remains slightly lower than our strategic allocation. Weak global growth and central
banks’ increased dovishness will limit the upward pressures on bond yields. Similar
to our outlook for equities, we also expect bond yields to trade within a relatively well
defined range in coming months, resulting in unappealing total returns.

REITs

Neutral

We increased our exposure to REITs at the end of February. The ongoing downward
pressure on interest rates and bond yields is a positive for the asset class as
investors are likely to continue to look for attractive income opportunities.

Commodities

Underweight

While we believe oil prices have most likely reached a bottom in February, we
are still reluctant to add to our positions given the ongoing supply and inventory
overhangs. We also believe that there are better ways to implement a slightly more
constructive view on commodities, in particular through emerging markets. Gold
looks attractive in the current environment of ongoing accommodation from global
central banks and depressed bond yields. For a growing number of investors (in
Europe and Japan), gold now offers a positive carry (for the first time in history)
compared to negative bond yields. We would be buyers of gold on any weakness.

U.S. Dollar

Neutral

Dollar weakness could continue for a while as the Fed remains reluctant to
hike rates and the ECB and BOJ stay on the sidelines. The vast majority of our
international equity exposure is now unhedged. However, we think that this will
prove temporary and the monetary divergence trade will be reignited later this year
either by a more hawkish Fed and/or additional policy measures abroad.

Alternative

Overweight

Strategies

Within alternative strategies, our main areas of focus are market neutral strategies
as a substitute for our fixed income underweight, and managed futures which have
historically provided a good hedge during challenging market conditions.

Cash

Overweight

Our cash exposure is the consequence of our more defensive stance in the near
term. Given our outlook for continued volatility, we believe we will have the
opportunity to reenter the markets at more attractive levels later this year.
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Equities

View

Comments

US

Underweight

Relative to other regions, we continue to believe that US equities will underperform
due to several headwinds. First, despite the more dovish rhetoric recently, the
Fed remains on a path towards interest rate normalization and, as a share of GDP,
the size of its balance sheet has already started to shrink. Second, profit margins
have already peaked in this cycle. The massive recovery in profit margins (from
historically low to record high levels) played a key role in driving earnings higher
in recent years. Extremely weak productivity growth and tightening labor markets
(leading to upward pressures on wages) will most likely further depress margins.
The heavy reliance on share buybacks in recent quarters to sustain earnings on a
per share basis is expected to slow down given the rapid increase in corporate debt
levels. Finally, valuation levels are not particularly attractive and tighter monetary
conditions usually lead to lower multiples. From a sector perspective, we have
downgraded financials and healthcare while increasing our exposure to consumer
staples. We remain overweight in technology and consumer discretionary. We

International

Overweight

Developed

continue to maintain an exposure to minimum volatility strategies.
We have recently reduced our overweight position in developed international
markets, in order to fund an increased allocation in Emerging Markets. Japan
and Europe have benefited from weaker currencies but this trend has reversed
in recent weeks, despite additional monetary easing. Profitability in the banking
sector has been further damaged by the implementation (or further expansion) of
NIRP. Nevertheless, we remain overweight due to a better environment for earnings
(margins recovery, operating leverage and still cheap/competitive currencies), more
attractive valuations and a more favorable policy mix.

Emerging
Markets

Neutral

We believe that the risk-reward for EM has improved in recent weeks as the
rebound in commodities and a weaker dollar reduce the tail risks for the region.
These developments, together with the improvement in terms of current account
balances, will allow for greater domestic policy flexibility (pro-growth). The growth
differential between EM and Developed Markets is likely to have bottomed last
year. Sentiment and positioning in the region remain very cautious and relative
valuations are attractive after a significant underperformance over the last five
years. We are reluctant to move to an overweight position until we see more
evidence of a stronger rebound in global growth.
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Fixed Income

View

Comments

Government

Underweight

Our base case scenario is that 10-year Treasury yields will remain in a 1.5%-2.0% range
in the coming months. While these levels are not particularly attractive for long-term
investors, we caution against being too negative on the asset class given the impact
from extremely depressed (and often negative) global bond yields and ongoing support
from dovish central bankers. We are willing to take some duration risk in our portfolios
as the most efficient way to hedge against renewed growth concerns, a rollover in
energy prices or a resumption of dollar strength. Given the Fed’s apparent willingness
to tolerate higher inflation rates (at the risk of potentially falling behind the curve), we
also recommend some exposure to inflation protected securities.

Overweight

Before the rally off the lows in mid-February, investment grade credit had reached
levels usually seen at the onset of an economic recession. While corporate defaults
are expected to climb higher in coming months, we believe the asset class offers an
attractive risk-reward trade-off. The recent ECB decision to include corporate bonds
in their QE purchases should have a positive knock-on effect on the sector in the US.

Overweight

We increased our allocation to High Yield as a partial substitute for our reduction in
equities. The sharp rebound in oil prices acted as the trigger for the recovery in High
Yield in recent weeks. However, high yield bonds are still pricing in significant US
economic weakness. Dollar and oil stabilization, together with a more cautious Fed,
should help to partially ease concerns of a massive upcoming wave of debt defaults.

Neutral

EM debt valuations are attractive with yields comparable to high yield corporate
bonds, despite a much better rating profile (predominantly investment grade). The
asset class has been under significant selling pressure due to dollar strength (in
the context of a significant pick up in dollar denominated debt), the Fed tightening
cycle (putting pressure on interest rates in the region), weak commodity prices,
and deteriorating external balances. Most of these headwinds seem to have faded
in recent weeks, hence our more constructive view. However, these trends could
just as easily move back in the other direction, in particular if the Fed reverts back
towards a more hawkish stance. As a result, we are staying clear of local currency
bonds, and are unwilling to move to an overweight position at this stage.

Underweight

We are underweight in international government bond markets (ex-EM). While
ongoing (and regularly increased) QE purchases continue to act as powerful
tailwinds, current bond yields are particularly unattractive and at risk of a sharp
reversal of currently depressed inflation expectations.

Overweight

We recently initiated a position in preferred securities, consistent with our
view that some areas of the bond markets offer more attractive risk/reward
opportunities than equities. A vast majority of preferred securities are issued by
banks and, although the profit outlook remains particularly challenging for the
banking sector, most banks have very solid balance sheets, a feature that makes
preferred securities comparatively more appealing.

Bonds

Investment
Grade
Corporate

High Yield/
Bank Loans

Emerging
Market Debt

International
FX Hedged

Preferred
Securities
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