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KEY POINTS

We favour equities over bonds.

Developments affecting the US dollar 
should be monitored.

Political uncertainties will continue to 
create volatility and opportunities  

in 2017.

Economic growth outlook improves.
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Prince will be remembered as « one of the greats » by many of us, and it seems equity 
markets are partying like its 1999, fueled by Trumpism and probably a belief that fiscal 
policy will, at last, deliver the adrenaline needed to take over from monetary drugs the 
markets had become addicted to. As the Federal Reserve starts to ration the “punch 
bowl” by increasing interest rates, it seems the party-goers are being divided, with 
the 30-year old bond junkies staggering home, already nursing hangovers that seem 
likely to develop to epic proportions, and the equity revelers dancing on with an air of 
invincibility.

2016 is certainly going to be remembered as a game-changing shock year with the 
political scene being rocked to its roots, and the fallout likely to impact policies, markets 
and sentiment for years and probably decades to come. However, and despite the 
fact that 2017 will have its fair share of political tests, we need to constantly remind 
ourselves that successful long-term investing should be driven by a deep understanding 
of economics, fundamentals, and ultimately where we are in the investment cycle.

It is very difficult not to reach the conclusion that Donald Trump’s reflationary agenda 
will nudge up growth, inflation and the US dollar and generally be positive for equities, 
especially US domestic companies, but these generally consensus view make it probably 
more certain that there will be significant volatility in the months to come, as “crowded” 
trades become vulnerable to both profit-taking and the end of Trump’s honeymoon 
period. With many equity markets already at their highs and bond markets seemingly 
offering return-free risk, 2017 will not be for the faint-hearted. Portfolio construction 
and a proper understanding of risk, both obvious and unintended risks, will be key.

Over the following pages our investment and economic teams have put together their 
thoughts and ideas that we hope will help you to successfully navigate 2017 and beyond.

We wish you, your families and friends a healthy, peaceful and prosperous 2017.

EDITORIAL

2017 WILL  
NOT BE FOR THE 
FAINT-HEARTED. 

PORTFOLIO 
CONSTRUCTION 
AND A PROPER 

UNDERSTANDING OF 
RISK WILL BE KEY.

by Craig Lewis
Head of Investments
International Private Banking
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INVESTMENT 
CONVICTIONS

Asset Classes
We prefer equities over bonds. BONDS

CASH

EQUITIES

ALTERNATIVE INVESTMENTS

Bonds

We keep our fixed income allocation well 
diversified across fixed income segments, 
and prefer credit to duration.

HIGH YIELD

EMERGING

SOVEREIGN

OTHERS

CORPORATE INVESTMENT GRADE

Equities - Regions

We keep our preference for US equities over 
Europe. SWITZERLAND

UNITED KINGDOM

EUROPE

JAPAN

EMERGING

USA

Equities - Sectors

We prefer cyclical sectors and overweight 
financials in the US only.

ENERGY

INDUSTRIALS

FINANCIALS

IT

HEALTHCARE

CONSUMER STAPLES

UTILITIES

MATERIALS

TELECOMS

CONSUMER DISCRETIONARY

UNDERWEIGHT NEUTRAL OVERWEIGHT
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MACROECONOMICS
 

Economic analysts are unanimous, the 
US economy is in increasingly better 
shape. Encouraging employment figures, 
particularly an unemployment rate around 
4.6%, and the return of inflation since the 
low point in mid-2015 are signs of a pick-up 
in US business activity. The rebound in the 
PMI manufacturing index from the lows of 
June 2016 is another encouraging sign, with 
its latest value exceeding the 54 barrier. 
Lastly, the Citigroup Economic Surprise 
Index in the US also shows that market 
expectations were exceeded during this 
past quarter.

Financial markets have reacted to the 
good news. Rising inflation expectations 
have supported the sharp increase in 
interest rates, and the attractiveness of 
the US economy has resulted in a stronger 
greenback. The election promises of the 
new US president have been priced into 
the market and have strengthened the 
movements which started in recent months. 

In this environment, the Fed decided in 
December to raise its key interest rate by a 
quarter point and now expects three rate 
hikes in 2017. By raising its interest rate 
forecasts, the Fed is now factoring in the 
changes promised by Donald Trump. That 

said, the members of the FOMC are cautious 
and will wait to see concrete measures 
before reviewing their long-term economic 
growth forecast, which remains unchanged 
at 1.8%. According to the Fed, the stronger 
dollar may have an impact on inflation and 
limit the rise in interest rates.

As far as we are concerned, we believe that 
the stronger dollar and rise in borrowing 
rates will result in curbing US economic 
growth during the first half of 2017. The 
impact of fiscal policy will probably be felt 
at the end of 2017, or in 2018. The Fed will 
therefore continue to be cautious in 2017. 
Our scenario is for a maximum of two rate 
hikes for 2017. We expect to see anticipation 
for US growth limited to 2% in 2017, and 
2.3% in 2018.

However, 2017 will not be without economic 
risk. Hopes could be quashed once again. 
This will not be the case if the announced 
economic policies also increase productiv-
ity. In this case, inflation will be a sign of 
economic health. Nominal growth will then 
be sustainably more dynamic. Failing this, 
price increases will slash the purchasing 
power of households and will increase the 
cost of production for businesses, which will 
restrict growth.

 5 The US economy is in good 
shape.

 5 The rise in interest rates and in 
the US dollar will limit growth in 
the first half of 2017.

HIGHLIGHTS

Citigroup’s Economic Surprise Indices have an Upward Trend 
and into Positive Territory
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.

The Markit US Manufacturing PMI Index is on an Upward Trend 
since summer 2016
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.

-80

-60

-40

-20

0

20

40

60

12
.15

01
.16

01
.16

02
.16

02
.16

03
.16

03
.16

04
.16

04
.16

05
.16

05
.16

06
.16

06
.16

06
.16

07
.16

07
.16

08
.16

08
.16

09
.16

09
.16

10
.16

10
.16

11
.16

11
.16

12
.16

12
.16

CESI Tendance Linéaire (CESI)

46

48

50

52

54

56

58

60

12.13 03.14 06.14 09.14 12.14 03.15 06.15 09.15 12.15 03.16 06.16 09.16

Markit US Manufacturing PMILinear Trendline (CESI)



INVESTMENT STRATEGY  
JANUARY 2017

EDMOND DE ROTHSCHILD (SUISSE) S.A.  7/16

Performance of Bond Indices since the beginning of 2016 (data 
as of 02.12.2016)
Sources: Bloomberg, BofA ML, Edmond de Rothschild (Suisse) S.A.

Performance of Bond Indices since the beginning of the last 
quarter (data as of 02.12.2016)
Sources: Bloomberg, BofA ML, Edmond de Rothschild (Suisse) S.A.

BOND MARKETS
CONTINUE TO REDUCE DURATION

 5 Government bonds appear to 
be oversold.

 5 But asset rotation and the 
revision of growth figures argue 
for a structural rise in rates.

 5 We continue to reduce the 
duration of our portfolios.

HIGHLIGHTS The coming months will certainly be 
difficult for bond investments. Indeed, 
the change in policy by the Fed, global 
growth which may be higher than 
expected, and the (hoped for) inflationary 
policy of the new US president are likely 
to weigh down on interest rates and thus 
lower the prices of bond assets.

The volatility expected in government 
bonds confirms that we have been 
applying the right strategy in the past 
few months: reducing the sensitivity of 
our portfolios to an increase in rates, 
incrementing their exposure to inflation, 
upgrading our investment in floating 
rates and credit spreads.

Although the strong and rapid rise in 
interest rates (and the steepening of yield 
curves in the US and Europe) following 
the election of Trump seems exaggerated, 
the asset rotation from bonds into 
equities, and the cycle of rate hikes by 
the Fed suggests a trend for funds. We 
are underweight in our exposure to 
convertible bonds.

Corporate bonds should outperform 
government bonds in an environment 
where default rates are expected to 
decline. In this segment, we prefer 
high-yield bonds, particularly leveraged 
loans, which because of their floating 
rate funding structure should continue to 
attract investors.
The improvement in the balance sheets 
of banks, and the steepening of the yield 
curve, offer a environment which favours 
subordinated financial debt in general, 
and the subordinated debt of banks in 
particular. We are allocating capital to 
this sector.

We continue to prefer non-financial 
subordinated debt because of the 
attractive risk/return ratio. We are 
maintaining our allocation. We are also 
maintaining our levels of cash in order 
to seize the opportunities which may 
arise. Our portfolio therefore has a strong 
bias in favour of taking advantage of a 
pro-growth environment. The main risk 
is a sudden downturn, which could raise 
fears about the risk of recession. We are 
aware of this, and remain sufficiently 
flexible and agile to reposition our 
portfolios if this is necessary.
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EQUITY MARKETS
EVER HIGHER

The S&P Global 1200, our benchmark for 
the global markets, has reached record 
highs!
It is true that there are many political 
uncertainties, but market fundamentals 
are moving in a positive direction:

 � The current acceleration in the global 
economy will enable the turnaround 
in the corporate profit cycle to be 
strengthened and confirmed, and the 
basis for this was already visible in Q3. 
Not only is revenue growth picking 
up, but profit margins are recovering, 
increasing the profit dynamics.

 � Central banks remain, in general, 
a supporting factor. The ECB and 
the Bank of Japan are implementing 
long-term efforts, and the Fed remains 
very cautious in its approach, while 
highlighting the new-found health of 
the US economy.

 � A slight steepening of yield curves 
(which remain at historically low 
levels) is a factor in favour of the 
recovery in the banking sector and, 
indirectly, for the overall economy.

While valuations may be high, they are 
excessively “inflated” by the fact that the 
beneficial cycle in certain sectors (energy, 
mines, and banks in Europe) is still very 
depressed.

This is no reason for falling into blissful 
euphoria, but no reason, either, for being 
pessimistic. A “reflationary” growth 
scenario could develop further, pushing 
the indices (moderately) higher and, more 
importantly, amplifying pro-cyclical 
rotation.

From a perspective which takes into 
account both the risk management, as 
well as the potential for profits, we still 
prefer:

 � Industrialised countries to emerging 
countries

 � The United States to Europe
 � Cyclical to defensive sectors
 � SMEs/SMIs to large multinationals
 � “Value” to “Growth”

 5 The pickup in economic 
momentum is favourable to a 
turnaround of the corporate 
profit cycle.

 5 Central banks remain, in 
general, a supporting factor.

 5 We continue to favour the US, 
the cyclical sectors, and the 
value of listed stock.

HIGHLIGHTS

 

Evolution of the S&P Index over 5 years
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.

Evolution of S&P500 and of Stoxx600 over 5 years
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.
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Oil: OPEC’s historic agreement to reduce 
its production by 1.2 million bbl/d, with the 
additional reduction of 0.6 million bbl/d 
from non-OPEC producers, demonstrated 
a paradigm shift in the minds of oil 
producing countries. It has stimulated a 
strong rally in the price of crude. However, 
with the probability of further strengthen-
ing in the dollar over the coming months 
in the wake of interest rate hikes from 
the Federal Reserve, oil will need even 
more favourable fundamentals to raise 
expectations of a substantial price increase 
from current levels.

This agreement will certainly help 
stakeholders maintain oil prices above 
USD 50/bbl, or, at the very least, prevent 
any speculation that will once again send 
prices below the threshold of USD 40/
barrel.

In fact, it will take another year for oil 
prices to stay sustainably above USD 

60/bbl, as already expected by many 
stakeholders (admittedly, the same who 
expected prices to tumble to USD 20/bbl a 
few months ago).

Gold: higher interest rates and the strong 
dollar continue to impact gold price 
and there is no indication that these 
parameters will change in the near future. 
Our strategic allocation remains at its 
minimum (5%) as last resort insurance, and 
not in a scenario where we expect prices to 
change in the short-term.

Industrial metals: a period of consolida-
tion has been logical over this past month, 
but the change in fundamentals remains 
favourable. Economic growth is picking 
up and our economists expect major 
programmes to stimulate investments 
in infrastructure in the United States, in 
Europe, and probably also in China (the 
world’s largest consumer of commodities). 
The medium-term trend is still buoyant.

COMMODITIES
OIL IS THE STAR PERFORMER

 5 The oil rebound is justified, but 
unlikely to grow significantly.

 5 Gold is, and remains, under 
pressure.

 5 Industrial metals are consol-
idating, as expected, but are 
still on an upward trend.

HIGHLIGHTS

Evolution of the WTI over 5 years
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.

Evolution of LMEX Index (basic metals) over 5 years
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.
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ASSET ALLOCATION

While our asset allocation underweights 
bonds and US interest rates continue to 
rise, we question the role played by fixed 
income instruments in a portfolio. Must 
the bond allocation in a balanced portfolio 
be the same as in a portfolio dedicated to 
this asset class?

Overall, fixed-income instruments are less 
volatile and have generally low correlation 
with equities. They therefore represent the 
investment vehicle of choice for reducing 
risk in a portfolio and, in addition to their 
diversification virtues, they also provide a 
source of enhanced yield. Conventionally 
balanced portfolios are theoretically 
comprised of 50% bonds and 50% equities. 
As you can no doubt imagine, things are 
not so simple! If high-quality government 
bonds are used as “risk-free” instruments, 
as safe havens, the position is quite 
different for high-yield corporate bonds, 
with a high credit risk. They tend to move 
in line with the economic cycle, their risk 
is higher, they are more closely correlated 
to equities and their purpose is to enhance 
the performance of the portfolio. In the 
same vein, emerging market bonds and 
convertible bonds have a similar role. 
Therefore, these are not necessarily the 
instruments which we would wish to 
overweight in a balanced portfolio, where 
the primary purpose of fixed-income 
instruments is to stabilise the portfolio. In 

contrast, the allocation of a larger holding 
may be justified in a portfolio dedicated 
to bonds, in order to provide a source of 
greater performance. The weightings of 
these various instruments will, of course, 
depend on the market environment, on our 
bond strategy and on our convictions. That 
said, we currently give more importance to 
“high yield” instruments in our pure bond 
strategy, than in our balanced portfolios.

Our investment scenario for equities 
remains positive, and unchanged from 
the previous month. We start the new 
year with a preference for equities over 
bonds. We continue to prefer US equities 
to European stocks, and this has a cyclical 
bias. We believe that investor optimism 
will carry on for the coming weeks and will 
continue to support the performance of the 
main stock indices. In the longer term, the 
improvement in corporate fundamentals 
justifies a larger allocation. In the shorter 
term, however, a consolidation phase can 
certainly not be ruled out and could offer 
buying opportunities.

As regards bond allocation, we maintain 
our historically low weightings and 
recommend keeping low sensitivity to 
interest rates. We prefer credit and floating 
rate instruments in an environment of 
interest rate hikes.

 5 Our investment scenario favours 
equities over bonds.

 5 Balanced portfolios need low 
sensitivity to interest rates.

 5 We prefer US equities to 
European equities.

HIGHLIGHTS

 

Bonds 26.0%

Sovereign bonds 6.0%

Corporate bonds 9.0%

Emerging bonds 4.0%

High yield bonds 4.0%

Convertible bonds 3.0%

Equities 40.0%

Europe 9.0%

North America 18.5%

United Kingdom 2.0%

Switzerland 2.0%

Japan 3.5%

Emerging markets 5.0%

Source: Edmond de Rothschild (Suisse) S.A.

Balanced allocation

 

 
 

 
 

 
 

 
 

 

Commodities 
5%

Cash 5%

Bonds
26%

Equities
40%

Hedge Funds
20%

Real Estate 4%
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RISK MANAGEMENT
TOO OPTIMISTIC?

Since Donald Trump’s election to the US 
presidency, financial markets have reacted 
strongly, anticipating decisions based on 
his new policy. At the time of writing, the 
S&P 500 large-cap index was up 4.76%, 
and smaller capitalisation stocks were up 
7.54%. Europe and Japan have not been 
left behind: in local currency terms, they 
are up respectively 6.75% (Eurostoxx 
600) and 11.85% (Nikkei 400). Although 
these increases are really encouraging, 
the speed and strength of these advances 
make us wonder about the sustainability of 
the trend. Have investors already assumed 
perfect implementation of Donald 
Trump’s promises?

The increasing levels of bad news and 
geopolitical instability have not impacted 
market sentiment, which remains upbeat. 
Investor surveys also reveal bullish 
sentiment at its highest level since late 
2014. In this situation, downturns are 
often viewed as buying opportunities, thus 
strengthening the uptrend. As a corollary, 
implied volatility and the demand for put 
options are at their lowest levels, indicat-
ing a perception of low risk. The low level 
of our market stress indicator is consistent 
with these observations: market players 
have no concerns about the immediate 

future. In any case, capital continues to 
flow back from bonds, to go into either 
monetary instruments or equities. It is 
therefore too early to conclude that the 
markets have become complacent or that 
the indices are about to turn around. That 
said, it is wise to remember that there is 
a limit to how tall trees can grow. The 
low levels for short-term volatility offer 
an interesting opportunity to invest in 
volatility asymmetrically, by buying put 
options and thus protecting one’s portfolio 
in a downturn.

Although the markets have effectively 
built in a best case scenario, namely, 
a lessening of regulatory pressure, an 
increase in public spending and lower 
taxes in the United States, we need to 
carefully monitor how these policies are 
implemented. Any reversals, disappoint-
ments or watered down versions will 
weigh heavily on the markets. Moreover, 
(and to give just a few examples), political 
uncertainties in Europe or geopolitical 
uncertainties between China, the US 
or Russia for instance, or the health of 
the Italian banking system, would affect 
equity market risk premiums. The ability 
to react quickly will therefore be a much 
valued skill in 2017!

 5 The Edmond de Rothschild Risk 
Indicator is showing a low level 
of risk.

 5 Protection strategies are 
affordable thanks to declines in 
implied volatility.

HIGHLIGHTS

The Edmond de Rothschild Risk Index is close to its long-term 
average
Source : Edmond de Rothschild (Suisse) S.A.

The Implied Volatility Index (VIX) has reached extremely low 
levels
Sources: Bloomberg, Edmond de Rothschild (Suisse) S.A.

-0.5

0

0.5

1

1.5

2

06.15 09.15 12.15 03.16 06.16 09.16

Edmond de Rothschild Risk Index

5

10

15

20

25

30

35

40

45

12
.12

06
.13

12
.13

06
.14

12
.14

06
.15

12
.15

06
.16

VIX index



INVESTMENT STRATEGY  
JANUARY 2017

EDMOND DE ROTHSCHILD (SUISSE) S.A.  13/16

HEDGE FUNDS
A SOURCE OF ALPHA

As most readers will know, Edmond 
de Rothschild has been the pioneer in 
hedge fund investing when we launched 
Leveraged Capital Holdings in 1969, the 
world’s first fund-of-hedge funds. This 
was then a radically new concept of 
money managing that has had enormous 
success in time. The model of operating a 
portfolio run by smart money managers 
who would use leverage as the common 
denominator has had tremendous impact 
on Wall Street globally. The common 
denominator, as was rightly understood 
at that time, was that all strategies apply 
leverage, i.e. returns are enhanced by the 
use of borrowed money. However, with 
this came higher risks as well.

Later in 2001, we launched the 
range of Prifund Alpha funds that 
would be particularly tilted towards 
non-directional, mostly arbitrage type 
strategies. In particular, Prifund Alpha 
Uncorrelated already englobes the core 
concept, namely to run a portfolio that 
would result in a return stream with a 
high Sharpe Ratio, largely unaffected by 
ups and downs in equity or bond markets. 
Prifund Alpha Uncorrelated, is still the 
bank’s largest hedge fund product and 
had become a tremendous success and 
has received many awards in the past 
15 years. 

The availability of ever-cheaper comput-
ing power and the rise of data analysis 
have systematically allowed managers 
to be ever more successful in running 
money in automatized ways. These 
largely unemotional strategies have in 
fact benefited from human emotions 
expressed in the financial markets. 
The study of mass psychology and 

behavioural finance contributed to the 
rise of robots. Currently, roughly one fifth 
of Prifund Alpha Uncorrelated is invested 
with systematic hedge fund strategies. 
This is a major development that has 
occurred in financial history in the last 
few decades.

As science teaches us, humans apply 
biases in decision making. Worse, simply 
knowing about a bias is not sufficient to 
overcome it. Thus, in time, computers 
have become a helpful mirror which 
allows managers to reflect on their 
own biases and help improve their own 
efficiency. The mind intervenes in many 
curious ways, ways that are not always 
rational. What we have learned from 
psychology is that people when judging 
other people see what they expect to see 
and are slow to see what they have not 
seen before. It is a bias to “like” a certain 
manager over another for traits that may 
not necessarily be relevant for achieving 
financial success. The industry, in other 
words, has become ripe for disruption. 

In early 2017 investors face a dilemma in 
terms of their asset allocation. The entire 
fixed income space, in all major curren-
cies, trades at such low yields that even 
small increases in interest rates represent 
a significant downside. Meanwhile, the 
upside for bonds is rather limited. This is 
where non-directional hedge fund strat-
egies could play a role in asset allocation, 
despite the higher risks from leverage 
and other sources. Managers who can 
continue to produce returns at attractive 
Sharpe Ratios can offer solutions. One 
such source of alpha is likely to come 
from systematic strategies.

 5 Investors face a dilemma in 
terms of their asset allocation.

 5 Non-directional hedge fund 
strategies could play a role in 
asset allocation.

HIGHLIGHTS
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REAL ESTATE
LOOKING FOR QUALITY AND VALUE

As everybody talks interest rates rise, one 
has to admit that their absolute level is still 
extremely low in historical terms. Having 
said that, this trend will have an impact on 
the attractivity of the asset class, so it is the 
right time to review the exposure to real 
estate in general.

In recent years, listed real estate share 
prices in have gone up significantly (+36% 
for the SWIIT Swiss index), implying large 
premiums on NAV for the listed funds and 
shares. In a context of less demand for 
listed real estate, the average premiums 
should go down and impact the shares and 
funds with the highest premiums first. In 
addition, despite potential volatility on the 
prices, most of the investors will continue 
on real estate for its capacity to distribute 
steady and, even better, growing dividends. 
The predictability of the distribution will 
remain a large advantage of indirect real 
estate. Based on the above, we would then 
favour shares and funds with reasonable 
premiums on NAV and serious perspectives 
on dividend distribution growth.

Logically, the interest rates rise should 
mean macro-economic conditions will 
improve, corporate and retail demand will 
go up and all consumer price indexes for 
rent will increase, thus favouring the direct 
real estate market.

In this context, we believe opportunities 
will arise in the fields of unlisted real estate 
and direct property investment. In these 
cases, illiquidity has to be accepted. In 
addition, these types of investments require 
specific skills and competencies that have 
to be carefully sourced with the appropriate 
managers or partners. The exposure to the 
real underlying asset allows better control 
for the case of direct ownership or at least, 
less volatility for the case of unlisted real 
estate.

Having said that and as far as Switzerland 
is concerned, we have seen over the past 
few years that the level of interest rates was 
also driven by the relative strength of the 
Swiss franc. With the continually evolving 
political situation in Europe, the probability 
that the Swiss franc will weaken against the 
euro is low and we should continue to live in 
a low interest rate environment for several 
quarters.

This brings us back to the fact that real 
estate, in all its components, should and will 
remain a major provider of regular income.

 5 Asset class is still delivering solid 
and steady dividend yield.

 5 Uncertainty related to interest 
rates rise.

 5 Focus on unlisted and direct real 
estate.

HIGHLIGHTS
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