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2016 may best be remembered as the year in which Trump
won and the world changed. A real estate developer cum
reality TV star is now leader of the free world. So what has
really changed? The Republican Party now has control of the
White House, the Senate and the House of Representatives,
making the passage of reform potentially smoother than the
troubled partisan years of the Obama administration. The
question becomes which reforms will take centre stage.
Gleaning what we can from Trump’s fluid election platform;
taxation, infrastructure, immigration and trade would appear
to be top of the agenda.

As a real estate developer, the concept of borrowing to build is
not foreign to Trump, so a decent infrastructure spend would
seem a definite. As a CEO, Trump is well versed in the benefits
of a lower corporate tax rate so this would also appear likely
given it plays to the Republican core.

Outside the US the reaction has been one of concern (unless
you are Vladimir Putin) as global leaders wonder how much of
Trump's inflammatory election promises on trade and
immigration were more bluff and bluster than policy. What
does seem probable is that all future trade deals will be done
on a ‘transactional’ basis, avoiding grand bargains like the now
scuppered Trans Pacific Partnership. The US priority is no
longer exporting a value system to the world, but rather
brokering the best deal for itself. This will make geopolitics
more unpredictable.

The market reaction to these potential changes has been
meaningful. The US Dollar has rallied sharply and US Treasury
bond prices have fallen, presumably on expectations that
infrastructure spend and tax incentives will drive growth and
inflation. The equity market response has been more muted,
possibly because the aforementioned market moves place
pressure on company margins. Given the already high
valuations in the US equity market, investors may need to see
actual results coming through in earnings before pushing
markets too much higher.

Given all of the above it seems appropriate to us to maintain
our cautious approach to Developed Market (DM) equities
going into 2017. The suggested reforms do provide a platform
for potential growth, provided they are delivered. But we
remain concerned about the bond market. The current
dramatic re-pricing was overdue, but where does it stop?
Given bond markets have not reflected fundamentals for some
years it is hard to assess how much the increase in inflation
expectations will impact bond prices. If they keep falling, there

is a risk they short circuit the nascent earnings recovery and
negatively impact equity markets as well.

Emerging Market (EM) equities are attractively priced. However,
increasingly tight financial conditions caused by higher rates
and a resurgent dollar are a source of concern given high
levels of leverage. While Trump policies would appear to be an
unmitigated disaster for global trade growth, we believe the
near-term impact could be limited if the focus is on
renegotiation of trade deals rather than on pushing tariffs.
Hence as long as global demand remains supported by China,
and the increasingly likely US fiscal stimulus, we expect to see
a further broadening of the EM economic recovery. The key
however will be whether the right balance can be achieved
between improving global demand and a tightening of
financial conditions. As we believe the jury on this is still out
we would hesitate to go all-in on EM either.

Our view on commodities is more constructive due to
improved supply versus demand fundamentals. Supply
growth has slowed considerably across many parts of the
energy, base metals and agricultural commodity sectors.
Persistent oversupply appears to have been addressed
through production cuts. Deflation in cost curves also appears
to be abating. Hence commaodity price inflation is likely, even if
we see only a marginal acceleration in global growth.

The low rate environment has made Credit a must-own asset
class in global multi-asset portfolios. However, stretched
valuations, duration risk and late cycle fundamentals are
currently significant headwinds for high grade credit, while a
potential pickup in earnings growth and improved access to
credit are potentially powerful tailwinds for high yield credit.
We think it is still too early to reverse our preference for high
grade over high yield because of the uncertainties over
evolution of policy and transmission to growth. At the same
time a significant unknown has appeared in the form of “high
yield tourists” from Europe and Japan given the negative rates
policies of the European Central Bank (ECB) and Bank of Japan
(BOJ). Any signs that they too are about to join the US Federal
Reserve (Fed) in reversing accommodation could lead to a
quick return home for these tourists. This could lead to
significant stress in the high yield bond market. Hence on
balance a neutral view on credit and a wait-and-watch
approach to a potential high grade vs. high yield rotation
would appear to be the most prudent course of action.
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Thus it is not hard to arrive at a constructive view on
commodities, a cautious one on equities and credit, and a clear
preference for cash over sovereign bonds. However this hardly
appears to be a recalibration of views of a magnitude
necessary to navigate a truly changed world. Indeed as we
wrote in our 2016 outlook, signs were already in place for a
energy-led mean reversion in commodity prices. Our views on
equities and bonds remain similarly unchanged. As such it
would be remiss of us to miss noting the significant upgrades
that we have made to our navigation instruments.

First, we've come to conclude that our investment views need
to explicitly account for the following:

o Polls are wrong: Brexit, Trump and the Italian referendum
result are among the profession’s recent failing

e Assumptions are wrong: Bonds and equities cannot be
relied to move in opposite directions to diversify multi-asset
portfolios

e Binary options are fraught with danger: It is sub-optimal
to bet on binary outcomes in a multi-modal world

Second, we identify three potential fault lines along which the
increased uncertainty of outcomes could potentially travel:

e Political risk: Populist movements will continue to
resurface around the world leading to continued pressure
to renegotiate social contracts

o Market volatility: Central banks are less capable of
suppressing yields and volatility amid higher geopolitical
and policy uncertainty

o Safe havens: Cash may be king, however the USD has
strengthened significantly

Third and last we convert the above into an actionable
investment strategy: humility. In an environment where we are
just as likely to get it right as wrong - as is any other investor,
for that matter - we prefer to adopt a diversified approach that
is consistently applied across four broad opportunity sets.

The first two comprise traditional asset class opportunities
across DM and EM while the last two comprise alternative
sources of return harvested through our Relative Value (RV)
and Alternative Risk Premium (ARP) strategies. RV is designed
to opportunistically exploit short-term mispricing across equity
markets, bonds and currencies while ARP such as value,
momentum and carry offer additional sources of uncorrelated
returns. Much like a four-cylinder engine this strategy entails
having different cylinders fire at different times. For instance
EM performed poorly in 2015, but fired in 2016. Our outlook
for 2017 suggests the last two will be increasingly important
drivers of multi-asset portfolios but our humility will keep us
also searching for appropriately priced investment
opportunities across the first two.
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any way.
The information and opinions in this document have been derived
from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor a
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
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distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the objectives,
financial situation or needs of any individual and is not intended to
constitute personal advice, nor can it be relied upon as such. This
material is intended for, and can only be provided and made available
to, persons who are regarded as Wholesale Clients for the purposes of
section 761G of the Corporations Act 2001 (Cth) and must not be
made available or passed on to persons who are regarded as Retail
Clients for the purposes of this Act. If you are in any doubt about any
of the contents, you should obtain independent professional advice

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our website
www.nikkoam.co.nz).
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