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The economic implications of Donald Trump’s surprising election victory remain

unclear. That has not stopped financial markets from betting on favourable

outcomes, driving equity markets and the US dollar higher. We would note that

not only optimism has increased lately but also the potential for disappointment.

On January 20, Donald Trump will be sworn in on the
steps of the Capitol Building in Washington as the 45™
president of the United States. That much seems certain.
Not at all certain, however, are the policies president-
elect Trump will pursue once he takes office. Ignoring the
very considerable ambiguities about his fiscal, trade and
regulatory policies, financial markets seem to have set-
tled on an upbeat response to the election. Equity prices
have surged, interest rates have risen and the US dollar
has strengthened further, especially against most emerg-
ing markets currencies.

Sector-specific jump in US equity prices

On the first trading day after the election, after initially
sagging, US stock markets revived and closed substan-
tially higher. Optimism has persisted in the weeks that

followed, with all major US stock indices posting record
highs. The biggest winners so far are in the sectors that
appear most likely to profit from candidate Trump’s
economic pronouncements. His vows to invest in in-
frastructure and increase defence spending have boost-
ed share prices in the industrial and energy sectors. Fi-
nancials have also surged, as investors recall Mr
Trump’s pledge to dismantle the regulatory constraints
imposed after the 2008 financial crisis.

Improving economic sentiment

Along with the positive reaction on financial markets,
post-election economic sentiment indicators have also
tended higher. The improvement in consumer senti-
ment was most pronounced. Add the rising business
sentiment indicators and the outlook for the overall US

Fig. 1: US economy operating at full capacity already
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economy can look quite promising. But a closer exam-
ination of the storyline about a reviving US economy
reveals some flaws. First of all, even as business senti-
ment seems to have regained positive momentum af-
ter a phase of weakness in early 2016, actual invest-
ments by businesses have yet to show any significant
improvement. Corporate spending on equipment,
which we find is a reliable leading indicator for the
overall economy’s growth outlook, has in fact declined

for four consecutive quarters.

US economy already at full potential

Another damper on our enthusiasm stems from our as-
sessment that even if improving business sentiment
manages to revive corporate spending, we think a sig-
nificant surge in US GDP growth rates - implicitly an-
ticipated by bullish stock market investors - seems un-
likely. Despite weak business spending, the overall US
economy has been running at its long-term potential
for quite some time. We see simply not much untapped
potential for the US economy to grow.

The output gap as illustrated in figure 1 measures
the difference between an economy’s actual and poten-
tial performance. The latter is determined by rather
long-term factors such as demographic trends or the

impact of productivity gains. The output gap naturally
increases inrecessions, asitdid in 2008-09. Seven years
later, the output gap has closed.

This does not mean that growth rates above trend,
currently at annually 1.5 percent, are impossible. As it
did so convincingly before the US housing bubble burst,
the US economy could again operate above its trend
GDP for some time. Still, our calculations show that
when the output gap closes, it becomes increasingly
difficult for an economy to sustain an economic up-
swing with growth above the long-term trend rates.
Furthermore, at this stage in the business cycle, a pick-
up in growth rates is usually accompanied by higher
inflation rates, leading in turn to higher interest rates.

Rising US inflation to continue

Our optimism is also constrained by our assessment
that, regardless of the election’s outcome, inflation is
likely to continue to rise in the US over the coming
months. We look for the inflation effects of the vola-
tile oil price to turn positive, after two slumps in the
past two years. Thus, we expect US inflation to contin-
ue to rise as we move into 2017. In the first quarter, we
think an overall US inflation rate above 2.5 percent is
plausible. This, in turn, is likely to trigger an increase

Table 1: Macro economic estimates

Inflation in %

Real GDP growth in %

2014 2015 2016E 2017E 2016A 2017A 2014 2015 2016E 2017E 2016A 2017A

USA 24 2.6 1.5 2.0 -0.0 -0.2 1.6 0.1 1.4 24 0.2 0.1
Euro area 1.2 1.9 1.6 1.6 0.0 0.3 0.4 0.0 0.2 1.2 -0.0 -0.1
Germany 1.6 1.5 1.8 1.8 -0.0 0.5 0.9 0.2 0.5 1.5 0.1 -0.0
France 0.7 1.2 1.3 1.5 -0.0 0.3 0.5 0.1 0.2 1.2 -0.0 0.0
Italy 0.2 0.6 1.0 1.2 0.2 0.5 0.3 0.0 0.0 1.0 0.1 0.2
Spain 1.4 3.2 34 2.5 0.3 0.4 -0.2 -0.5 0.0 1.0 0.4 -0.3
United Kingdom 3.1 2.2 2.0 1.0 0.1 0.1 1.5 0.0 0.8 25 -1.0 -0.5
Switzerland 2.0 0.8 1.5 1.5 -0.0 0.1 -0.0 -1.1 -0.4 0.5 -0.0 0.2
Japan -0.1 0.6 0.8 0.5 0.2 -0.4 2.7 0.8 -0.2 0.0 0.0 -0.4
Brazil 0.1 -3.8 -3.56 2.0 -0.3 0.8 6.3 9.0 9.0 7.5 1.9 2.3
China 7.3 6.8 6.0 6.0 -0.6 -0.3 -0.6 -0.5 1.9 2.8 -0.0 0.9
India 7.0 7.2 7.5 7.5 -0.1 -0.2 6.7 4.9 5.4 5.0 0.3 -0.1
Russia 0.7 -4.5 -0.7 1.0 -0.1 -0.2 7.8 18 71 5.0 0.8 -0.3
World (PPP) 2.7 2.6 24 2.6 - - 3.2 2.8 2.1 2.7 - -

E Estimates Wellershoff & Partners

Source: Thomson Reuters Datastream, Wellershoff & Partners

A Deviation from Consensus (Consensus Economic Forecasts)
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Fig. 2: Rising US inflation rates set to continue
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Fig. 3: Fears on US protectionism understandably the highest in Mexico
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If candidate Trump’s wild campaign
had a recurring topic, than it was his
inflammatory rhetoric on implementing
protectionist measures. Thus it is no
surprise the Mexican peso has suffered
most of all emerging markets curren-
cies since the US election. The Mexi-
can economy is the most exposed to
the United States. Exports to its north-
ern neighbour are equivalent to over
25 percent of its own GDP. Except for
Canada, exports to the US are less
than 5 percent of GDP in most other

major economies.

Fig. 4: Surge in emerging markets’ economic sentiment indicator
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Economic indicators have improved
steadily in emerging marktes over the
course of 2016. Besides a stabilisation
in China, this increase was vastly
caused by increasing optimism in Bra-
zil and Russia. Although both econo-
mies are still contracting at the mo-
ment - GDP decreased by 0.8 and 0.6
percent in the third quarter, respec-
tively - we think the return to positive
growth is only a matter of time. Un-
doubtedly, in both cases stabilisation
of commoditiy prices in the first half of
2016 supported the recovery.
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in capital market interest rates. Facing higher infla-
tion expectations, we think the Fed or more specifical-
ly its FOMC’s voting members are likely to raise its pro-
jected interest rate path for 2017.

Donald Trump’s election has delivered another boost
to inflation expectations. This is because even if policy
specifics are still missing, his campaign promises to
increase spending and cut taxes makes one thing abun-
dantly clear: the US government’s deficit seems likely

to expand markedly in the coming years.

The dollar’'s mispricing grows starker

As inflation and the federal funds rate make its way
upward, we think that the rising trend in capital mar-
ket interest rates, underway since last summer, is like-
ly to continue. Given the broad expectation that US in-
terest rates will rise sharply, the US dollar gained in
value against all major currencies. These latest gains
further expand the US dollar’s longstanding overvalu-
ation versus the euro according to purchasing power
parity (PPP), a method determining long-term equilib-
rium prices for currency pairs using inflation rate dif-
ferentials. The dollar’s current overvaluation versus
the euro amounts to more than 15 percent, which we
think suggests interesting investment opportunities.

Protectionism fears weigh on EM currencies

While Trump’s election victory can so far be regarded
as a positive for the US economy, it has hammered
emerging markets currencies. No wonder: if Trump’s
campaign had a recurring topic, it was his inflamma-
tory rhetoric promising a wave of protectionist meas-
ures. Thus it is no surprise that the Mexican peso has
suffered most of all the emerging markets currencies,
given Mexico’s vast economic exposure to the US. Over
a quarter of its GDP derives from exports to its north-
ern neighbour. Other losses in emerging market cur-
rencies were largely related to their exposure to dollar-

denominated debt.

Recovery is underway in Brazil and Russia

Putting the turbulence on FX markets aside, the eco-
nomic outlook has been improving in most of the larg-
est emerging markets. Although their economies are
still contracting, sentiment indicators in Brazil and
Russia clearly show that recovery has been underway
for several months now. As in Brazil, Russia’s brighter
outlook reflects the rise in crude oil prices, which also
helped to insulate the ruble from the strengthening US
dollar. Nevertheless, the ruble remains largely over-
valued to the US dollar, according to PPP.

Fig. 5: FX performance and valuations
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Disclaimer

This report has been exclusively prepared and published by Wellershoff & Partners
Ltd for Perpetual Wealth AG. This publication is for your information only and is
not intended as an offer, or a solicitation of an offer, to buy or sell any investment
or other specific product. The analysis contained herein is based on numerous as-
sumptions. Different assumptions could result in materially different results. Cer-
tain services and products are subject to legal restrictions and cannot be offered
worldwide on an unrestricted basis. Although all information and opinions ex-
pressed in this document were obtained from sources believed to be reliable and
in good faith, no representation or warranty, express or implied, is made as to its
accuracy or completeness. All information and opinions indicated are subject to
change without notice. Some investments may not be readily realizable if the mar-
ket in certain securities is illiquid and therefore valuing such investments and iden-
tifying the risks associated therewith may be difficult or even impossible. Trading
and owning futures, options, and all other derivatives is very risky and therefore re-
quires an extremely high level of risk tolerance. Past performance of an investment
is no guarantee for its future performance. Some investments may be subject to
sudden and large falls in value and on realization you may receive back less than
you invested or may be required to pay more. Changes in foreign exchange rates
may have an adverse effect on the price, value or income of an investment. We are
of necessity unable to take into account the particular investment objectives, finan-
cial situation and needs of our individual clients and we recommend that you take
financial and/or tax advice as to the implications (including tax liabilities) of invest-
ing in any of the products mentioned herein. This document may not be repro-
duced or circulated without the prior authorization of Perpetual Wealth AG or
Wellershoff & Partners Ltd. Perpetual Wealth AG and Wellershoff & Partners Ltd.
expressly prohibits the distribution and transfer of this document to third parties
for any reason. Neither Perpetual Wealth nor Wellershoff & Partners Ltd. will not
be liable for any claims or lawsuits from any third parties arising from the use or
distribution of this document. This report is for distribution only under such cir-

cumstances as may be permitted by applicable law.

About us

Perpetual Wealth AG is a wealth management boutique offering financial and fami-
ly office services to a sophisticated international clientele. Perpetual Wealth AG is
a member of Aquila & Co., which is regulated by FINMA (Swiss Financial Market
Supervisory Authority) as a security dealer and as a bank. Perpetual Wealth AG is a
member of SAAM, Swiss Association of Asset Managers, and FINMA regulated
with regards to Anti-Money-Laundering regulations.

Wellershoff & Partners Ltd is an independent consulting and research company
that focuses on global economics, financial markets and comprehensive risk man-
agement. The internationally operating consultancy was founded in 2009 and is
based in Zurich.
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