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Foreword

It’s Dickens’ fault, apparently. All those seasonal trimmings – the cards,
the tree, the spuriously detailed economic scenarios for the coming year.
Bah, humbug.
We don’t do those New Year forecasts. The calendar doesn’t make the
future any more predictable. Any adjustments to November’s portfolios
should reflect altered facts and views, not dates. Appropriate investment
advice is not just for Christmas.
The investment backdrop still seems constructive – as we’ve argued it has
been for the last eight years. Healthy growth with only modest inflation risk
can continue for a while longer, and offers a friendly mix of rising operating
earnings alongside only the most glacial rebound in interest rates. It
suggests stocks remain the most likely source of inflation-beating returns.
This must, however, now be at least partly priced in. Even some traditional
pessimists have noticed that the world has not ended, and the big markets
have now risen a long way. Valuations are at above-trend levels.
But so too is corporate earnings growth – led by that operating income,
not financial engineering. Talk of bubbles is understandable, but the major
investment markets, while expensive, are not in that territory. We are
braced for that overdue setback, but not a collapse (cryptocurrencies are
another matter).
Plausible prospective long-term stock returns look lower than for some
time, but are still above likely inflation. And we see risks as balanced.
If the calendar does not shape our investment advice, the passage of time
certainly can. In the second essay we take a look at Japan, whose convergence
with the Western business model is becoming more difficult to ignore.
Market Perspective will next be published in February. We wish readers
everywhere a peaceful and prosperous New Year.

Kevin Gardiner
Global Investment Strategist
Rothschild Wealth Management
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Headroom reduced
Prospective real returns are lower – but still positive

“Please accept my resignation. I don’t care
to belong to any club that will have me as a
member.” – Groucho Marx

at least, some less-widely watched indicators
testify perhaps to room for further upgrades.
World trade, for example, is growing at its fastest
since the immediate rebound from the crisis. US
operating earnings – before stock buybacks –
will have grown by around 15% in 2017.

These are testing times for a constructive
contrarian.
There has been a positive shift in mood in
recent months. Even Scrooge would have to
acknowledge that the global economy deserves
a bit of credit for its recent performance. And
if the surging price of bitcoin is not evidence of
higher risk appetite, what is?

Political risk is still with us. Germany is without
a government; the US probably wishes it was.
British voters might be hoping to go short of
two; Italians, several. But again, unless politics
materially affects interest rates or profitability,
markets are capable of ignoring it.

Uh-oh. Instinctively we’d side with Groucho.
But sometimes (often, in fact) the consensus is
not wrong – or at least not for a while. And it’s
not that uniform or confident yet – look at the
way in which the remarkably downbeat forecast
in the recent UK budget was received. The Office
for Budget Responsibility has bravely put its
reputation on the line, and with it the credibility
of the UK’s fiscal framework.
This doesn’t yet feel like “exuberance”, irrational
or otherwise. Big bears have not capitulated.
Central banks remain diffident, even as the Fed
raises rates. Cryptocurrencies are still far too
small – and unleveraged? – to play the role of
this cycle’s collateralised sub-prime mortgage.
So if the mix of healthy growth with low inflation
persists for a while longer, there is room for the
mood to lift further. And on the growth front

It still seems too early then to be anticipating
anything other than the long-awaited setback. The
available headroom, however, has been shrinking.
The major stock and bond indices are not in
bubble territory or close, but having risen as
they have, we have to anticipate some eventual
reversion to (lower) valuations, and this will eat
into prospective returns.
Combining (1) a normalisation in valuations
with (2) plausible projections of dividend growth
and (3) today’s starting yield, we find that a
reasonable expectation for 10-year returns from
US stocks, for example, might now be just 4% per
annum (before fees). We do not include any extra
return (“alpha”) created by portfolio managers.
This is still ahead of both likely inflation, and the
likely returns on bonds and cash, but the lowest

Figure 1: Plausible 10-year expected returns from US stocks (% pa)
Likely returns have fallen as valuations have risen – but still exceed likely inflation
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estimate we’ve compiled yet using this approach
(figure 1).
The US is admittedly one of the more expensive
of the big stock markets. Emerging markets are
cheaper, for example, and grow faster.
We see the risks as being more evenly balanced
than does received wisdom: our probability
distribution has a right- as well as a left-hand tail.
Potential disappointments can be found in every
newspaper. But potential positive surprises

Investment conclusions

Stocks are not cheap, and some protection
is warranted against an overdue setback.
But restructuring long-term portfolios more
substantially could leave us stranded if markets
rally. Profits are growing, interest rate risk is
modest, and geopolitical risk is manageable:
stocks remain the most likely source of
inflation-beating returns.
• Most government bonds do look expensive:
yields remain below likely inflation rates.
We still prefer high-quality corporate bonds
(credit), but they are also unlikely to deliver
positive real returns. We view bonds and cash
currently as part of portfolio insurance.
• We continue to favour relatively low
duration bonds, but are more neutral in US
dollar portfolios, where we also see some
attraction in inflation-indexed bonds. We think
speculative grade (high yield) credit has now
run out of valuation headroom in Europe, and
cyclical upside in the US.

include: stronger global growth, and demandpull inflation; an improved US-China economic
detente with more, not less, liberalisation; and
US tax cuts becoming real.
Nonetheless, the next few years are unlikely
to be as good as the last few. Despite all the
cyclical and structural worries – steady sniping
from the smart money and the clever columnists
– the last eight years have been almost as good
as it gets, investment-wise. We have to lower our
sights now.
• We prefer stocks to bonds in most places,
even the UK (where the big indices are in any
case driven by global trends). We still favour a
mix of cyclical and secular growth over more
defensive bond-like sectors.
• Trading currencies does not systematically
add value, and our conviction remains even
lower than usual. Monetary policy favours
the dollar, but it is expensive. The euro
and yen are inexpensive, but have looser
monetary policies. The pound is backed both
by valuation – it may be pricing in too much
bad news on Brexit – and monetary policy.
The yuan has been dear relative to trend,
but China’s growth has been underpinning
it, and capital controls may take longer to
liberalise. The Swiss franc remains expensive,
which is an issue again now that euro risk has
stabilised. On a one-year view we still rank
sterling highest; the dollar, euro, yen and now
yuan are middle of the pack; and we now put
the franc lowest.

A capitalist Japan?
The popular view of Japan may have things the wrong way round
“And there are some very interesting things going
on in Japan… It seems like capitalism might
actually be taking root, making progress there…
the resources have been in place there for
decades. But the focus of corporate management
has often been on things that have nothing to
do with return on equity and nothing to do with
profits – scale, employment, you know, things that
matter but aren’t necessarily good for investors.
And I think there’s been a sea change.” – David
Swensen, CIO Yale University, November 2017.

harm the nation’s productivity and prosperity…
Japanese corporate profit rates have long been
chronically low by international standards… the
low returns to capital persisted because Japan
operated largely outside the international capital
markets… Japan is a nation that reveres its
traditions (and) prizes stability. But it is also a
nation that has demonstrated an extraordinary
capacity to transform itself when its well-being is
at stake.” – Michael E. Porter, Hirotaka Takeuchi,
Mariko Sakakibara, “Can Japan Compete?”, 2000.

“Japan’s problems are rooted in microeconomics,
in how the industry competes industry by
industry… the government mistrusts competition
and therefore is prone to intervene in ways that

It has been popular in recent years to talk of the
“Japanification” of the Western economy.
Popular, but mistaken. The likely convergence
has been in the other direction – for Japan’s
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businesses to become more Western. This
process is under way, and starting to become
intriguing from an investment viewpoint.
Sluggish growth, deflation, an ageing population,
a lengthy hangover from real estate and other
financial excess, fiscal and monetary impotence,
surging government debt ratios – Japan endured
all these for many years after its own spectacular
bubble burst in 1990.
In the wake of the global financial crisis, as
Europe and even the US for a while struggled
to get going again, the popular cry was that the
Western economies were doomed to follow suit.
That analysis was superficial, and placed too
much emphasis on perceived monetary and
fiscal problems and remedies. These things can
matter, but mostly in a cyclical, short-term sense
– and even then, not in the mechanical and
consistently predictable way imagined.
It was often patronising too. If Japanese living
standards have been stagnating of late, they
have been doing so at levels that much of the
rest of the world still aspire to.
Japan’s supposedly sensational deflation is
statistically insignificant – an annualised decline
in consumer prices of 0.6% per annum between
1998 and 2013 – and can’t be the economic
game changer of popular myth. And at a time
when diagnoses of social and political bad
temper are commonplace, Japanese society is
characterised by relative stability – particularly
after October’s election, which saw Prime
Minister Abe re-elected by a landslide – and,
frankly, civility. The unemployment rate is at a
post-1994 low.
Still, Japan has felt the need to do better –
hence the policy initiatives, “Abenomics”,
launched after 2012. The first two “arrows”
are fiscal and monetary policy, and have
intermittently caused much excitement at macro
funds (Japan has always been a popular hedge
fund trade, if not always a profitable one).
Expansionary fiscal policies pushed that gross
government debt ratio up above 200% – with
little extra growth to show for it. (Not that we
worry unduly about that debt: it’s happily held by
domestic investors content to shuffle their savings
from private to public assets. Japan remains
one of the largest creditor nations, thanks to an
ongoing balance of payments surplus.)
More dramatically, monetary policy has seen
the Bank of Japan pursuing quantitative easing
policies more aggressively than even the Fed,
the ECB and the Bank of England. Its cumulative
purchases of $4.6tn (equivalent to 93% of GDP)

have bravely extended to stocks as well as
bonds, and are nominally open-ended – though
recent comments and a stealthy tapering
suggest a slightly less doveish stance.
Growth has now picked up – though reviving
world trade and a cheap currency is likely playing
a part too. But even if it lasts, GDP growth is not
what matters most. As prospective long-term
investors, we would not advise buying stocks
anywhere just because a government has been
borrowing a lot or a central bank has been
buying bonds and stocks.
A key ingredient for a long-term investor is an
efficient (and hopefully inexpensive) corporate
sector – which is why the arrival of the third
Abenomics arrow, aimed at structural reform, is
what we’ve been waiting for.
Traditionally, Japan’s government has played a
big role in shaping the economy, initially (in the
sixties, seventies and eighties) with apparent
success. (Some Western observers went so far as
to suggest that Japan’s economic model should
be copied in the West. But a reduced emphasis
on competitiveness and efficiency was probably
not the best advice to offer a Western world
unknowingly poised to greet an emerging China.)
Whether that “government model” was as
successful as it could have been – Michael E.
Porter, the doyen of national competitiveness
studies, quoted above, has questioned that – it
was certainly hugely influential. Japan’s business
leaders, under the auspices of the old Ministry
for International Trade and Investment, valued
market share and stability highly, and efficient
asset allocation less so.
Japan had – still has – some world-class
businesses: consumer electronics, transport
equipment and capital goods. But it had some
uncompetitive ones too, including its financial

Figure 2: Japan’s economy
GDP growth and CPI inflation, 5-yr mav, % pa
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sector, and it wasted a lot of resources (including
much of its potential female labour supply).
The market for corporate control in Japan
has been underdeveloped – hostile bids are
extremely rare, and have faced significant
obstacles. Minority shareholders do not always
seem to receive protection, and accounting can
be opaque.

There is nothing necessarily wrong with this:
why shouldn’t Japan do things its own way?
If it wants to grow faster in a more integrated
global economy, however, there may be a limit
to the extent to which its business can operate
differently. And it looks like Japan is now
becoming more conventionally capitalist.

Overall, profitability historically has not been a
priority, and has disappointed. Return on equity,
for example, has in the last quarter century lagged
behind that in the US or Europe, even when
allowance is made for Japan’s lower inflation.

Improved profitability is being
delivered without any associated
increase in leverage, and starting
to look more sustainable – and
deliberate.

One of the reasons why lower interest rates
seemed to do little for growth is probably that
the efficiency of capital is not a major driver of
business decisions: tweaking interest rates just
doesn’t move the decision dial.
Japanese business was more profitable in the
more distant past, before 1990 in particular.
But that was a by-product of growth under the
government model, not the major objective.
Investors were tolerated rather than courted,
and capital was something to be used rather
than rewarded. As recently as the noughties,
shareholders were the subject of some famously
disparaging comments made by bureaucrats. At
the bottom of this disdain was probably a dislike
of markets’ short-termism, perceived or real.
Shareholder value can be pushed too far. The
single-minded pursuit of profitability can be
socially damaging and counter-productive. The
wilder claims made for unfettered capitalism
have long since been quietly shelved in pursuit of
a middle way. But Japan’s corporate governance
often placed owners’ interests at the very
bottom of the pile.

We are less convinced by the more obviously
cosmetic changes, such as the introduction
of the “400” stock index. However, improved
profitability is being delivered without any
associated increase in leverage, and starting to
look more sustainable – and deliberate.
In particular, it has continued to improve even
without the yen falling further, and we are
viewing Japan more positively – because while
many valuations have risen and converged,
Japan is still trading at a discount not just to
its own history, but to the rest of the developed
world. The months ahead (not the calendar!) will
tell us if the trend is persisting.

Figure 3: Japan turns capitalist

Figure 4: Performance and valuation
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Economy and markets: background
Growth: major economies

G7 inflation

Business optimism: standard deviations from trend
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