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While financial markets have recently been impacted by headlines around trade
conflicts, Brexit, polarising politics, and the sharp fall of some emerging market
currencies, the macro data continue to show above-trend growth in the US. The
emerging markets, despite some obvious exceptions, are at or above trend growth.

We continue to see a strong US economy across a range of
measures, including inflation. Our leading GDP indica-
tor (see Fig. 1) suggests GDP growth in the region of 4 per
cent, double the US economy’s long-term growth trend.
Unsurprisingly, the unemployment rate has declined
from 4.4 per cent a year ago to 3.9 per cent. We are see-
ing the impact of this boom on the prices of goods and
services. The US Federal Reserve’s inflation objective, a
core PCE of 2 per cent (“symmetrically”), has reached its
reference point three times this year. Other measures of
inflation are already higher. PCE inflation stood at 2.3 per
cent in August, compared to 1.5 per cent a year ago. Core
CPI currently stands at 2.4 per cent year-on-year, while
the headline CPI number was 2.9. Clearly, members of
the Fed no longer need to lie awake at night worrying
about “deflation”.

With its growth cylinders firing above long-term poten-
tial, US workers are being paid more. Average annual
earnings are running at 2.9 per cent - the highest level
of increase since summer 2009. Bear in mind, though,
that a wage increase of 2.9 per cent minus a headline
CPInumber of 2.9 per cent equals zero. This means that
real earnings are only just keeping up with inflation -
even with a nominal increase of 2.9 per cent.

Against this background, US monetary policy con-
tinues to be accommodative. A Federal Funds target
rate of 1.75 - 2.00 per cent means that the US central
bank’s reference rate continues to be negative in real
terms and monetary policy thus remains loose. An in-
terest rate in the 2 to 3 per cent range would be needed
merely to compensate for current inflation. This is why
markets expect the US Federal Reserve to continue rais-

Fig. 1: Growth outlook for the US continues to be favourable

6

The survey-based W&P

Economic Sentiment
Indicator for the US econo-
my (the red line) shows
fluctuation at a high level in
recent quarters, and implies
continued strong GDP

Annual growth rates in per cent
o

growth over the next quar-
ter. The blue line represents
the actual, recorded GDP

data. The US is currently
growing well above its
trend growth rate (the grey

line).

-4 Real GDP
— WE&P ESI (fitted)
—— WE&P trend growth
-6 l I I
1995 2000 2005 2010 2015

Source: Thomson Reuters Datastream, Wellershoff & Partners

Perpetual Wealth Quarterly Macro Report 1



ing interestrates, even though Trump has tweeted that
he is not happy with higher rates.

The impact of oil, Turkey, Argentina and Brexit
While the economicrecovery since the start of the finan-
cial crisis has been very slow to arrive, the current phase
of the cycle has shown itself to be remarkably robust.
There have been some potentially toxic headlines to di-
gest along the way — sharp oil price fluctuations, Brexit
uncertainties, trade disputes. But the real economy has
hardly been disturbed by these bumps in the road.

Currently, it is turbulence in some individual
emerging market countries that has been causing con-
cern, particulary in Turkey and Argentina. Whatis the
impact of these troubling stories on the global econo-
my? The developed economies have so far simply
shrugged them off. Economic indicators for the devel-
oped world continue to point to solid growth ahead.
Given that the economic output of Argentina and
Turkey account for less than 3 per cent of global output
collectively, their overall economic importance to glob-
al growth is relatively minor.

Any regional impact from Turkey’s woes on Europe
is also low. As a market for German exports, for exam-
ple, Turkey is only ranked 16®. And the outstanding

debts of Turkish companies and banks are small com-
pared to the European banking system. That said, it
cannot be ruled out that Turkey’s economic problems
could have a noticeable impact on profitability for cer-
tain individual banks. From a broader market perspec-
tive, however, these are not large amounts.

The importance of Argentina for Latin America,
however, is significantly greater. Argentina is the sec-
ond-largest economy in the region. There are several
countries that are in danger of being infected by inse-
curity stemming from Argentina’s woes, including
Brazil, which is currently struggling with weak growth

and volatile politcs.

Brexit weighs on Sterling
The value of Sterling against the US dollar and its pur-
chasing power parity can be seen in Figure 5. It can
clearly be seen that, since the Brexit referendum, the
pound has become markedly undervalued relative to
its purchasing power parity rate. The most recent po-
litical uncertainties have reinforced this weakness.
The negotiations about Britain’s exit from the EU
are entering their decisive phase. The negative effects
of a hard Brexit are becoming clearer and should con-
tinue to weigh on the pound unless that option is re-

Table 1: Macro economic estimates

Real GDP growth in %

Inflation in %

2016 2017 2018E 2019E 2018A 2019A 2016 2017 2018E 2019E 2018A 2018A

USA 1.6 2.2 2.9 2.3 0.0 -0.3 1.3 2.1 2.7 25 0.2 0.3
Euro area 1.8 25 2.0 1.4 -0.1 -0.4 0.2 18 1.8 1.9 0.1 0.3
Germany 1.9 25 2.1 1.7 0.1 0.0 0.5 1.7 1.9 1.8 0.0 -0.1
France 1.1 2.3 1.6 1.3 -0.1 -0.4 0.2 1.0 2.0 2.0 0.1 0.4
Italy 1.0 1.6 1.2 0.9 0.0 -0.2 -0.1 1.2 1.3 1.7 0.0 0.3
Spain 3.3 3.1 2.9 1.7 0.2 -0.6 -0.2 2.0 1.8 2.0 0.0 0.3
United Kingdom 1.8 1.7 1.3 1.3 0.0 -0.2 0.6 2.7 25 2.3 0.1 0.2
Switzerland 1.4 1.1 3.0 2.0 0.8 0.3 -0.4 0.5 1.1 1.2 0.1 0.2
Japan 1.0 1.7 1.1 0.9 0.0 -0.3 -0.1 0.5 1.0 1.0 0.1 -0.1
Brazil -3.5 1.0 0.8 1.3 -1.0 -1.2 8.7 3.4 3.6 4.5 0.1 0.3
China 6.7 6.9 6.6 6.0 0.0 -0.4 0.6 -0.5 2.3 2.4 -0.2 -0.2
India 7.1 6.6 7.6 7.4 0.3 -0.1 4.9 3.3 4.6 5.0 -0.4 0.0
Russia -0.2 1.5 1.5 1.0 -0.2 -0.5 7.1 3.7 2.7 Si5 -0.1 -0.2
World (PPP) 3.2 3.7 3.8 3.6 -0.1 -0.3 2.8 3.0 3.6 3.5 0.1 0.1

E Estimates Wellershoff & Partners

A Deviation from consensus economic forecasts

Source: Consensus Economics, Thomson Reuters Datastream, Wellershoff & Partners
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Fig. 2: Prices on the rise in the US
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The US Fed's preferred inflation target
is 2 per cent for “core PCE”. This num-
ber was reached three times so far this
year. Another measure, the core CPI
number, is now at its highest level in
ten years with 2.4 per cent, and the
headline CPI rate stood at 2.9 per cent,
the highest since early 2012.

Fig. 3: Emerging markets slightly weaker

10 4

Annual growth rates in per cent
IS

| —— Real GDP

—— WE&P ESI (fitted)
—— WE&P trend growth
-2 \ I I I
1995 2000 2005 2010 2015

Unlike the US, the forward-looking
growth indicators for the emerging
markets (the red line) suggest trend
growth (the grey line), which points to
GDP growth that is somewhat slower
than recently recorded (the blue line).

Fig. 4: Emerging market currencies at historic levels of undervaluation
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The undervaluation gap for a diversi-
fied basket of emerging market curren-
cies against the US dollar stood at
around 44 per cent in August 2018
(based on monthly data). By historical
standards, this is an extreme level of
undervaluation.
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versed or moderated, which still seems possible. The
collateral damage for Europe is above all cyclical. But
more is at stake for Switzerland.

Economically, a hard Brexit would also be a setback
for the Eurozone. Cyclically, we would have to expect
a damper in the economies closely intertwined with
the UK, namely Germany, Belgium and the Netherlands.
Structurally, however, the euro could even gain in sta-
bility, because it would be clear what disadvantages a
withdrawal from the EU could have. For Switzerland,
too, much depends on the outcome of the Brexit pro-
cess. The direct political impact will affect the political
calculus as to what kind of special arrangement
Switzerland could obtain from the EU. Indirectly, Brexit
might already be having an impact today because the
franc, which has strengthened in parallel with the
weakness of sterling, could further delay a normalisa-
tion of the SNB’s monetary policy.

Emerging market currencies and spillovers

As can be seen from Figure 4, a diversified basket of
emerging currencies is currently at its most extreme
levels of undervaluation, relative to purchasing power
parity, since the start of the century. The valuation gap
against the US dollar and the Swiss franc for this diver-

sified basket stood at around 44 per cent in August 2018,
30 per cent against the euro and 15 per cent against a
weak British pound. Emerging market currencies are
weak across the board, therefore. This weakness also
happened relatively quickly. In January of this year, the
gap still stood at 11 per cent against the US dollar.
However, even though notable exceptions such as

Turkey and Argentina are currently struggling, most
emerging markets remain at or above trend growth.
Sentiment is slightly lower than actual GDP and eco-
nomic confidence in the advanced economies, but the
fact remains that most emerging economies are in a
better shape today than they were towards the begin-
ning of the century. For example, the vast majority of
them are no longer dependent on foreign capital and
in fact export their own. In our view, the current situ-
ation in EM financial markets is driven more by mar-
ket sentiment than economic fundamentals. Curren-
cies do not keep drifting away from their underlying
value forever. At some point the currencies become so
cheap that physical arbitrage becomes possible. The
current valuation gap offers investors an opportunity.

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 Wel-
lershoff & 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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