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Dear Reader,

Investors have absorbed the shock of Brexit, which roiled global 
financial markets at the beginning of the last quarter, with remarkable 
poise. Is this a sign of resilience or complacency – or simply a reflection 
of the fact that the UK, and indeed Europe as a whole, matter consid-
erably less today than they once did?

As we enter the fourth quarter of the year, another political event 
looms large for investors: the US presidential election. Despite per-
sistent talk of their inevitable decline, the US continue to dominate 
world affairs. The presidential contest and its outcome matter a great 
deal, as do the actions (or lack thereof) of the US Federal Reserve. 
That is why we have chosen the former as our Special Topic and refer 
frequently to the latter throughout this issue. 

The bottom line is that investors face another period of uncertainty, 
notwithstanding the fact that the fourth quarter tends to be a good 
period for equities. Nevertheless, two factors are keeping our outlook 
reasonably constructive: yields are set to stay low and growth in the 
developed world could receive a boost from more fiscal spending. We 
therefore recommend maintaining a constructive stance in a well-
diversified portfolio and advise against excessive retrenchment. 

We hope you enjoy reading our last issue for 2016 and look forward 
to your feedback.

Yours sincerely,

Dr. David Wartenweiler, CFA
Chief Investment Officer

Editorial 
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The macro backdrop: From 
monetary to fiscal stimulus?

Snail’s pace
Still uncertain whether the US economy can handle even marginally 
higher policy rates, a majority of the FOMC decided to leave interest 
rates unchanged at the September meeting. Fed chair Janet Yellen did 
not exclude a hike before year-end (probably in December since the 
November meeting would be too close to the presidential election). 
The relatively large number of dissenters at the September session 
indicate that the consensus is gradually shifting towards tightening. 
In the end, fundamentals will decide. The labor market rebounded 
following its mystifying dip in May and activity remains on track for 
moderate growth despite another bout of manufacturing weakness. 
Assuming that this backdrop does not deteriorate materially, we 
expect the Fed to seize the opportunity at its last 2016 meeting. Its 
forecasts suggest only two hikes for 2017 but much will depend on 
who ends up becoming the next US president. With fiscal stimulus 
likely to increase (less with Clinton, more with Trump), the Fed may no 
longer have to do the heavy lifting to prop up the economy. 

Grappling with Brexit 
The UK economy has weathered the first few post-Brexit months 
surprisingly well. But appearances can be deceptive. The exit process, 
which will formally be triggered by the end of March 2017, will be 
protracted and full of uncertainty; this is likely to undermine busi-
ness confidence. The absence of a shared vision for the eurozone is 
equally holding back growth. For the time being though we expect the 
eurozone and Europe as a whole to continue expanding at a moderate 
pace, helped along by stimulative monetary policy, cheap currencies 
and the prospect of additional fiscal spending.

Slow recovery underway
Indicators for the emerging markets have started to perk up, albeit only 
modestly. At the same time, inflation pressures are moderate, giving 
some central banks room for more policy easing. Significant currency 
adjustments over the past two years have eased pressure on external 
accounts. While not out of the woods yet, EM economies look better 
now than at any time since 2014. The stabilization of economic activity 
in China and of commodity prices have been key to this development.

Central banks continue to be the 'only game in town' but additional fiscal spending could start to lift growth from 
current low levels. With growth stabilizing in emerging economies, the overall global outlook has started to improve 
again.

Table 1: Real GDP growth (y/y in %)

Source: Bloomberg, IMF, HBZ

Table 2: Consumer price inflation (y/y in %)

Key points 
•	 Fed	poised	to	hike	in	December	

unless US economy falters 
•	 More	fiscal	stimulus	likely	in	most	

large economies 
•	 China	leading	recovery	among	EM	

economies

2016E 2017F 2018F
Short-term 

trend

United States 1.5 2.2 2.1 k
Eurozone  1.5  1.3 1.5 g
Germany 1.7 1.3 1.5 g
United Kingdom 1.7  0.7 1.5 m
Japan 0.6 0.8 0.7 k

China 6.5 6.3 6.2 k
India 7.5 7.7 7.8 g
Russia -0.7 1.3 1.5 k
Brazil -3.4 1.0 2.3 g

2016E 2017F 2018F
Short-term 

trend

United States 1.2 2.2 2.2 k
Eurozone 0.2 1.3 1.5 k
Germany 0.4 1.5 1.8 k
United Kingdom 0.7 2.2 2.2 k
Japan -0.2 0.6 1.1 k

China 2.0 2.0 2.2 g
India 4.9 5.3 5.2 g
Russia 7.2 5.5 5.2 m
Brazil 8.6 5.5 4.5 m
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Investment strategy: The path 
of least resistance
Global equity markets are hovering around all-time highs and investors are rightly wondering where they will go 
next. With ample liquidity and possibly more fiscal easing in the offing, the path of least resistance points to a bumpy 
(volatile) ride higher.

Chart 1: The case of equities: dividend yield (%)

Key points 
•	 Fiscal	spending	as	the	next	phase	in	

global reflation 
•	 US	elections	too	close	to	call	–	a	

Trump victory remains a possibility 
•	 Trend	reversal	in	earnings	ahead?

Reflation at all costs? 
The global liquidity glut will not disappear any time soon, even with the 
Fed in conditional tightening mode. The questions is: is the next phase 
in the quest to reflate the global economy about to begin with another 
round of fiscal easing? What would be the implications for investors? 
Provided that additional government spending is aimed at raising 
the respective economy’s long-term growth potential, bond markets 
are unlikely to react negatively to easier fiscal policy. Moreover, the 
bond-buying of several central banks has already put a cap on global 
bond yields. With rates anchored and fundamentals stable, the credit  
quality of issuers, both corporate and sovereign, is unlikely to deterio-
rate abruptly. So what are the prospects for equities? Yes, valuations 
are rich and earnings are soggy but there is no obvious way out of this 
dilemma at present. If inflation rises contrary to expectations, equi-
ties provide an effective hedge, and if growth disappoints, plenty of 
companies will continue to offer respectable dividends all the same. 
Capital gains may be limited but the realized dividend yield will ensure 
that the asset class remains attractive.

Current positioning 
Drawing on our cash holdings, we slightly increased our equity expo-
sure during Q3, as the global context remained risk-friendly. Otherwise 
we kept our allocation largely unchanged and, notably, maintained our 
diversified credit exposure.

What to watch
With less than a month to go, the outcome of the US presidential  
election looks as uncertain as ever. While Hillary Clinton maintains 
her lead in national polls, the margin is too small to exclude a victory 
by Donald Trump. A Trump victory would send shock waves through 
financial markets but constitutional checks and balances should pre-
vent the worst excesses of his campaign rhetoric from becoming real-
ity (see Special Topic on page 10). Italy will hold a referendum by year-
end on crucial constitutional reforms which, if passed, could speed up 
the country’s modernization. In the strange world of almost unlimited 
liquidity, it is worth reminding ourselves that fundamentals still matter. 
We will be monitoring the Q3 earnings season closely for clues about 
improved profit trends.

Source: Bloomberg, HBZ
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Fixed income: Credit is the 
place to be

Credit attractive in low-yield environment
Given the outcome of the last Fed meeting, US yields are unlikely 
to rise significantly; we expect 10-year US treasury yields to remain 
range-bound (1.4-1.7%). Yields are likely to stay equally low in other 
developed markets due to ongoing central bank actions. Against this 
backdrop, the performance of credit was outstanding in Q3. Spreads 
have tightened significantly and are now at or below their long-term 
average. We believe that this rally could go on for a good while and 
that spreads could remain well below these levels for a considerable 
time – just as they did between 2003 and early 2007. In the invest-
ment-grade segment, where we expect only limited further spread 
tightening, we see most value in bonds of financials and in particular 
in subordinated bonds of well-capitalized issuers. US high-yield bonds 
have rallied since February and the environment for them remains 
benign. The recent rise in corporate defaults was limited to the com-
modity and energy sector. The rest of the US speculative-grade market 
is highly unlikely to experience a default cycle in the near term as we 
do not anticipate a recession in the next twelve months. Consequently, 
spreads of US high-yield could tighten further. At the same time, we 
expect greater volatility but see more substantial setbacks as opportu-
nities to enter the market.

Search for yield in emerging markets 
Emerging market sovereign USD bonds performed so strongly this year 
that they are currently overbought. A potential Fed hike in December 
could represent a short-term risk. Nevertheless, we believe this asset 
class will deliver further good performance, spurred by investors hunt-
ing for yield. Selectivity remains the name of the game though. While 
we think Argentine government bonds and Russian/Brazilian quasi-
sovereigns are attractive, we are cautious about Turkey and Venezuela 
where there are too many economic and political imponderables.

Indian 'Masala' bonds an opportunity
Indian companies have recently started issuing so-called 'Masala' 
bonds – and more are expected. These are INR-denominated issues 
placed in the overseas market and traded in USD. Even after recom-
mended hedging of the currency risk, these bonds offer better yields 
than USD paper from the same issuers.

Chart 2: Credit spreads to remain tight (basis points)

Source: BoAML, HBZ

Key points 
•	 Search	for	yield	to	continue
•	 Credit	remains	the	place	to	be
•	 'Masala'	bonds	attractive	even	on	a	

USD-hedged basis

Credit has performed exceptionally well in recent months and we expect this to continue as rates are set to stay 
low. We favor financials, US high-yield and selected emerging market bonds, including a new breed of Indian bonds 
('Masala').
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Equities: A nervous game 

Backdrop for US stocks still supportive 
US leading economic indicators have remained sound and this will be 
positive for stocks in the coming months. Nevertheless, the recent 
softness in coincident US and global data could push stocks to the 
brink of a correction. High analyst expectations and elevated valua-
tions by almost all metrics serve as a warning to investors to temper 
short-term return expectations. However, given that we do not see any 
material risk of a recession or other triggers for a market shakedown 
on the horizon, any weakness is likely to be a buying opportunity. After 
outperforming by relatively wide margins for much of 2016, the energy 
sector came under pressure as prices pulled back in late summer. Since 
many energy companies are still exhibiting subpar fundamentals, it is 
no surprise that the bounce-back was only temporary. Going forward, 
investors will nonetheless find good trading opportunities in this  
sector. Despite lagging its performance earlier in 2016, the technology 
sector managed to catch up and impressed investors with solid gains in 
Q3; IT stocks gained more than 10% over this period. The fundamen-
tal backdrop, growth outlook and comparative valuations across the  
sector are giving investors confidence that gains may last for some 
time to come.

The Fed rules
Financial markets are highly dependent on the Fed outlook and appear 
to be nervous about even a small rate hike. However, the Fed remains 
cautious about nudging up interest rates, not least because other  
central banks are still providing ample liquidity. In principle, this 
translates to a bullish scenario for equities, considering that the Fed 
is expecting only two rate hikes for 2017. Still, with one interest rate 
hike projected by year-end, yield strategies have lost some of their 
luster and have started to underperform the broad market. The  
sectors concerned – utilities and telecoms – have suffered accordingly. 
Recently, another yield sector, real estate, has become a separate 
sub-index in the most important global and US markets, having previ-
ously been categorized as part of the financial sector. As a result, the 
financial sector has become more positively geared to higher rates. We 
still recommend maintaining a high-quality, balanced portfolio with a 
growth tilt given the prospect of only moderately higher Fed rates and 
the uncertain outcome of the US elections.

Equity prices have continued to climb across most regions but they may be due for a breather. The high valuations 
will require improving earnings to justify more upside. At least Fed policy remains accommodative.

Source: Bloomberg, HBZ 

Key points 
•	 Any	short-term	correction	probably	a	

buying opportunity
•	 Recent	sector	shift	favors	IT	and	 

cyclical stocks
•	 Rate	hike	outlook	weighs	on	dividend	

stocks

Chart 3: Equities rise further
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Commodities in consolidation mode
Oil had a rollercoaster ride in the last quarter. Having fallen briefly 
below USD40/bbl, the crude price has now stabilized again around 
USD45/bbl. Due to challenging market technicals, this consolidation 
phase could last for some time. The global oil oversupply will probably 
persist into 2017. OPEC members are pumping at near-record levels 
and the recent agreement to limit production will not change that. 
Analysts are generally skeptical about the sustained rebound of the oil 
price: most foresee a trading range between USD40 and USD50, while 
some are predicting that prices could even struggle to hold above 
USD40. Gold continues to hover around the highs of recent years after 
the Fed kept interest rates unchanged in September. Low policy rates 
and efforts by central banks to bolster economic growth are maintain-
ing safe-haven demand for gold. For most market participants, any 
downside seems limited. Other metals, especially silver and palladium, 
were also up substantially, rising 15% and 23% respectively during the 
quarter. Soft commodities showed a mixed performance, with corn 
and wheat falling in double digits while coffee rallied to the same 
extent on supply concerns.

FX: A strong resurge
Over the last three months, the winners on the FX front have princi-
pally been high-yielding EM and commodity currencies, with the South 
African rand appreciating by more than 10%. The other leading curren-
cies were largely flat. Increasing risk appetite is mainly being fueled by 
stronger local economies and ultra-loose monetary policy around the 
world, which encourages carry-trades. As a result, many EM econo-
mies benefited from shifts in global allocations and their financial  
markets reported a streak of some sixteen weeks of uninterrupted 
capital inflows. The main loser was the Mexican peso, which has 
become a proxy for investors’ bets on the outcome of the US presiden-
tial elections. Another negative outlier was the GBP, which continued 
to suffer from the Brexit vote in June. The currency, which served as a 
shock absorber, lost more than 10% in the immediate aftermath and 
was unable to recover sustainably thereafter. Even as other financial 
risk assets have recovered, the GBP has been in the doldrums and will 
remain under a cloud until the contours of the country’s new relation-
ship with the EU begin to emerge.

The major advances of commodity indices achieved in Q1 and Q2 of this year have been stalling since June as risk 
assets entered a consolidation phase. Overall though, we expect investor interest to return and see sound fundamen-
tal demand. The case for EM currencies meanwhile remains intact.

Source: Bloomberg, HBZ 

Chart 4: Gold rebound continues (100 = August 2015)

Key points 
•	 Oil	to	consolidate	in	a	range	of	

USD40-50/bbl
•	 Gold	still	attracting	investor	inflows
•	 Carry-trades	are	on	and	EM	 

currencies are benefiting 

Commodities and FX:  
Stronger for longer?
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Key markets: Managing  
multiple transitions
With both economic and financial asset performance robust, Pakistan remains the poster child among our key mar-
kets. While this country’s core challenge is to maintain its good run, the UAE and UK need to redouble their efforts 
to extricate themselves from uncomfortable positions.

Source: Bloomberg, HBZ

Chart 5: Pakistan: valuations compare favorably with 
MSCI EM peers (estimated P/E)

Key points 
•	 Re-rating	to	lift	Pakistani	stocks	 

further
•	 UAE	growth	to	remain	modest	for	

another year 
•	 More	downside	for	GBP	

Pakistan: After the IMF
After a final staff review, the IMF program was concluded in September. 
It is generally considered to have been a success, as Pakistan has made 
progress on several fronts, including revenue collection, the bud-
get deficit and foreign currency reserves. The government appears  
committed to pursuing the key requirements of the reform package 
and has agreed to post-program monitoring. We expect further fiscal 
consolidation as well as measures aimed at lifting the country’s growth 
potential. While the stock market took a breather late in the quar-
ter, not least due to tensions with India over events in Kashmir, the  
country’s pending inclusion in the MSCI Emerging Markets index as 
well as robust fundamentals continue to provide a solid backdrop. 
Given the significant discount of the Pakistani market relative to many 
other EM equity markets, a likely re-rating offers further upside poten-
tial. In our opinion, the key risk remains the Pakistani rupee, which is 
overvalued by most standards.
 
UAE: Another subpar year ahead
So far, the UAE has absorbed the impact of the oil price collapse 
remarkably well, including in its banking sector, which has shown 
impressive resilience. However, with the oil price stagnating at current 
levels and real estate prices and transaction volumes still falling, we 
believe a meaningful turn-around is not imminent.  
 
UK: Now for the hard part
For the time being, not much has changed in the UK as it prepares to 
exit the EU. This fact, together with the sharp drop in the GBP, may 
explain why the economy is still holding up so well. However, let us be 
under no illusions: the task at hand is enormous. As wider negotiations 
will certainly take longer than the two years provided for in the Lisbon 
Treaty, the UK must first hammer out an interim agreement with the 
EU to avoid slipping into a legal vacuum. The UK will also have to open 
membership talks with the World Trade Organization while simultane-
ously negotiating 50 or more bilateral trade agreements. The entire 
process will culminate in a definitive settlement with the EU, but this 
could take five to ten years to complete. Of course, much may change 
in the intervening period, but any uncertainty will weigh heavily on the 
economy and most definitely on the GBP.
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Special topic: Apprehensive 
about the US election?

Too close to call
Although most polls have the Democrats’ candidate, Hillary Clinton, 
in the lead, the margin is currently so close that Donald Trump, the 
challenger of the Republican establishment, could still carry the day. A 
large portion of the US electorate has already made up its mind along 
partisan lines. The final result will therefore depend on results in the 
so-called 'swing states' where no single party or candidate has over-
whelming support; if enough voters switch their allegiances in these 
states, this could tilt the balance in favor of one or the other candidate. 
Poll watchers will focus on these states, such as Florida, Michigan and 
Pennsylvania, to calibrate their final predictions. 

Checks and balances
Depending on their political leanings, commentators like to paint an 
apocalyptic picture of what life will be like if their preferred candidate 
loses out to the rival. We are more sanguine here, but we do believe 
a Trump victory would make outcomes on a number of fronts less 
predictable. Having said this, investors should not underestimate the 
power of the US’s intricate constitutional arrangements, its checks and 
balances, which over the years have stymied many presidential initia-
tives. Since neither party is expected to achieve a clean sweep (i.e. win 
the presidency as well as a majority in the simultaneous elections of 
the House and a third of the Senate), these mechanisms will continue 
to limit the winner’s room for maneuver. Neither a wall along the 
Mexican border nor punitive taxes on pharmaceutical companies are 
likely to materialize. However, both candidates talk about more fiscal 
spending and, assuming some bipartisan backing, we see US govern-
ment outlays rising in 2017.  

Fasten your seatbelts
The outcome of the November contest could well alter the economic 
and political landscape for the US and the world. We expect market 
volatility to increase in the event of a Trump victory. This will include 
USD weakening unless populist claims and promises rapidly give way 
to clear policy measures. As regards a Clinton presidency: we would 
expect – initially at least – a degree of continuity, but she will ulti-
mately favor more government intervention and higher taxes; these 
priorities will not go down well with the stock market.

Every four years, the world witnesses the extraordinary spectacle of the US presidential election. This year’s choice 
of candidates promises excitement to the very end. While investors need to pay attention, they should not underes-
timate the strength of the country’s institutions.

Source: wikipedia.org, HBZ

Chart 6: Clinton or Trump? Average of last five polls

Key points 
•	 Outcome	too	close	to	call	
•	 Checks	and	balances	will	block	the	

most egregious policy proposals
•	 Financial	markets	could	face	testing	
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Market data summary

As of 4 October 2016

Equity indices Last -3M YTD -3YR Bond indices Last -3M YTD -3YR
% % % % % %

MSCI World USD 4'747.8 4.2 5.4 18.1 Citi US gov 1'495.26 -0.5 4.8 9.9
S&P 500 2'164.6 2.9 5.9 28.0 CIti US HY 2'117.18 1.1 9.4 17.8
EuroStoxx 50 3'032.7 6.0 -7.2 3.6 CIti US Corp 911.47 5.2 15.7 14.8
FTSE 100 7'113.0 9.1 13.9 10.2 Citi Euro gov 236.70 0.4 5.9 21.8
SMI 8'217.2 2.0 -6.8 3.4 CIti  Euro Corp 237.02 1.6 6.0 15.0
Nikkei 16'735.7 6.1 -12.1 19.3 CIti EM Sov 792.96 3.6 15.1 25.1
MSCI EM USD 400.0 8.8 17.1 -2.8 DB EM Local USD 156.61 1.8 14.0 -6.8
Sensex 30 28'334.6 3.9 8.5 42.3
KSE 100 41'124.0 8.3 25.3 86.2
Hang Seng 23'689.4 12.5 8.1 2.4
Russia RTS 1'001.2 6.4 32.2 -30.6
Brazil Bovespa 59'407.6 13.0 37.0 12.4

Currencies Last -3M YTD -3YR Interest rates 3M  interbank 10YR government
% % % % %

DXY 95.70 0.7 -2.4 20.2 USD 0.86 1.64
EUR/USD 1.12 0.0 2.7 -17.7 EUR 0.06 -0.09
USD/CHF 0.97 -1.1 2.1 -7.6 GBP 0.38 0.76
GBP/USD 1.28 -3.9 -13.4 -20.3 CHF -0.75 -0.55
USD/JPY 101.65 -0.1 17.1 -5.0 JPY -0.02 -0.07
AUD/USD 0.77 1.5 5.1 -18.9 AUD 2.96 2.07
USD/CAD 1.31 -2.3 5.2 -21.7 CAD 1.17 1.02
USD/ZAR 13.60 6.6 13.2 -26.9 ZAR 7.36 8.54
USD/INR 66.58 1.2 -0.5 -7.6
USD/PKR 104.53 0.2 0.2 1.6
Gold oz 1'312.82 -5.0 20.9 -2.1
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Disclaimer

Habib Bank AG Zurich
Private Banking
Weinbergstrasse 59
P.O. Box 225
CH-8042 Zurich
Tel: +41 44 269 45 00
Fax: +41 44 269 45 18

This report is for distribution only under such circumstances as may be 
permitted by applicable law. It is expressly not intended for persons who, 
due to their nationality or place of residence, are not permitted access 
to such information under local law. Neither this report nor any copy 
thereof may be sent, taken into or distributed in the United States or to 
any U.S. person. The information contained herein has been prepared 
from sources believed reliable but is not guaranteed by Habib Bank AG 
Zurich (HBZ) and is not a complete summary of statements of all avai-
lable data. Opinions expressed are subject to change without notice and 
do not take into account the particular investment objectives, financial 
and/or tax situation or specific needs of investors. Employees of HBZ or 
its affiliates may, at times, release written or oral commentary, technical 
analysis or trading strategies that differ from the opinions expressed 
within this report. HBZ and/or its employees involved in the preparation 
or the issuance of this report may have positions in the securities or 
options of the issuer/s discussed or recommended herein. Securities 
identified herein are subject to availability and changes in price. They 
may not be eligible for sale in all jurisdictions or to certain categories of 
investors. For additional information on investment risks (including, but 
not limited to, market risks, credit ratings and specific securities provi-
sions), contact your HBZ financial advisor. The information and material 
presented in this research note are provided for information only and 
are not to be used or considered as an offer or solicitation to buy, sell 
or subscribe to any securities or other financial instruments. This note 
does not take into consideration the specific investment objectives, 
financial situation or particular needs of any person who may receive 
this note and invest in any financial instrument. HBZ has not taken any 

steps to ensure that the securities referred to in this document are sui-
table for any particular investor. This brochure is not to be relied upon 
in substitution for the exercise of independent judgment. HBZ strongly 
recommends to interested investors to independently assess, with a pro-
fessional advisor, the specific financial, legal, regulatory, credit, tax and 
accounting consequences prior to any investment decision. The value 
and income of any of the securities or financial instruments mentioned 
in this document can go up as well as down. The market value may be 
affected by changes in economic, financial or political factors, time to 
maturity, market conditions and volatility, or the credit quality of any 
issuer or reference issuer. Many factors may affect the value of a finan-
cial instrument, and accordingly, investors effectively assume all risk and 
may receive back less than they had originally invested. Any investors 
interested in buying a financial instrument should conduct their own 
investigation and analysis of the instrument as to the risks involved with 
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