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Current themes look set to continue 
There were a number of unpredictable events during 2016 which the equity markets took in their stride. Volatility 
around these major political events created opportunities for investors and we believe this may well be the case 
again in 2017. We say this not because the politics are unimportant but because the backdrop for the global 
economy - the key driver for equities - is robust and improving, particularly given the likely stimulative effects of the 
new Trump administration. 

Closer to home, lead indicators for the European economy are strong and corporate earnings look set to grow at 
their fastest rate for five years. Valuations remain attractive relative to history and other developed markets. We 
expect the recent thematic rotation towards value will continue given the more optimistic outlook and pick up in bond 
yields. 
 

Strong Q4 for European equities 
The European market delivered good returns in Q4, up 5.5% in local currency, driven by a continuation of the value 
recovery trade which gathered momentum after Donald Trump won the US election. Bond yields have been rising 
since the third quarter as inflation expectations picked up, driven by higher oil and commodity prices and the more 
favourable growth outlook.  

For the quarter, the market was little changed in US dollar terms given the 6% appreciation of the dollar versus the 
euro as the US interest rate cycle turned. This is expected to continue given Trump’s expansionist agenda. At the 
sector level, energy and financials were strongest, followed by materials. Consumer staples and utilities performed 
poorly, both down 10% versus the market. 

Energy and materials were the best performing sectors for the year while telecoms and healthcare fared the worst. 

At the country level, Italy performed very well in Q4, up 17.6% after a rally that followed Matteo Renzi losing the 
constitutional referendum. Much of the ‘bad’ news and uncertainty was already in the price. Despite the Q4 rally, 
Italy remained the worst performing country for the year at -6.5%, the only declining market in Europe last year. 
France and Germany performed well with total returns of 8.9% and 6.9%, albeit with all the return coming in the 
fourth quarter.   

While the FTSE 100 was strong in sterling terms (up 19.1%) the appreciation was much more modest in euros at 
+2.8% for the year or +5.7% for Q4. 

 
Value versus growth 
In the second half of 2016 we saw a reversal of fortunes for quality growth1 companies, initially driven by the pick-up 
in inflation expectations following the increase in energy and commodity prices.  

In addition, the Trump victory has been taken well by the equity markets given his reflationary and expansionist 
commentary throughout the election campaign. The importance of gaining an understanding of exactly what’s going 
on in Washington cannot be underestimated as we try to navigate the markets over the coming year.   

To this end, our very own David Docherty, a core portfolio manager from our Pan European team, has just spent a 
week on Capitol Hill meeting with officials and policymakers to give us a valuable insight into Trump’s intentions. We 
have a separate section later in this review which details his findings.    

 

 

 

                                                 
1 Quality stocks are characterised by a number of attributes including credible management, a strong balance sheet, earnings stability. 
Growth stocks tend to increase in capital value rather than yield high income. 
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The 5-year/5-year2 chart above shows how inflation expectations have picked up and the chart is similar for bond 
yields, particularly in the US. Rising yields suggest increased economic activity and are typically beneficial for 
cyclicals and financials given improving pricing power for economically sensitive companies and increasing interest 
rate spreads for banks.  

These sectors have been positioned firmly within the ‘value’ camp which explains the recent underperformance of 
quality growth stocks. We believe this trend is likely to continue through 2017 and therefore, as we’ve highlighted 
before, the extended valuations of sectors such as consumer staples are likely to compress relative to banks and 
other cyclicals. 

 
                                                 
2 The 5-year/5-year forward inflation expectation measures the expected inflation rate (on average) over the five-year period that begins 
five years from today. This is an inflation measure favoured by the European Central Bank.  



Schroders EuroView January 2017 

 

3 

 

Point of maximum uncertainty 
The Warren Buffett adage “be greedy when others are fearful” would have served investors very well during 2016 
and we believe there will be plenty of volatility - and thus opportunity - during 2017. The following charts highlight the 
market’s behaviour during three political events last year: namely the UK’s referendum on EU membership; the 
Italian referendum on Renzi’s constitutional reforms; and the US presidential election. 
 
In each case, the subsequent market reaction (despite the very unpredictable outcomes) was favourable for 
investors because the uncertainty had been removed. Given the number of political events in Europe this year, 
investors may well find that comparable situations arise and we would advise our clients to try to take advantage.  
 
There was substantial market volatility during the EU referendum process, and despite the ‘No’ vote the UK and 
European markets quickly adjusted given the uncertainty was over. 
 

 
 

The Italian market was a poor performer in the run up to the Renzi referendum. Even though he lost the vote, the 
subsequent market reaction was significantly positive. 
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Interestingly, many market participants were predicting a negative market reaction in the event of a Trump victory. 
We provide more colour on the rationale for the post-election rally below, but despite the already high valuations, the 
US market moved to new highs after the vote. 
 

 
 
European earnings recovery 
European earnings for 2017 are predicted to show high single digit growth which would be the fastest rate for five 
years. Banks and commodity-related stocks should see substantial growth given very easy year-on-year 
comparatives, whilst other cyclical stocks should benefit from operational gearing3 in a gradually improving 
European and global economic environment. Indeed, earnings revisions have consistently improved over recent 
months (see charts below) and the momentum from the companies in which we invest looks positive for the coming 
quarters. 
 
  

 
                                                 
3 Operational gearing describes the relationship between a firm's fixed and variable costs. Higher fixed costs mean greater operational 
gearing and vice versa. High gearing makes a firm's profits sensitive to a change in sales. 
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In addition to an improving earnings picture, the one-year forward P/E multiple is in line with historic averages at 
around 14x. More importantly we prefer to look at longer term valuation measures such as the cyclically-adjusted 
price-to-earnings ratio (CAPE)4 which is at near trough levels compared to history. 
 
The chart below also illustrates Europe’s relative attractiveness compared to the US which trades at near peak 
levels. It’s a familiar story in Europe where prospective earnings growth and valuations have in the past appeared to 
offer substantial upside, only to disappoint. The difference this year is that we have decent visibility on important 
sectors that are recovering from trough levels. The potential upside for the market is significant if the earnings are 
delivered along with a possible re-rating which, as we’ve highlighted, could be driven by the value segments of the 
market.  
 

 

                                                 
4 The cyclically-adjusted price-to-earnings ratio is defined as price divided by the average of ten years of earnings (moving average), 
adjusted for inflation. 
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The view from the US 
The election of Donald Trump will have major implications for global equities so in order to gain a detailed insight 
into the new Republican administration we sent David Docherty, our core UK Equity fund manager, to Washington 
DC and New York in early January. 
  
David has a detailed knowledge of American history and takes a keen interest in US politics.  He met with a number 
of policy advisors, financial institutions and analysts and came back with a number of conclusions which will help us 
frame our investment thinking in the coming months.  We will be publishing a more detailed piece on his trip but 
here are a few key takeaways: 
  

• There is very real scope for President Trump to undertake deregulation in a way which should be 
conducive to increased economic activity. This is likely to be done through rescinding many of President’s 
Obama’s executive orders and by issuing a number of his own. These will not require congressional 
approval and will lead to a reduction of red tape and lighter enforcement across a range of areas including 
financial services, energy, communications, employment and corporate liability. 

  
• Tax reform looks like the top legislative priority for Trump and congressional Republicans; however the 

path to law will not be straightforward. Indeed, Trump himself has already described as ‘too complicated’ 
the House Republicans’ border adjustment provision, a value added tax on imports. Interest deductibility 
and capital allowances will also be bones of contention on the corporate side while personal taxation 
discussions will stir up a hornets’ nest of issues such as mortgage interest deductions and other 
allowances. The overall direction of travel is nonetheless clear and to this extent investors seem some way 
from fully discounting the positive effect of lower tax rates and higher capital allowances. From an 
investment perspective, we feel sure that many stock and sector opportunities will emerge while the tax 
reform process plays out and expectations evolve. 

  
• Healthcare reform is essential for Trump and the Republicans given the importance of the issue during the 

campaign. Indeed, Congress has already started the ball rolling for repeal with the incoming president 
triumphantly tweeting that ‘the Unaffordable Care Act will soon be history’.  Replacement will be a far more 
challenging task given numerous cost and coverage issues while likely coalition-building with Democrats 
means there is a non-trivial possibility that Medicare drug price negotiations might be written into 
law.  Given this backdrop, we would therefore be mindful of the risks to ‘big pharma’ even after recent 
underperformance. 

  
• Repeal of the Dodd-Frank framework of financial regulation is unlikely any time soon given other 

priorities. Nonetheless, a relaxation of regulation and enforcement is highly likely and will encourage greater 
lending activity. This in turn should be growth-friendly and, to the extent that this abets the normalisation of 
government bond yields, the banking sector should start to make improved returns. On this basis, generally 
low valuations should provide a favourable basis for continued outperformance despite the sector’s recent 
rally. 

  
• On infrastructure spending, Trump has promised ‘to fix our inner cities and rebuild our highways, bridges, 

tunnels, airports, schools, hospitals’ but early progress looks unlikely since the scarce resources of votes, 
money and time are being applied instead to the key priorities of taxation and healthcare. With many 
lawmakers opposed to infrastructure spending, we believe it is important to be vigilant on the valuations of 
construction and materials stocks which have performed particularly well in the wake of the election.    
 

• Trump’s protectionist rhetoric is a concern for asset markets. Trade has been a preoccupation of his for 
many years and a number of his appointees have hard line reputations in this area. It is telling, however, 
that his newly formed National Trade Council has been tasked with advising him on ‘innovative strategies in 
trade negotiations’, thereby suggesting that the administration may talk tough but be pragmatic enough to 
avoid a trade war. The nomination of a long-time friend of President Xi as ambassador to China appears 
consistent with this. The tail risk of a global trade war is by no means discounted by markets but our sense 
at this stage is that, while some trade frictions are inevitable, such an outcome is likely to be avoided. 
 

 

Outlook 
The recovery in corporate earnings is likely to be the key factor driving European markets higher this year. The 
underlying economic recovery is continuing at a slow pace and a number of important sectors such as banks and 
commodities will see profits recover from depressed levels. 
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Valuations in Europe remain attractive relative to history and other developed markets which gives some scope for a 
re-rating on top of the earnings improvement. 
 
There are a number of significant political events in Europe this year which will create volatility but we would advise 
our clients to be opportunistic and try to take advantage of periods of weakness – a strategy that would have served 
well in 2016. 
 
We live in a dynamically changing world and the new US president will no doubt create opportunities and threats for 
our investments. As a global firm we use our reach and resources to maximise the opportunity set to generate alpha 
(outperformance versus the benchmark) for our clients. The recent market rotation clearly demonstrates the dangers 
around passive, momentum investing where the trade becomes very crowded.  
 
We wish all of our clients a very prosperous 2017. 
 
 

Past performance is not a guide to future performance and may not be repeated. The value of investments and the income 
from them may go down as well as up and investors may not get back the amounts originally invested. Exchange rate 
changes may cause the value of any overseas investments to rise or fall. 
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