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The past year has been one of political surprises and market 
turbulence. The stability of the Chinese economy and its effects on 
the global economy caused considerable stress in the early part of 
the year as did the tumbling price of oil. These issues were eclipsed 
by the UK’s vote to leave the European Union, and by the election of 
Donald Trump as the next president of the United States, the country 
with the world’s largest and most influential economy. After such a 
dramatic year, what can we expect as we head into 2017?

In this publication we look at what we believe will be some of the 
bigger themes that will dominate the global economy and financial 
markets in 2017.

The nature of the UK’s exit from the European Union and the 
reality of Trump’s America will obviously be key. Aside from any 
developments in international relations, economic policy within 
China could be instrumental in providing positive impetus for 
economic growth in Asia and beyond. And then there’s the price of 
oil. There has been much talk but little success in curbing production 
levels and boosting the price; as things stand, any progress on this 
front does not appear to have especially positive prospects in the 
near-term.

Perhaps the most important economic factor across the global 
economy will be that of inflation. Expectations are for inflation to rise 
but how quickly it does and how successful the central banks are in 
managing it will have a major influence on interest rates, salaries, 
economic growth, house prices, savings and investments.

If you would like to know more about our 2017 views and any of the 
topics covered in this brochure, please contact your Private Banking 
and Advice Manager who will be happy to help.

Markus Stadlmann 
Chief Investment Officer
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our analysis suggests that there are four 
potential scenarios for financial markets,  
one of which could dominate over the 
coming three years.

it is with these scenarios in mind that we 
view the major themes that are likely to 
dominate the coming 12 months, as well 
as the likely implications for investments.



inertia
We estimate that this scenario, in which 
nothing changes dramatically, has a 20% 
probability. It would entail slow economic 
growth and a tendency for global inflation 
to be so low as to dip into deflation, i.e. 
falling prices year-on-year. Wages and 
company profits would grow slowly but 
could benefit from deflation enabling 
corporate and domestic consumers to 
buy more as prices fall. This would lead 
to a trend of slow falls in bond prices and 
rises in share prices.

neW groWth
With the lowest probability of 10% as we 
see it, this scenario would be driven by 
new technology boosting the profits of 
technology companies, leading a broad 
rise in stock prices accompanied by 
moderate rises in interest rates. But we 
think that this is unlikely unless robotics 
and artificial intelligence were to mature 
much earlier than we expect.

Persistent unease
This troubled outcome has, we believe, a 
30% probability of dominating. It would 
entail the prevalence of populism (i.e. 
giving people what they want but not 
necessarily what is good for the economy) 
leaving central banks to lead the economy 
through the subsequent challenging times 
with some difficulty. Company profits and 
equity prices would decline despite low 
interest rates, leaving government bonds 
likely to be the asset class to deliver the 
biggest gains in value.

Keynesianism 3.0 
We anticipate that there is a 40% 
probability that a new form of 
Keynesianism1, version 3.0, could prevail 
over the coming three years. Several major 
economies, e.g. Japan and Germany, have 
already started moving away from austerity. 
A timely example of this has come via the 
pledges of US President-elect, Donald 
Trump who has said that he would spend 
around $500bn on infrastructure projects 
while also instigating tax cuts. Aside from 
US politics, there is a danger that in this 
scenario interest rates might not be raised 
at a pace that would keep inflation under 
control, and rapidly rising inflation would 
erode the value of profit margins and 
vulnerable investor confidence.
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WHAT THE FUTURE MIGHT HOLD

1.  John Maynard Keynes was an economist who saw the need 
for government intervention in order to manage the economy 
so that the bad times would be less painful and the good times 
less euphoric. His theories have been applied and adapted with 
the benefit of hindsight since the eminent Cambridge man 
developed his theories around 80 years ago.

forecasts are opinion only, cannot be guaranteed and should 
not be relied upon when making investment decisions.

1
20% 
ProBaBiLity

3
30% 
ProBaBiLity

4
40% 
ProBaBiLity

2
10% 
ProBaBiLity
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MAJOR THEMES OF 2017

2016 has been a year of surprises and political shocks, so what might 2017 hold in store for us?  
Will it deliver more of the same or are there fresh challenges ahead? 

uK Leaving the euroPean union
After the initial effect of the referendum result wore off, we 
have been left with two overriding factors: a pound that fell by 
around 15% against the dollar in the five months following the 
referendum, and a high degree of uncertainty about the future.

The uncertainty revolves around the two big issues of free access 
to the European Union Single Market, which the UK’s business 
community in general would like to retain, and free movement of 
labour between the UK and the EU, which polls suggested was one 
of the leading reasons why UK and Commonwealth people voted 
for the UK to leave the EU. As far as the EU is concerned, the UK 
cannot have one without the other.

Prime Minister Theresa May has intended that Article 50 of the 
Lisbon Treaty, the means by which a member country can officially 
leave the EU, would by triggered by the end of March 2017, 
notwithstanding any legal challenges. The Treaty defines the 
period for negotiation prior to a country’s withdrawal as being two 
years, but this could be extended with the unanimous agreement 
of EU members.

Pressure has been applied to the UK from a variety of interested 
parties. Japan issued a 15-page warning outlining the possibility 
of corporate departures (though Nissan contradicted this by 
committing to produce new models in its Sunderland factory). 
President Obama has stated that it would not be a priority for the 
US to establish a trade deal with the UK. In contrast, President-
elect Trump has expressed pro-UK sentiment, though it remains 
to be seen if or how that would manifest itself in policy. Somewhat 
closer to home, President of the European Commission, Jean-
Claude Juncker, and his counterpart at the European Council, 
Donald Tusk, have made it clear that no negotiation will begin until 
Article 50 is triggered.

As well as the two big issues, there is uncertainty over a range of 
factors including intellectual property rights, data protection, health 
and safety, availability of labour, mergers and acquisitions, interest 
rates, inflation and exchange rates. Already, the lower value of 
the pound has given rise to inflationary pressure; in its November 
2016 report, the Bank of England anticipates inflation rising “above 
the 2% target by mid-2017, before peaking at 2.75% a year later”,, 
though Lloyds Bank Commercial Banking2 analysis suggests that 
the inflation rate could be higher (see Figure 1), while the BBC has 
quoted some analysts as predicting it reaching as much as 4% 
next year3. The Bank of England would probably be comfortable 
allowing a short-term overshoot of its 2.0% inflation target, but if it 
is a sustained overshoot, then the Bank could have to take action 
such as an increase in interest rates, even though it has been moving 
more towards a further cut in rates in the short-term.

 

figure 1: uK infLation forecast to  
overshoot the 2% target in sPring 2017

Source: Lloyds Bank Data Analytics, 22 August 2016
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2.  “The EU Referendum: The future of the UK and Europe” Fourth 
edition, Lloyds Bank Private Banking, October 2016.

3.  “Inflation ‘set to soar to 4% by late 2017’”, BBC website,  
2 November 2016.

Forecasts are opinion only, cannot be guaranteed and should 
not be relied upon when making investment decisions.



euroPean PoLitics
The UK’s vote to leave the EU has resonated across Europe and 
it did so at a sensitive time. Forthcoming referenda across the 
continent include the French presidential election and the German 
general election set for April and September 2017 respectively. The 
tenure of French President Hollande appears to be increasingly 
precarious as his pledge to improve employment has not been 
delivered, so other candidates who might be running on a more 
populist or nationalist ticket look well placed to garner votes. This 
could lead to a further undermining of European unity, though the 
President alone has limited power.

The success or failure of the German  
economy has a huge influence on  
economics across the continent 

Of more significance is the German general election which could 
end up being a referendum on the Chancellor, Angela Merkel, 
herself. Mrs. Merkel has presided over an increasingly difficult 
period for German politics (see Figure 2). The country is the EU’s 
most populous and holds the region’s largest economy.  
The success or failure of the German economy has a huge 
influence on economics across the continent which heightens the 
importance of considerations such as the instability of Deutsche 
Bank as well as how the German economy influences both the 
European banking sector and the political landscape. For example, 
the re-balancing of the German economy away from exports and 
towards domestic demand could help to reduce the imbalance 
within the EU in which Germany generates a trade surplus (exports 
more than it imports) while most other countries have a trade 
deficit. The strength of the domestic German economy is being 
supported by growing household income and a property sector 
that is booming after a quarter of a century of declines. What’s 
more, Germany has tried to take on its share of incoming refugees, 
but this has led to some extreme reactions including acts of 
terrorism and a political backlash in regional elections such as that 
of Mecklenburg-Western Pomerania.

 
Further pressure is coming from President of the European Central 
Bank (ECB), Mario Draghi, who is openly stating that countries 
with a positive trade balance should adjust their tax and spending 
regimes to help support inflation and growth across the region. The 
implication is that Germany needs to do more to help everyone else. 
If Mrs. Merkel were to win a further term of office, then we would 
expect this to provide a level of stability and continuity, albeit as part 
of a “grand coalition” with the next largest party, as is currently the 
case. Any other outcome presents another source of uncertainty 
and a potential opportunity for nationalism or popularism to increase 
its influence on European politics and economics.

figure 2: mrs. merKeL’s PoPuLarity has  
suffereD But staBiLiseD
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Source: ARD DeutschlandTrend, Infratest-Dimap/ BCA Analytics, November 2016
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POPULISM

Populism today tends to mean a policy of providing higher wages and social security 
payments accompanied by restricted immigration which are very often funded by 

increased government borrowing.

Recent electoral events in Europe and the US have revealed a new wave 
of populism, with voters seizing the opportunity to demand radical 
change after a decade of austerity and stuttering global growth.

In the UK, the Leave campaign rallied hard against the so-called 
political elite which it said had consistently ignored voters on key 
issues including inequality and immigration. On the other side of 
the Atlantic, Donald Trump’s campaign mirrored this approach and 
offered voters an alternative vision of how America could be run, 
promising faster job creation and tighter immigration controls.

Whether or not one agrees with the recent election outcomes, 
many voters have demonstrated that they are no longer satisfied 
with the current holders of power. But is populism the answer?

historic Phases of PoPuLism
Historic populist leadership has tended to follow four key phases4 
that start well but always end badly.

The first phase entails increased government borrowing and 
spending (fiscal expansion), while inflation is kept in check by price 
controls. This provides a boost to growth, employment, wages and 
voter confidence.

During the second phase, these positive factors start to decline 
as governments reach the limits of what they can borrow without 
causing unintended and unhelpful economic side effects. In order 
to sustain wage levels, the government devalues the currency (e.g. 
by selling the local currency and buying foreign currencies). This 
makes imports more expensive and combines with the increased 
supply of money being injected into the economy through 
government spending to increase inflation. For the time being, 
wages are able to increase at the same speed as inflation.

By stage three, there is a rapid deterioration of fortunes as 
unexpectedly high inflation sets in and government spending 
declines after reaching unsustainable levels. Falling government 
spending leads to rising unemployment, meanwhile wages fall. 
The fourth stage is one of deep recession compounded by severe 
political instability and worsening income for the middle classes 
and low-skilled jobs.

hoW couLD PoPuLism affect the us 
economy anD financiaL marKets?
The economic and political structures in the US are robust and 
transparent. While we anticipate a significant level of fiscal 
intervention set against an uncertain backdrop, we expect some 
degree of restraint to be exercised.

Source: Lloyds Banking Group, November 2016

Also, Donald Trump’s desire for a tighter labour market could help 
to boost real incomes (i.e. increase how much a salary can buy) 
among middle class households. This, in turn, could increase 
consumption and the reduction of debts.

But there are potential challenges. By increasing barriers to trade 
and immigration, labour costs could increase while company 
profits could fall. Large multinationals would be hardest hit given 
their dependence on overseas trade.

The momentum of populism could gain sway elsewhere. By this 
time next year there could be new political leadership in Holland, 
France, Germany and Italy. The theme of uncertainty continues 
unabated.

figure 3:PoPuLism at WorK in the us

PossiBLe Positives PossiBLe negatives

•	 	A	tighter	labour	market	
could boost real incomes 
among middle-class 
households.

•	 	Consumption	could	
increase.

•	 	Faster	progress	could	be	
made in reducing debt 
burdens.

•	 	Rising	barriers	to	trade	and	
immigration would raise 
labour costs, lowering profit 
margins in the process.

•	 	Large multinationals will 
be particularly affected 
given their dependence on 
overseas markets.

•	 	Higher	taxes	on	the	wealthy	
will also hurt.

4.  “The Macroeconomics of Populism,” Dornbusch and Edwards, 
January 1991.
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What aBout gLoBaLisation?
As we have seen this year, populism can include a large dose of 
separatism: the UK has voted to separate itself from the EU, and 
Donald Trump has pledged to restrict trade between the US and 
elsewhere (notably China). The danger of such moves is that 
they could undermine economic growth across what, through 
globalisation, have become extremely interconnected and 
interdependent national economies and cultures.

A modest retreat from globalisation would not irrevocably harm 
global growth, but a full-blown trade war certainly would. One 
of the biggest “known unknowns” here is how much of Donald 
Trump’s campaign rhetoric will translate into actual policy.  
Mr. Trump has already appointed two women to his cabinet, which 
is no small matter bearing in mind some of the President-elect’s 
past choices of word and deed. What makes these appointments 
more significant is that both of these women have been openly 
critical of Mr. Trump.

If these appointments prove to be examples of Mr. Trump 
“reaching out for guidance and help” from those who did not 
support him, then the entirely Republican leadership of the 
presidency, the Senate and the House of Representatives might be 
subject to moderation that could curtail populist excess to some 
degree. We shall have to wait and see.

The UK has voted to separate itself  
from the EU, and Donald Trump  
has pledged to restrict trade  
between the US and elsewhere
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itaLian referenDum rejects  
renzi’s reforms
In the meantime, we have seen the Italian public reject the 
constitutional reforms that the former Prime Minister Matteo 
Renzi had pushed through parliament. Had the referendum result 
been different, Mr. Renzi’s reformist approach could have brought 
increased stability to Italian politics. As it turns out, the popularist 
movement, Five Star, now has a more powerful position which 
casts doubt over the ability of Italian policymakers to reform the 
banking sector and to run government tax and spending policies 
without veering towards protectionism and excess public spending 
which, in turn, could make the country’s debt problems even worse.

But, as always, it’s not an entirely simple matter. Many of the votes 
would have been cast to keep the checks and balances in place 
and prevent the prime minister from acquiring too much power. 
What’s more, according to BCA Research5, a “yes” vote could have 
made it more likely for a populist party such as Five Star, to form a 
government in 2018 or beyond. The “no” vote could lead to a slow 
technocratic evolution rather than a populist revolution.

5.  “European Investment Strategy. Italy: Asking the wrong question”, 
BCA Research, 1 December 2016.

Had the referendum result been  
different, Mr. Renzi’s reformist  
approach could have brought  
increased stability to Italian politics
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us PoLitics
Donald Trump is a man with an agenda which chimes with our 
Keynesianism 3.0 scenario. The next US President has expressed 
his intention to address four key areas of policy. Firstly, there could 
be a programme of “fiscal easing” including tax cuts equating 
to $4.4tn over 10 years which, Mr. Trump hopes, would be self-
financing because it would stimulate growth, though the man 
nominated to head the Treasury Department, Steve Mnuchin, is 
suggesting a more moderate tax agenda could be on the cards. 
Secondly, he has spoken about tightening monetary policy 
including raising interest rates. Thirdly, he has said he would deport 
600,000 illegal immigrants a year which equates to around a 
significant 0.5% of the workforce. Finally, Mr. Trump is expected to 
impose much stricter trade policies.

There could be a programme of  
“fiscal easing” including tax cuts  
equating to $4.4tn over 10 years

The first three of these issues would have to be pushed through 
Republican-controlled Congress and the Senate where the 
Democratic Party has limited capacity to impede legislation 
with which it disagrees. But, there is the potential that he could 
unilaterally take action on international trading relationships which 
creates a huge area of uncertainty for the future of global trade and 
currency valuations. China now stands head to head with the US 
and has the bargaining chip of being able to devalue its currency 
should it so wish, which could boost Chinese exports and reduce 
those of the US. This is aside from the implications of Mr. Trump’s 
other plans which could ratchet up borrowing while simultaneously 
increasing interest rates and pushing wage costs up.

In short, the world’s largest economy faces an uncertain 
future. If Donald Trump is able to invoke changes that increase 
protectionism, international trade could be undermined and, with 
it, the prospects of the entire global economy.

A GLOBAL FOCUS

figure 4: us & china in gLoBaL traDe of gooDs

Source: BCA Research, Lloyds Bank Private Banking, November 2016
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china
As we discussed in a paper that we released in October, “Why is 
China important to UK investors?”, policymakers in the world’s 
second-largest economy are shifting the focus from manufacturing 
and export-led business to services and domestically focused sales. 
An essential part of this transition is dealing with state-owned 
enterprises many of which are unprofitable, saddled with debt and 
only able to exist due to government-sponsored subsidy.

There are signs of progress. Banks have raised capital enabling them 
to write off some of the non-performing loans, and the government 
is planning to increase welfare provisions. The latter point would 
make job losses from corporate reform less painful while also 
reducing the incentive of individuals to put such a huge proportion 
of what they earn into savings, and that reduced propensity to save 
would increase spending and boost economic growth.

With the prominence of international  
trade in the global economy, Chinese 
economic growth is very likely to translate  
to global growth

If policymakers can push reform through and reduce the presence 
of what the Financial Times refers to as “zombie” state-owned 
enterprises, then the capital that has been used to prop them 
up would become available to more efficient and commercially 
viable enterprises, which is exactly what China needs. And with the 
prominence of international trade in the global economy, Chinese 
economic growth is very likely to translate to global growth.

In the meantime, there is a further issue relating to central bank 
policy and the value of the Chinese currency, the yuan. Chinese 
banks have lent huge amounts of money out and this has 
contributed to there being, in effect, too much cash sloshing around 
the Chinese system. Companies and investors have sensed this 
and that it is likely to lead to the value of the yuan falling. Therefore, 
many of them have been moving money out of China. Nonetheless, 
further devaluation of the yuan is likely and that has implications for 
the global economy. For example, the lower the value of the yuan, 
the cheaper Chinese exports are overseas, and the harder it could 
become to compete on price with Chinese products. 

The Chinese central bank is focusing its efforts on the control of 
interest rates and restricting the flow of money out of the country. 
The extent to which it succeeds will be closely watched from across 
the global economy.

emerging marKets
Looking beyond China, there are some positive signs developing 
in other emerging markets. The latest purchasing managers index 
(PMI) surveys (which indicate the potential for future growth) 
suggested that the economies of Russia and Brazil might have 
turned the corner and could even be out of recession by early 2017.

In Asia, PMI surveys were among a range of positive data 
suggesting that these countries might be in a position to tackle 
low productivity levels and a labour force that no longer has the 
capacity to grow at a fast rate and thereby keep wage costs down. 
Other positive data include the improvement of company balance 
sheets wherein debt levels have been reduced and cash-flow 
increased, though this improvement has not always been reflected 
in equity prices making some shares potentially attractive.

A possible weakness for the region could include a sharp downturn 
in the Chinese economy, though the region is currently benefiting 
from measures being implemented by the Chinese central bank 
to stimulate its domestic economy. However, the future became 
more uncertain after the election of a US President who has 
spoken about imposing import duties on China and suggested 
that some of the Chinese actions could be construed as currency 
manipulation6. On balance, though, with global interest rates 
looking likely to stay low for the time being, the outlook for 
emerging markets, especially in Asia, remains positive.
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6.  “What will a Trump presidency mean for China?”,  
National Public Radio website, 10 November 2016.



intervention By PoLicy-maKers
There has been an unprecedented level of intervention by central 
banks to bolster economic stability since the financial crash of 
2007 to 2009. Since then, interest rates have fallen to record low 
levels including negative rates in some countries, and central 
banks have created new cash to pour into the financial system in 
order to stimulate inflation and growth. As mentioned above, ECB 
President Mario Draghi thinks that central banks are running out 
of tools and the responsibility for economic stimulation is shifting 
towards governments and their fiscal (tax and spending) policies. 
He is not alone.

Of the four scenarios outlined at the beginning of this document 
the least likely, New Growth (see separate section on page 15), 
would be the only one in which the need for fiscal stimulus would 
be minimal. Inertia and Persistent Unease with a combined 
probability of 50% could strengthen the case for fiscal stimulus. 
The most likely scenario as we see it, Keynesianism 3.0, includes 
fiscal stimulus as the fulcrum of economic policy.

There are already signs of such policies being adopted. The 
Japanese government recently approved a new fiscal package 
that should support an improvement in household spending and 
an acceleration in government infrastructure spending, while 
President-elect Trump’s $500bn infrastructure spending proposals 
could have a similar effect in the US. What’s more, one of the 
primary goals of most central banks is to keep inflation within 
certain bounds (usually around the 2% mark). With the prospect 
of inflation growth increasing, monetary policy is more likely to be 
used to control inflation by reducing or eliminating quantitative 
easing (electronically printing money) and by increasing interest 
rates. This would be likely to curtail economic growth by reducing 
consumer and capital expenditure, leaving the onus on fiscal policy 
to provide economic stimulation.
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Mario Draghi thinks that the responsibility 
for economic stimulation is shifting towards 
governments and their fiscal policies
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one of the contemporary steps  
along this journey can be seen in 
uber’s use of the internet to provide 
both navigation and an instant 
market place that brings customers 
and drivers together. 



In short, the answer is disruption. Disruptive technology is so-called 
because it brings about a fundamental change in how a solution 
is provided. Transport, for example, has a history of disruptive 
developments from the invention of the wheel, through steam power 
and the combustion engine to passenger jets and driverless cars.

One of the contemporary steps along this journey can be seen in 
Uber’s use of the internet to provide both navigation and an instant 
market place that brings customers and drivers together. Set-up and 
running costs are much lower, with satellite navigation eliminating 
the need for local knowledge. Also, a new Toyota Prius costs from 
£23,600 according to Toyota’s own website, while the London Taxi 
Company website lists the lowest price for a new taxi at £39,995.7  
This disruptive technology is also being applied by Uber to food 
deliveries and courier services; employing the same infrastructure 
to compete with other companies that have overheads including 
full-time drivers, liveried vehicles and control centres. The next step 
in this saga is likely to be the introduction of driverless cars which will 
further slash costs and, in theory, improve safety through the lack of 
human error or recklessness.

This begs the question as to what other sectors could experience 
such disruption, and when. The Guardian8 reports that 6% of all jobs 
in the US will have been eliminated by 2021, while the BBC quotes 
a September 2015 report from Deloitte and Oxford University 
that envisaged 35% of all jobs in the UK being “at high risk of 
computerisation” over the coming 20 years. The general rule that the 
BBC9 applies is that the more “human” skills required for a given task, 
such as negotiation or creativity, the less at risk from automation that 
task is likely to be. The advent of driverless cars might suggest that 
the non-human bounds that robotics and automation can deliver are 
being pushed further and further out.
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TECHNOLOGICAL DEVELOPMENTS

In the four prospective scenarios described at the beginning of this document, one of the more  
positive outcomes was “new growth”. What could bring about this least likely scenario?

figure 5: auto-BraKe technoLogy raising car 
safety to neW LeveLs

Source: BCA Research, Lloyds Bank Private Banking, November 2016
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8.  “Robots will eliminate 6% of all US jobs by 2021”, The Guardian, 
14 September 2016.

9. “Will a robot take your job?”, BBC website, 11 September 2015.
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after being given up for dead, inflation is 
beginning to stir. in many countries it’s 
still below the 2% level most central banks 
find ideal, but economic circumstances 
and attitudes of policy makers have 
shifted to suggest that the likeliest path  
of inflation is now up rather than down.



Market participants and central bankers will be relieved that the world 
is no longer battling the threat of falling prices and the accompanying 
economic instability. Also, a more “normal” rate of inflation is one of 
the conditions needed to support an increase in interest rates, which 
would be good for savers.

When the prospects for higher inflation  
became more pronounced recently, the 
demand for and price of benchmark UK 
government bonds fell considerably

Nonetheless, it could lead to some significant changes in the prices 
of stocks and bonds. There are signs that this has already begun. 
Since early July 2016, when the prospects for higher inflation became 
more pronounced recently, the demand for and price of benchmark 
UK government bonds fell considerably. The reason for this is that 
these bonds offer a fixed return known as the coupon, e.g. £1 on a 
£100 bond. So if inflation is expected to increase then that will erode 
the value of the coupon in real terms (i.e. £1 won’t buy as much as 
it was expected to). Therefore bond investors will want a higher 
coupon payment to compensate for higher inflation, so demand for 
that bond falls taking the price down with it.

As the price of a bond falls, the yield that it generates rises. In normal 
circumstances, yield rises tend to be a few hundredths or tenths of a 
percentage point. The benchmark UK government bonds have risen 
by almost an entire percentage point over the period in question. 
Most of this increase has been driven by a reappraisal of the inflation 
outlook. UK inflation expectations among market participants have 
shot up to from comfortably below 2.0% to around 3.5%.10 The 
expected inflation in the US is not as high, but still tips over “normal” 
to reach 2.1%.11

Many investors do not foresee longer lasting price changes to levels 
significantly above the norm. Yet our research suggests that many 
of the assumptions underpinning that conservatism are no longer 
warranted: We do not anticipate excess capacity and low oil prices 
lasting indefinitely; nor do we expect elected governments to remain 
fixated on austerity; and we are not convinced that central banks will 
clamp down if they see inflation about to exceed 2%.

The best gauge of spare economic capacity is, arguably, the 
unemployment rate. Across the 34 nations in the Organisation for 
Economic Co-operation and Development (OECD), employment 
has been falling steadily from around 8.5% in 2009 to the OECD’s 
projected rate of around 6.0% in the fourth quarter of 2017. In major 
countries such as the US, UK and Germany, full employment has been 
reached and growth in the real value of salaries (i.e. what they can 
buy) is rising sustainably for the first time in a long while.

Typically, high unemployment drives inflation down (fewer people 
earning money meaning that prices have to be lowered and wage 
increases are hard to justify), while low unemployment pushes it up. The 
recent trend of inflation staying low as unemployment was also falling 
led some economists to worry that this relationship had broken down.

 However, our analysis suggests that the relationship is intact. For the 
first time since the crisis, labour markets and commodity prices are 
pushing prices in the same direction, which is up. The main force that 
we expect to further boost inflation is fiscal stimulus. Both the UK and 
US have announced significant infrastructure plans, while tax cuts 
have been stated as a priority of the Trump administration.

In short, inflation is set to be a significant factor affecting economics 
and investments over the coming years. The potential for inflation 
rising above 3% in the UK and several other major economies is no 
longer insignificant. If it were to happen, this would a major structural 
change for the global economy and financial markets. This is one of 
the potential scenarios for which we are preparing.
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INFLATION

figure 6: gLoBaL infLation forecast

Source: BCA Research, IMF, Bloomberg Lloyds Bank Private Banking, November 2016
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10. As measured by the five-year breakeven swap rate.

11.  Federal Reserve Bank of St. Louis calculates a 5 year forward 
expected inflation number from different interest rates 
available in the markets which, as per the end of November, 
stands at 2.1%.

Forecasts are opinion only, cannot be guaranteed and should 
not be relied upon when making investment decisions.



eQuity
Profit margins in 500 of the largest companies in the US, according 
to BCA Research , peaked around two years ago at nearly 10%, the 
highest level for many decades, but have since fallen to between 8% 
and 9%. Profits in the energy sector have been severely affected due 
to the plummeting price of oil, but wage growth and the strength of 
the dollar relative to other currencies is likely to have a much broader 
negative influence over the coming months. Share prices relative 
to how much profit companies generate are at pre-financial-crisis 
levels. Combine this with the fact that share buy-backs fell by 7% in 
the second quarter of 201612, and we are faced with a situation in 
which US equity prices are vulnerable to a fall.

Share prices relative to how much  
profit companies generate are at  
pre-financial-crisis levels or above 

Further instability could be on the horizon if, as the US President-
elect has pledged, a protectionist approach to international trade 
is adopted which could lead to non-US countries reciprocating 
any implementation by the US of trade tariffs or quotas. However, 
the OECD has backed Mr. Trump’s economic policies, so there is a 
potential upside.

Elsewhere, the outlook is perhaps a little clearer. The continued shift 
of the German economy from exports to domestic demand would 
help European companies over the medium term. In the meantime, 
the value of the euro has fallen relative to the dollar partly as a result 
of monetary stimulus, but also following concerns over the exit of 
the UK from the European Union. As has been seen in the UK, this 
has the potential to boost inflation and to make exports leaving the 
EU more price competitive. This, in turn, could help to support profit 
margins of European companies making their share price valuations 
more favourable.

Japanese companies are generating substantial profits with profit 
margins increasing, cash-flow yields increasing and demand of 
durables within Japan remaining solid. However, the country 
remains in a status of negligible inflation. Despite the best efforts 
of Prime Minister Shinzo Abe and head of the Bank of Japan (BoJ) 
Haruhiko Kuroda, the relative value of the Japanese currency has 
been on a rising trend relative to the dollar since May 2015. This is 
because Japanese investors have a tendency to repatriate financial 
assets during times of turbulence which equates to people buying 
the yen and selling other currencies, hence the yen rises in value.

With interest rates so low that some are now negative, and the 
on-going implementation of a substantial QE programme, there is 
talk of, in effect, printing cash and putting it directly into the hands 
of retail consumers13. This is an extreme measure that can be used 
to boost inflation, but it is difficult to control and even harder to 
reverse once the desired result has been achieved. Mr. Kuroda has 
expressed his conviction that this “helicopter money” measure will 
not be taken, but the BoJ has shown signs that it might be preparing 
for a post-Kuroda era in which any new measures could be back on 
the table. The choice is a difficult one: a continuation of sluggish 
or no growth in an ageing economy that needs inflation, or the 
injection of cash that could give the economy the boost it needs 
assuming that exactly the right amount is administered over exactly 
the right length of time.

The post-US election uncertainty could increase the value of the yen 
still further which is bad for both Japanese exports and inflation. So, 
the prospect of helicopters dropping cash on Japanese consumers, 
so to speak, could be on the cards.

Turning to emerging markets we see a mixed picture. China has 
begun to address its biggest challenges, those of bad debt and loss-
making state-owned enterprises that suck up funding which would 
be much better allocated to efficient and competitive privately 
owned companies. Other emerging markets in Asia are dependent 
to varying degrees on the success of China, and the growth of global 
trade which has taken a hit following Donald Trump’s win with similar 
concerns over exports and inflation that the Japanese are facing.

figure 7: recovering Profit margins

Source: MSCI, IBES, Thomson Reuters Datastream, HSBC calculations
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IMPLICATIONS FOR ASSET CLASSES

12.  “Strategy outlook. Fourth quarter 2016: Supply constraints 
resurface”, BCA Research, 7 October 2016.

13.  Mark Mobius head of Templeton Investments, on Bloomberg, 
24 August 2016.
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There is a further point to that bodes well for emerging markets, 
namely the potential recovery of profit margins. Over the past few 
years, profit margins in emerging markets, which were above those 
of developed nations (the likes of the US, Europe and Australia), 
have fallen below 6.1% in March 2016. This is in contrast to the 8.8% 
of developed markets14 (see Figure 7).

There were three major factors behind this difference. Firstly, wages 
continued to rise in emerging markets, but fell in their developed 
counterparts. Secondly, inflation has been much lower in developed 
markets and, thirdly, emerging markets were much more adversely 
affected by the slump in commodity prices.

All three of these factors are showing signs of reversal which, we 
believe, is likely to lead to improved profit margins in emerging 
market companies. And with improved profit margins comes the 
potential for improved share prices.

But there is a caveat. Consumer durables (such as companies 
that produce washing machines and cars) and consumer services 
(from Amazon to Zoe’s Kitchen) are set for a challenging future as 
international trade restrictions could be detrimental to demand from 
the US, regardless of any retaliatory measures taken elsewhere.

Regardless of these factors, the pharmaceutical sector is set to benefit 
following the removal of Hilary Clinton’s intention to restrict the 
opportunity for companies to take what she considered to be excess 
profits. Other sectoral benefactors include financials and materials. 
The latter, which encompasses the construction sector, is likely to 
be buoyed by Donald Trump’s infrastructure spending plans. Those 
same plans could also help to boost inflation and support an increase 
in interest rates which tends to be beneficial to banks’ profits.

fiXeD income
We continue to hold the same views on government and corporate 
bonds that we outlined in our long-term investment document, 
“Beacon”, published in April 2016. To recap, our research suggests 
that government bond prices in western economies such as the 
UK, Germany and the US, have been pushed up by a combination 
of slowing growth, central bank purchasing schemes and investors 
searching for relatively low risk investments that would hold value in 
a world of low inflation. 

Government bonds and corporate bonds  
could be a relatively unattractive investment  
for a while

This environment looks likely to change as inflation is beginning to 
increase which erodes the value of bond yields, reducing the demand 
for them and sending their prices down. The yields on government 
bonds in emerging markets offer more attractive potential returns 
while the currency risk can be mitigated by selecting only those that 
are US dollar denominated. Similarly, we consider the outlook for 
investment grade (i.e. those with better credit ratings) international 
corporate bonds that are denominated in US dollars to be better than 
that for UK corporate bonds.

The odds remain high that there will be further factors that could 
reduce demand for and prices of bonds during the next six to 12 
months. The most likely candidates would be an announcement 
of substantial fiscal stimulus in Japan or a shift towards counter-
stimulus policy from the Fed. The ECB is unlikely to contribute to the 
downward pressure on global bond prices in the near future. As such, 
we will continue to apply a conservative stance regarding bonds.
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14.  “Emerging market profit margins starting to recover”,  
Financial Times, 22 November 2016.



sterLing
Since the vote to leave the European Union, the value of sterling 
has fallen dramatically. On 23 June it was trading at $1.410, by mid-
October it had fallen as low as $1.216. That 14% fall is the sharpest 
since the financial crisis and has economic implications. However, 
the pound has recovered somewhat and was trading at around 
$1.26 in early December 2016.

Firstly there are those that benefit. If the pound falls in value then 
UK goods and services sold to overseas customers can become 
cheaper, in the scenario outlined above, as much as 14% cheaper for 
US customers. Part of the rise in UK share prices after the Brexit vote 
was driven by this currency shift making equity cheaper for overseas 
investors. Share prices of companies that make a substantial 
proportion of their profits from overseas customers also tend to 
benefit from a fall in the value of the pound. More conventionally, 
one might expect manufacturers to benefit as their goods become 
cheaper to overseas buyers. But, as is so often the case in finance 
and investing, it’s not as simple as that.

Part of the rise in UK share prices after  
the Brexit vote was driven by this  
currency shift making equity cheaper  
for overseas investors. 

According to the Financial Times15, the Bank of England’s study of the 
2007-08 depreciation of the pound found that “British households 
continued to buy cars made in Germany and other imported goods, 
while the volume of British service exports did not respond rapidly 
to becoming cheaper in global markets”. A further study by JP 
Morgan found that UK exporters tended to increase the price of 
their goods during periods of sterling decline. What’s more, the UK’s 
manufacturing sector accounts for around 54% of UK exports but 
constitutes around only 11% of the UK economy,16 so benefits to the 
sector have a muted effect on the overall UK economy.

On the downside, the reverse of these benefits also applies. The 
lower value of the pound effectively makes imports more expensive, 
and with imports outstripping exports by more than £5tn in 
September 201617, that pushes prices up overall and stimulates 
inflation. This has the effect of reducing how much each pound will 
buy while stimulating a demand for increased wages to counteract 
this effect. As discussed on page 17 inflation looks set to rise sharply 
and could break through the Band of England’s target range.

In the meantime, the currency effect has already put pressure on 
the profit margins and pricing points of companies that import good 
and materials. The most publicised disagreement occurred between 
Unilever and Tesco when the supermarket removed Unilever 
products from its shelves in protest at the manufacturer announcing 
a substantial price increase across all products. This particular 
dispute appeared to be resolved, but the underlying problem has  
not gone away.

The implications on the value of the pound of leaving the EU has 
yet to be resolved. If negotiations lead to a relatively smooth exit 
then the value of the pound could recover to buy perhaps as much 
as $1.35. However, if the negotiations are inconclusive or lead to 
an acrimonious separation with severe changes in the trading 
relationship, then the value of the pound could fall to around $1.10. 
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15.  “Harsh realities of a weakened pound”, Financial Times,  
8 July 2016.

16.  “UK manufacturing statistics”, TheManufacturer website as at  
29 November 2016.

17.   www.tradingeconomics.com/ Office for National Statistics, 
November 2016.



ProPerty
The UK’s vote to leave the EU had a negative effect on the prices of 
commercial property in the UK, especially in the biggest regional 
market, that of London. Buying and selling actual bricks and mortar 
takes weeks or months i.e. it is illiquid. As a result, when the demand 
for UK property took a hit, many investors wanting to withdraw their 
funds from property investments were prevented from doing so 
without taking a loss in the value of their holdings, that is, a “dilution”. 
This is intended to share the loss of value as evenly as possible 
across all investors in the respective funds because it means that 
the investors left holding assets in property funds were not the only 
ones whose assets fell in value. Now that demand for commercial 
property has fallen, liquidity in the sector has worsened. In order 
to afford property portfolios improved liquidity, investments in real 
estate investment trusts (REITS) are being considered by a number 
of fund managers. These combine money from a range of investors 
and use that money to buy property, mortgages or both. A REIT 
gathers investment by being traded on a stock exchange in much 
the same way as company stocks are bought and sold. As such, they 
tend to have much greater liquidity than do actual bricks and mortar.

The diversification and liquidity benefits that REITS potentially 
offer suggest that they could become more attractive in the post-
referendum environment. As with every investment, though, there is 
a downside. REITS, like a company share, will reflect the price at which 
buyers and sellers are willing to trade on any given day. In other words, 
being more liquid, the price can fall or rise more quickly, so investors 
are likely to consider the context of their overall portfolios before 
switching out of more traditional forms of property investment.

Forward looking indicators suggest the pace of UK house price 
growth should continue to fade into early next year. Weaker price 
growth is likely to be led by London, where momentum has already 
flattened in the most expensive areas, even if double-digit annual 
price growth has been maintained in most other boroughs.

Recent survey data have eased some of the concerns regarding 
the potentially negative effects on the housing market from the EU 
Referendum, but only over a short term horizon. Buyer interest has 
revived, agreed sales have been recovering from their mid-year fall, 
and surveyors’ price expectations are turning more positive.

The housing market is dependent on how the wider economy will 
do in 2017 and beyond. While there is an unusually high level of 
uncertainty over any at present, a modest decline in house prices 
still appears to be the most likely development next year, should 
unemployment drift higher.

Nevertheless, outside of London, significant stresses and imbalances 
do not appear evident in the housing market at present, which limits 
the risk of a sharper correction.

But potential vulnerabilities continue to build even if they do not 
present an immediate concern. The size of loans that households 
are taking on relative to their incomes look affordable over the 
longer term, given the likelihood of relatively low interest rates. 
However, the scope for those rates to rise eventually without causing 
difficulties for borrowers is becoming narrower.

Median loan to income multiples (LTIs) are expanding further. Larger 
LTIs look affordable given the lower for longer path for interest rates. 
But the scope for rates to rise eventually without causing stress is 
becoming narrower as LTI ratios expand. 
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The housing market is dependent  
on how the wider economy will do 
 in 2017 and beyond



The political landscape altered during 2016. The pace of change 
in technology and globalisation have been creating unpleasant 
consequences for many segments of the industrialised world’s 
population. The needs of these people constitute an increasing strain 
on the ability of society to provide the fundamentals of daily life such 
as jobs, homes and healthcare. This sense of being disenfranchised 
has been instrumental in propelling the UK out of the EU, and Donald 
Trump into power. But for continued political stability we need good 
decision making that looks beyond the immediate social needs of 
the voter to include the likes of trade agreements, infrastructure 
spending and fiscal stimulus in general.

For the time being, globalisation is set to decrease somewhat as 
barriers to the international movement of people and products are 
enforced. The consequent reduction in international competition and 
supply is likely to put upward pressure on prices of goods and services 
while acting as a stimulant for companies that focus on domestic 
rather than international customers.

It is a changing and challenging world in which we find ourselves, and 
the need to focus on the long-term outlook is as crucial as ever, albeit 
with allowance for some of the political and economic turbulence 
that we face in the meantime.

From the perspective of an individual investor, there are two steps 
that can be taken with a view to mitigating the implications of the 
risks that we have outlined in this document. Firstly, a long-term 
investment horizon, i.e. around 10 years, can help to smooth out 
some of the ups and downs to which asset values may be subject 
over the short- to medium-term. The second step is to develop an 
investment portfolio which is diversified across asset classes that are 
shown by in-depth research to offer the greatest potential for steady 
growth in the current economic and political climate. While nothing 
is guaranteed, it is our firm belief that these two steps can help to 
provide investors with the best chance of success, regardless of with 
whom you invest.

22

What’s in store for investors in 2017?

CONCLUSION

The past 12 months delivered a number of major political and economic decisions.  
The next 12 months will reveal some of the implications: the nature of the UK’s exit from the  

European Union, the reality of Trump’s America once he and his team step into the public eye  
of an open democracy with equally open criticism and international consequences.
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SHORT-TERM VERSUS LONG-TERM ExPECTATIONS

The vertical grey bar on the chart gives an indication of what we 
expect from these asset classes over the longer term (around 10 
years) and on our scale represents the neutral position of zero. The 
green triangles indicate our relative return expectations in relation 
to our long-term strategy and the red ones show our relative risk 
expectation. 
 
 
 
 

forecasts are opinion only, cannot be guaranteed and should 
not be relied upon when making investment decisions.

As we can see on the chart, the scope for short-term moves varies 
considerably between the different asset classes. Taking cash as 
an example, the grey bar shows where we expect that asset class 
to perform over the next 10 years. In 2017, we do not believe cash 
will contribute very much to portfolio returns so the green triangle 
sits at -5 on our 10 point scale. It does carry the least amount of risk, 
however, and so the red triangle sits all the way to the right at +5 on 
the scale. 

Looking at UK equity, this is a less extreme example. Our risk 
expectations, marked by the red triangle at -3, are higher in the 
short-term but we see potential returns being broadly in line with 
our long-term investment strategy and so our green triangle sits at 
neutral on our scale.

The chart shows our view on how different asset classes could move in the short-term  
(over the coming 12 months) in relation to our long-term investment strategy. 
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For more information please contact your  
Private Banking and Advice Manager.

Please contact us if you’d like this information in an  
alternative format such as Braille, large print or audio.

If you have a hearing or speech impairment and would prefer to use a Textphone,  
call us on 0345 300 2281 (lines open 24 hours a day, seven days a week).

If you are Deaf and prefer to use BSL then you can use the SignVideo service  
available on our website lloydsbank.com/signvideo.asp.

important information
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relied upon when making investment decisions. 
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