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THE TRUMP RALLY
Donald Trump: an outspoken and egotistical
real estate mogul and reality television
personality turned President of the United
States? We opened the feature article in May
2016’s Investment Environment Report with
the exact same sentence. Back in May, Trump
had already beaten 16 other presidential
hopefuls in the race to be the presumptive
Republican candidate, but the likelihood of him
winning the election still seemed highly
unlikely. Fast forward six months and we are
just days away from President-elect Trump
becoming President Trump.
How did we get here? How did an outspoken
businessman who seemed on a path of selfdestruction throughout his campaign win an
election that makes him the most powerful
person on the planet? It seems ironic that a man
who cannot seem to make responsible decisions
with regards to his hairstyle will be able to make
decisions on behalf of close to 320 million
people. That said, the world is currently in a
‘wait-and-see’ mode, trying to understand what
the next four years have in store.
In the days leading up to the 8 November 2016
election, markets were relatively subdued,
having fully priced in a Clinton victory. As the
votes were being counted and a Trump
presidency started looking likely however, the
markets went on a wild-ride, with the typical
signs of a risk-off event coming through. As
measured by the futures market, global stock
markets were well down and traditional safehaven assets experienced significant rallies.
Given the magnitude of the election, as well as
the importance of the US President in
geopolitical affairs globally, we expected the
risk-off event to last much longer than it did.
Within hours, the market sentiment did a 180
degree turn, equity markets were rallying (and
have not stopped rallying since) and bond yields
increased (and have stayed elevated since).
In this month’s feature article, we delve into the
how and the why of what has come to be known
as the ‘Trump rally’. Can it really be sustained,
given that equity markets were already
overpriced before Trump won the election?
Will there be a correction once Trump takes
office, and if so, when? We will discuss the
potential implications of a Trump presidency
sitting in the Oval Office at both a
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macroeconomic and global financial level. First
though, we provide a brief analysis of why
Trump won and what has been keeping him
busy since the election.

1.1 A
Surprisingly
Campaign

Successful

Donald Trump has never known anything but
extreme wealth. He was brought up in a wealthy
family, the son of a real estate mogul in his own
right, Frederick Trump. Donald got his start in
business by working at his father’s real estate
company, and in 1971, he took control of his
father’s apartment rental company. Over the
years since, he made a name for himself as a
brash and boisterous businessman that
accumulated wealth in large part because his
name is Donald Trump.
Throughout his campaign, many Americans
rallied behind Trump, particularly those of the
blue collar working class who feel as though
they have been left behind in the world’s
adoption of globalisation. Trump’s upbringing
and professional career make him seem like an
odd choice for such Americans. It was Trump’s
campaign slogan of ‘Make America Great Again’
that appealed to this group of voters however,
as well as the fact that Trump is a businessman
rather than a lifetime politician.
Understanding the current demographics in the
US helps to grasp the Trump victory. The
frustration of many Americans, particularly
those that are in the lower and middle classes
and have lived long enough to know what the
‘American dream’ represents, allowed them to
overlook Trump’s flaws. The American dream
represents an era in the post-World War II
boom in which it was believed that if you work
hard, then you will get wealthier and in turn
your standard of living will improve. Since the
end of the boom however, average wages
adjusted for inflation have remained mostly flat
while the lowest earning population is worse off
in real terms. According to data from the US
Census Bureau, approximately 40% of families
in the US have seen very little or no increase in
their real income since the 1980s. Over the
same period, the top 20% of families (by
income) have seen a 30% increase in their real
income and the top 10% have seen a 60%
increase in their real income. As a point of
contrast, from 1947, immediately following the
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war, to the mid-1970s, real family income in the
US was increasing at roughly the same pace for
all income groups.
Similar metrics are
presented in the tables below, which show that
Chart 1: Cumulative Percent Change in US Real
Hourly Wages, 1979 - 2014

the rich have been getting richer and the poor
poorer, exacerbating income inequality and
frustration among the lower class.
Chart 2: Income Distribution of Households in
the United States, 1971 - 2015
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Throughout his campaign, Trump spent a great
deal of time addressing those most affected by
the worsening income inequality.
The
offshoring of the manufacturing sector as a
result of more open borders and trade have
been blamed for much of this. Trump spent a
considerable amount of time campaigning in
states in what is considered the ‘Upper
Midwest’, the states surrounding the Great
Lakes, including Michigan, Ohio, Pennsylvania,
and Wisconsin. In recent elections, these states
have voted Democrat, however Trump was able
to engage the voters in these important states
and drummed up much support in these ‘Upper
Rustbelt’ states, similar to the support that he
had throughout the rest of the ‘Rustbelt’ (the
states in the North-Eastern US that experienced
significant economic decline, population loss,
and urban decay due to the shrinking of its
industrial sector). Repeatedly, Trump attacked
Hilary Clinton’s support of the North American
Free Trade Agreement (NAFTA), arguing that it
decimated the industrial industry in these
states, severely impacting the livelihood of the
people employed in the industrial sector. This
area of the United States was once very much
middle class, but is now a struggling lower class.
At one campaign event, Trump stood in front of
a Ford Motor factory in Michigan.
He
threatened that if he were to be elected and the
company went ahead with its plan to close the
factory and move the operation to Mexico, he
would impose a 35% tariff on any Mexican-built
cars that are imported into the United States.
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This is exactly what voters who have had their
livelihoods so severely impacted want to hear.
On 8 November, Trump went on to win the
electoral college vote in all four of these states.
While there is certainly more to Trump’s win
than just the voter sentiment in these four
states, it shows that 2016 will go down as the
year that voters voted with change in mind. This
holds particularly true for those that feel as
though they have lost something in recent
decades, whether it be jobs, real income, or
status. While voting for Trump meant having a
complete wildcard as President, it is likely to
guarantee more of a change from status quo
than a Clinton presidency would have provided.

1.2 Trump’s Been Busy
If the two months between the election and
Trump’s inauguration are any indication of
what the next four years will look and feel like,
we may be in for a wild ride. Trump has been
busy naming the key members of his staff as
well as appointing the secretaries of
government departments. One of Trump’s
campaign promises was to ‘drain the swamp’, a
quip made pandering to anti-establishment and
anti-Washington sentiment, to show his intent
for ridding the government of what he
perceived to be corruption and dishonesty. In
part, the phrase originates from Ronald
Reagan’s use of it in 1980 when he called for the
draining of the swamp of bureaucracy in
Washington. The repeated use of the phrase by
Trump suggested that he would be ridding the
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cabinet of lifetime politicians and replacing
them with businessmen like himself.

presidential campaign. The choice of Bannon
has been highly criticised given his involvement
in the news website that is essentially a forum
for hate speech, including white nationalism,
anti-Semitism, misogyny, and hatred for
immigrants.

Interestingly, Trump’s first announcement was
naming Reince Preibus as his Chief of Staff.
Preibus is the Chairman of the Republican
National Committee (RNC) and a high flyer in
the
Washington
community.
This
Otherwise, Trump has filled his cabinet with a
announcement came as a bit of a surprise given
wide range of characters, although there is a
Preibus’ status as a Washington insider,
particular focus on military stalwarts, Wall
however it was viewed as an acceptable choice
Street hotshots, political outsiders, and overall,
by the broader Republican party. Trump
mostly Caucasian men. A high level summary of
complemented his choice of a heavyweight
some of Trump’s more notable staff and cabinet
politician with ultra-right wing news executive
appointments are listed in the table below.
Steve Bannon. Bannon is an executive of
Breitbart News and was the CEO of Trump’s
Table 1: Trump’s Notable Cabinet and Staff Appointments
NAME

APPOINTMENT

MAIN EXPERIENCE

REX TILLERSON

Secretary of State

CEO of Exxon Mobil

NOTEWORTHY FACTS

•
•
•

STEVE BANNON

Chief Strategist

Trump’s Campaign
CEO,
former
chairman
of
Breitbart News

JARED KUSHNER

Senior Adviser

Property developer
and publisher

•

•

•

REINCE PRIEBUS

Chief of Staff

Chairman
of
Republican National
Committee

STEVEN MNUCHIN

Treasury

Partner and hedge
fund investor at
Goldman Sachs

JEFF SESSIONS
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Attorney General

TOM PRICE

Health &
Services

SCOTT PRUITT

Environmental
Protection Agency

Human

Attorney General of
Alabama, US Senator

Orthopaedic
surgeon, Republican
Congressman from
Georgia
Attorney General of
Oklahoma

•

•

•
•

•
•
•

•
•

Has spent career in search of oil and gas
agreements in troubled parts of the world
Close ties to Russian government
Russia awarded Tillerson its Order of
Friendship in 2013
Breitbart News is a forum for hate speech,
including white nationalism, anti-Semitism,
misogyny, immigrant hatred

Donald Trump’s son-in-law, so the
appointment has come with criticism
regarding nepotism
Inherited father’s property empire, very
similar career start as Trump himself
The choice of Preibus was seen as a signal
that Trump will be willing to work with
Congress once he takes office
Known as ‘foreclosure king’ for buying up
distressed
mortgages
and
evicting
thousands of homeowners during the
financial crisis
Hollywood movie producer
Has opposed nearly every immigration bill
that has come before the Senate, including a
path to citizenship for illegal immigrants
Has also fought against legal immigration
Vocal critic of Obamacare
Attempted to defund Planned Parenthood
through a budget manoeuvre

Climate change sceptic
Currently part of legal action waged by 28
states against the EPA to halt the Clean
Power Plan
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LINDA MCMAHON

BEN CARSON

MIKE POMPEO

•

Small
Business
Administration

Entertainment
Executive

Housing and Urban
Development

Retired
paediatric
neurosurgeon

CIA Director

Former army officer,
Congressman from
Kansas

•
•
•
•

•

For decades, ran the pro-wresting league,
WWE, with her husband
Spent millions of dollars on runs for Senate
Donated millions to Trump’s campaign and
his foundation
No government experience (despite run for
Republican nomination)
A critic of government welfare, has called
for charities to take the burden of welfare
needs
Vocal critic of Clinton’s private email server
use, her handling of 2012 attacks in
Benghazi

Since the election, Trump has certainly not
abandoned his Twitter account either. In the
lead-up to the election, both candidates used the
social media network to campaign, to attack
their opponent, and to spread their messages in
a completely unfiltered way. Since the election,
Trump has continued to tweet regularly, in what
many would say is an inappropriate fashion
given that he will be stepping into the Oval
Office in a matter of days. He has tweeted about
America’s at times rocky relationship with
China, he has played down the impact of
Russia’s involvement in the election, and has
created general confusion for domestic and
international businesses.

cost the government at least US$391 billion.
This tweet sent the share price tumbling, as
seen in the chart below.

On 6 December, Trump tweeted, ‘Boeing is
building brand new 747 Air Force One for future
presidents, but costs are out of control, more than
$4 billion. Cancel order!’. The tweet lacked
context, particularly given that the company is
building two planes, not one, and that national
security requirements have been the primary
driver of higher costs, not Boeing itself.
Nevertheless, the company had over US$1
billion wiped off its market capitalisation from
the tweet. Boeing’s share price has since
rebounded, in large part because of clarifying
statements from the White House and the
company itself.

Source: Bloomberg, Whitehelm Advisers

Trump also used Twitter to lash out at Lockheed
Martin, an American global aerospace, defence,
security, and advanced technologies company
that is responsible for producing much of
America’s fighter jets. On 13 December, Trump
tweeted ‘The F-35 program and cost is out of
control. Billions of dollars can and will be saved
on military (and other) purchases after January
20th.’ The US Government has ordered 90 F-35
Lightning II jets from the company that is set to
5

Lockkeed Martin Share Price
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Chart 3: Lockheed Martin Share Price, 2016
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Trump will not have the ability to renegotiate or
cancel orders of procurement contracts on his
own, although he can certainly propose them. It
is up to Congress to approve such decisions
given that it controls the government’s purse
strings and makes the final decisions about the
government’s budget.
Nevertheless, the
unfiltered way in which Trump has when
voicing his opinions on a social media
application has been unprecedented and has left
the market wide-eyed with anticipation as to
which company or country (or celebrity in the
case of ‘overrated’ Meryl Streep) he will let loose
on next.

1.3 Market Reaction
Despite Trump’s unpredictable cabinet
appointments and his fiery Twitter rampages,
the financial markets have been significantly
less volatile following his election than was
predicted leading up to the vote. In the
following section, we delve into the scope and
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rationale of the market’s reaction to the election
result. We view it in two stages – the first being
the outcome in the hours and days following the
election, while the second entails the impact on
financial markets since. In the latter half of the
feature article, we discuss the next stage of the
Trump rally – can it last? If not, what is the more
likely outcome?

1.3.1

The First Few Hours

As the votes were being counted (late into the
evening in the United States, during open
market hours in Australia), the financial
markets experienced significant volatility. As
polls closed across the country, and the map
started to show signs of being predominantly
Republican red rather than Democrat blue,
markets went on a wild wide. As measured by
the futures market, both the American and
British stock markets were down by 5.5%, the
Japanese stock market was down by 7%, and the
Australian and European stock markets were
down by 5%. A sell-off in the equity markets
was just as expected given the risk-off nature of
an unlikely outcome in such an important
election. Several traditional safe-haven asset
classes experienced significant rallies, including
the Japanese yen and the price of gold. The
initial response in the bond market was a price
rally, with a 10 basis point fall in the yield on 10year US Treasury bonds.
Trump’s victory speech took on a much more
gracious tone than expected, which helped ease
the nerves of investors. Trump’s speech was
more moderate than any speech he gave in the
lead-up to the election, and of particular
surprise, were his words about uniting the
country and being the President for every
American. He also went on to touch on some of
his campaign promises,
‘We are going to fix our inner cities and rebuild
our highways, bridges, tunnels, airports, schools,
hospitals.
We’re going to rebuild our
infrastructure… We will double our growth and

6

have the strongest economy anywhere in the
world.’
His conciliatory speech, including his
expectation for the economy under his
leadership, combined with Clinton’s welldelivered concession speech helped appease
concerns for equity markets and set the stage
for a full rebound. By the time the US market
opened and subsequently closed the day after
the news broke, the market was higher. Markets
that had sold off considerably (including the
Australian share market) almost instantly
recovered lost ground. Markets quickly took the
view that Trump’s proposed policies are likely
to be stimulatory and therefore generate
economic growth and lead to higher inflation
sooner than previously expected. On the back of
this, yields on government bonds moved
considerably higher in the days following the
election (30 basis points on the US 10-year
Treasuries, 2 basis points on Japanese 10-year
government bonds, 15 basis points on 10-year
German bunds, as measured over the period
from 8 November to close of business on Friday
11 November).

1.3.2

Election Day to Inauguration

Since the election, markets have moved on from
the initial panic of what a Trump presidency
means to a seemingly general acceptance that
Trump will kick-start a significant change from
the status quo of low growth and low inflation
despite a long period of stimulative monetary
policy. So far, it seems that investors are over
the moon to have a market thematic that does
not solely revolve around central bank policy
decisions. Trump’s proposed policies (which
we will discuss in more detail in the following
sections), if implemented well, will likely bring
through stronger inflation and growth than was
previously expected. This has been of extreme
benefit to the American stock market, which has
rallied strongly since the initial panic wore off.
This is shown in the chart below.
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The prospect of economic growth and inflation
coming through sooner rather than later is bad
news for the fixed interest market. High
inflation is a nemesis for long-term
bondholders, because it erodes the present
value of the bonds’ fixed interest payments.
Additionally, the potential for high economic
growth makes stocks significantly more
attractive than bonds. During an economic
boom, stocks generally perform well because of
their optionality or participation in upside (by
way of higher revenues and subsequently
higher earnings), and the trade-off between
higher risk and higher returns is more attractive
when the economic backdrop is more
prosperous.
Finally, many of Trump’s proposed policies are
likely to increase the amount of government
debt, which means the US Treasury will need to
increase the supply of Treasury bonds, which, in
turn, will weigh on the bonds’ prices. The effect
that the Trump rally has had on US bonds as
measured by the Barclay’s US Aggregate Bond

7

Index (includes Treasuries, government agency
bonds, mortgage-backed bonds, corporate
bonds, and a small amount of foreign bonds
traded in the US) is shown in Chart 4 above.
As a result, there has been a significant shift of
focus in financial markets, as seen by the shift in
market flows from fixed income to equity shown
in Chart 5 below. Since the election, the total
market capitalisation of world stock markets is
up by about $3 trillion, while the global market
cap of world bond markets is down by about $3
trillion. While this is not a one-to-one transition
because of the impact of the appreciation of the
US dollar since the election, it is evident that
there has been a significant market rotation
since the election. The outlook for the equity
markets is very strong, as we will discuss, while
the opposite is true for the bond market. This
reverses the trend of money moving from equity
funds to fixed interest funds as had been seen at
the start of 2016.
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1.3.3

What has caused the shift?

Since the Federal Reserve paused its
quantitative easing program two years ago (not
undertaking new purchases of bonds, however,
it is reinvesting maturities into further security
purchases), the US equity market has been fairly
flat, moving more in a sideways direction than
upwards. The US equity market, as well as
global markets more broadly, have been reliant
on monetary policy decisions from the world’s
central banks (i.e. ‘the Bernanke/Yellen put’).
Investors have been waiting with bated breath
for the signs that inflation is finally starting to
tick back up and for the Fed to start raising
interest rates. The election of Donald Trump
has reinforced a change in the market’s focus,
from central bank dependency to preparing for
an era of tax cuts, deregulation, and fiscal policy.
After eight years of being guided by the Fed’s
historically low interest rates, this is inevitably
a big shift in market thematic.
It is important to note that so much is still
uncertain when it comes to how Trump will
govern. Inevitably, to anticipate the impact of a

8

Trump presidency, we need more clarity on
Trump’s actual intentions versus his campaign
rhetoric. As Trump flip-flopped so many times
on so many issues in the lead-up to the election,
his plans to ‘make America great again’ need a
significant amount of clarification. Additionally,
despite the US Congress and Senate being
majority Republican, Trump cannot expect to
implement all his extreme right-wing policies
without pushback from many of the more
conservative Republican constituents.
His plans for monetary policy, fiscal policy, and
globalisation (or the reversal of it) are
undoubtedly the most important for investors
around the world. That said, within 24 hours of
the election outcome, markets quickly moved to
a general view that Trump’s fiscal policy plans,
which involve increased fiscal stimulus through
various policy initiatives, outweigh the
negatives of trade protection. Along this
thematic, inflation coming through sooner and
stronger is a likely outcome. We will discuss two
key themes that have underpinned the Trump
rally over the past two months: Trump’s
infrastructure spending and tax reform plans.
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Infrastructure Spending
Investment in infrastructure has typically been
viewed as an essential ingredient for spurring
economic growth given that infrastructure,
including energy, water, transport, digital
communication, and waste disposal networks
are essential to keep a competitive modern
economy
functioning.
Infrastructure
investments can have long-term economic
benefits, including boosting economic growth,
productivity, and land values. Its long-term
capital intensive nature can help to energise an
economy and help tighten the labour force.
Trump has proposed a $1 trillion infrastructure
spending plan, which relies heavily on publicprivate partnerships, rather than more typical
tax hikes or spending cuts elsewhere. Relying
so heavily on public-private partnerships is a
lofty goal, and so too is the backing he will need
from Congress to push this spending bill
through. Nevertheless, investors have digested
this news as positive for the economy, given that
the low interest rate environment is the best
place for Trump and his administration to start
borrowing and building.
Tax Reform
The equity market has also responded
positively to Trump’s proposed tax reform,
particularly his plan to slash corporate taxes. US
corporations pay the highest headline tax rate
among developed countries, at a rate of
approximately 35% (although the actual tax
rate paid is considerably lower than this).
Corporations are taxed on their worldwide
income, but only if the profits are returned to
the United States. This scheme has historically
encouraged companies to set up foreign offices
that allow them to stash their foreign earnings,
avoiding the steep tax rate if they were to
repatriate their earnings instead. Trump has
proposed to lower the corporate tax rate to
15%, as well as providing a one-time tax rate of
10% for the repatriation of corporate profits
held offshore.
Equity markets have reacted positively to the
likelihood of such tax reform because of the
impact that it will have on company earnings
and profits. The tax breaks will encourage
multinational firms to repatriate their foreign
cash holdings. Historically, tax breaks have
been
overwhelmingly
beneficial
to
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shareholders, because corporations have often
used the repatriated cash to buy back their own
shares, boosting their earnings per share
metrics. Since a buyback reduces the number of
a company’s outstanding shares, the company’s
profits per share and earnings per share (EPS)
become inflated. This is true when the price to
earnings multiple for the stock is unchanged.
These increasing measures of profit are what
typically lead to the increase in the share price
(often viewed by market participants as a
different form of return of capital).
While the likelihood of Trump implementing his
proposed tax reform to its full extent is still
uncertain, the prospect of it, as well as its
potential flow-on effects have helped buoy the
price rally of risk assets.

1.3.4

At the Sector Level

Trump’s proposed infrastructure and tax plans,
and the benefits of them, if implemented well,
are clearly underpinning the Trump rally.
Strength in several key sectors in the equity
market have also contributed to the strong
equity market in general. We discuss the
strength of the financial, energy, and small caps
sectors in the following section.
Financial Sector
The persistently low interest rate environment
that the world has been in since the GFC has had
a negative impact on the financial sector of the
equity market, particularly on the banking
sector. Low interest rates weigh heavily on the
profitability of banks. One of the metrics that a
bank’s profitability is measured on is its net
interest margin (NIM), which is typically
measured as net interest income divided by
interest earning assets. The current low rate
environment places significant pressure on
NIMs, and in turn the profitability of global
banks.
Also of detriment to banks’ bottom lines over
the past several years has been the increasingly
strict regulatory requirements that they face. In
line with the Basel III requirements, and with
the implementation of the Dodd-Frank Wall
Street Reform and Consumer Protection Act
that was signed in 2010, American banks have
been forced to progressively build up their
capital reserves. Increasing capital reserves
and reducing leverage directly reduces
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measures of profit. For example, a bank’s return
on equity is reduced as a result of stricter capital
requirements because the share on equity
funding is greater for a given return on assets.
The combination of a low interest rate
environment and the implementation of tighter
capital requirements has caused significant
headwinds for banks around the world over the
past eight years. They have become lowmargin, highly regulated entities, and their
prospects became less optimistic. During
Trump’s campaign, he stated that he would
‘dismantle’ the Dodd-Frank reform, rolling back
the amount of regulation that American banks
face. The short-term impact of dismantling such
reform would likely be very positive for banks,
and combined with raising rates from the Fed, it
could create a strong next few years for the
banking sector. The market’s interpretation that
this is a certainty has been seen in the surge in
the S&P 500 Banks Index as shown in Chart 6
below.
Chart 6: S&P 500 Banks Index, 2016
S&P 500 Banks I ndex (USD)
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Source: Bloomberg, Whitehelm Advisers

tweet ‘The concept of global warming was
created by and for the Chinese in order to make
US manufacturing non-competitive.’ During his
campaign, Trump made promises to withdraw
the US from the Paris climate accord, which was
only ratified in November and requires a threeyear notice period to quit. He also said that he
would cut money spent on climate change aid to
developing countries and would also slash
funding for clean energy.
Since his election, he has been a bit more cryptic
about what he will do regarding the climate
change accord, but he has claimed that he will
lift restrictions upon fossil fuel exploration on
public land.
‘I will kill job-killing restrictions on the
production of American energy, including shale
energy and clean coal, creating many millions of
high-paying jobs. That’s what we want, that’s
what we’ve been waiting for.’1
While what he means by this is open for
interpretation, it is widely believed that he
intends to scrap many environmental rules that
currently regulate coal production, including
ending the Clean Power Plan, which has been
designed to accelerate the decline of coal.
Additionally, Trump has stocked his cabinet full
of leading energy executives, including Exxon
Mobil CEO Rex Tillerson as Secretary of State
and climate change sceptic Scott Pruitt as head
of the Environmental Protection Agency. To
date, the market has digested this as good news
for the energy sector, as measured by the S&P
500 Energy Index in Chart 7 below.
Chart 7: S&P 500 Energy Index, 2016

Note: Grey bar marks the day of the election.

The rotation out of bonds and defensive equity
sectors has helped boost the cyclical sectors,
including the energy sector. So too has OPEC’s
deal to curb production that could end the
global oil supply glut. Trump’s views on the
energy sector, in particular on climate change
and renewables, have also spurred the strength
in the sector since the election result.
Trump has on multiple occasions denied that
global warming is real, and has even gone on to
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Source: Bloomberg, Whitehelm Advisers
Note: Grey bar marks the day of the election.

Refer to a video released by Trump’s transition
team regarding his first 100 days in office.
1
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Small Caps
While the equity market is up across the board,
many small public companies are doing
particularly well, and are expected to continue
to do well under the new administration should
Trump implement some of his proposed
policies. This can be seen in the gains made in
the US small cap sector as shown in the chart
below.
Chart 8: US Small Cap Equity Returns, 2016
Russell 2000 I ndex (USD)
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Source: Bloomberg, Whitehelm Advisers
Note: Grey bar marks the day of the election.
Note: The Russell 2000 Index is comprised of the
smallest 2000 companies in the Russell 3000 Index,
representing approximately 8% of the Russell 3000.

There are a variety of reasons why small cap
stocks are doing well, one of which is that small
listed companies typically have less of a
geographic footprint than large cap companies.
Such companies have higher revenue exposure
domestically than globally, so they are expected
to benefit from a strengthening domestic
economy as well as avoid any turbulence in the
global economy. Trump’s infrastructure plan
would likely have a disproportionate benefit on
companies that focus on the domestic market.
Additionally, Trump’s plans for ripping up trade
agreements and implementing import tariffs
have the potential to cause an appreciation of
the US dollar. For small companies that have
little overseas revenue, the strength of the US
dollar has minimal impact on their bottom lines.
Finally, smaller companies tend to pay a
significant amount in taxes, and a decrease in
the tax rate from 35% to 15% will have a
meaningful impact on their profits. As a
comparison, multinational companies that
exploit low tax jurisdictions will have less

2

incentive to stash funds in foreign bank
accounts because of the lower corporate tax
rate in the US. This will only have a marginal
impact on the corporate profits for such
multinational companies as they already pay a
reduced tax rate because of their capitalisation
of the tax loopholes that exist (ability to stash
foreign funds in low tax jurisdictions).
One Very Notable Loser
While the Trump rally has been undoubtedly
positive for the US share market, as well as the
share markets in many developed overseas
countries, emerging market equities is certainly
an asset class that has been left behind. Over the
past several years, this has been a section of the
market that has performed exceptionally well,
as these markets looked to promise faster
growth than those in the developed world.
Trump’s protectionist and isolationist rhetoric
has disrupted the confidence in emerging
market economies, particularly those that have
current account deficits and depend on foreign
capital.
Additionally,
emerging
market
companies using US dollar debt will see their
cost of borrowing increase as US interest rates
increase, which is a source of risk for this asset
class. An appreciating US dollar makes the pain
worse and the outlook for this slice of the
market quite negative.

1.4 From Inauguration Until…
Trump will spend at least the next four years in
the Oval Office, potentially eight if he opts to run
for a second term and is successful in doing so.
Impeachment for ‘treason, bribery, or other high
crimes and misdemeanours’2 is the only practical
way that Trump would not serve out his four
years. While some political forecasters predict
that Trump is more likely to be impeached than
past Presidents because of his lack of experience
in the public service as well as his track record
of toeing the proverbial legal line, we think
investors should be prepared for at least four
years of Trump. In saying that, so far, the idea
of a Trump Presidency has been received with
optimism by the market, in that many of his
proposed policies are pro-growth and have the
potential to be highly stimulative.

Refer to US Constitution, Article II, Section 4
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As discussed, the equity market has reacted as if
Trump will only implement the policies that are
good for the economy and the country’s wellbeing, and will choose to overlook many of the
policies that have the potential to be highly
damaging for the economy over the long run.
Throughout this section, we will discuss both
possibilities – the first being the one where
Trump is good for the economy and the country,
and the second scenario where the negative
implications of Trump take precedence. We
discuss the likely implications on inflation,
interest rates, and financial markets in both
scenarios.

1.4.1

Will Trump be good for the
economy?

Based on the discussion in our first feature
article on Trump as President, we imagined that
a Trump presidency would spell uncertainty,
volatility, and quite possibly pain. Looking at
the response from markets, we have certainly
been wrong to date. From here though, could
the rally continue?
Trump could very well prove his sceptics wrong
and bolster the general economy. If the current
readings from the financial markets tell us
anything, it is that the US could be in store for an
economic boom. Labour markets are already
tight, but they could get tighter. Stock prices are
already expensive, but they could get more
expensive, or be underpinned by earnings
growth to support higher prices.
There is a chance that the stock market will
continue to increase, with the optimism
surrounding Trump’s promises of corporate tax
cuts and a big fiscal spending program
dominating market sentiment. Should Trump
act on promises in his first months in office,
sentiment could become even more positive.
Growth in earnings outlooks for publicly listed
companies could continue to improve, and the
equity market could keep on rallying. While it is
currently expensive (which we discuss in more
detail in the next section), the euphoria in the
share market could continue and stocks could
get even more expensive.

later. Given the combination of a Republican
President and a Republican Congress, the
likelihood of having reforms implemented and
legislation passed quickly is much higher than
when the President and Congress come from
different political parties. Should this be the
case, we may see inflation starting to tick up,
because of the benefits of the corporate and
personal tax cuts and the infrastructure spend.
While increasing inflation means that the Fed
would likely increase interest rates in lockstep,
a moderate increase is good news. That said,
equity valuations are currently very expensive,
as shown through the measures of the
EV/EBITDA and Reported PE in the chart below,
so an increase to interest rates has the potential
to bring equity valuations down to a more
reasonable level.
Chart 9: US Equity Valuations, 1995 - 2016

Source: Société Générale

An increase to inflation and to the federal funds
rate set by the Federal Reserve would also give
the central bank much more breathing room to
act in the case of economic or financial stress.
For the last eight years, the funds rate has been
set at or near 0%, which has forced the bank to
use other forms of stimulative monetary policy
so as to not dip into negative interest rate
territory. Of course having inflation and
interest rates increase dramatically is not ideal,
however having 2-3% inflation would give the
central bank more flexibility, and in turn power,
in terms of the effectiveness of its monetary
policy.
Probability of this scenario: Possible in the
short term, unlikely over the long term

The scenario where the Trump rally continues
is heavily dependent on the timing and
execution of Trump’s infrastructure and tax
policies. The market has priced both in, as
though they will happen sooner rather than
12
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1.4.2

What happens if the Trump rally
doesn’t last?

Being on the right side of the Trump rally would
have paid off handsomely over the past two
months, but can it really last? Can stock prices
keep breaking records along the way? What
about the bond market – have yields truly
reached their inflection point? We discuss the
potential ramifications in the near and longterm should Trump not be the President the
market is currently expecting him to be.
We will start this section by debunking the myth
that what worked for Ronald Reagan in the
1980s will work for Trump over the next four to
eight years. The unlikely nature of Trump’s
election has been compared to that of Ronald
Reagan’s back in the early 1980s. Both were
television stars before presidency – Reagan was
the host of General Electric Theatre in the 1950s
and Death Valley Days in the 1960s and Trump
was the host of The Apprentice and Celebrity
Apprentice. Both were considered Washington
outsiders in that neither had much political
experience to speak of before their respective
runs for the highest office. Trump has tapped
into the sentiment that Reagan tapped into in
the 1980s, using the same ‘Make America Great
Again’ slogan that Reagan had used. Finally,
both campaigned on the promises of cutting
taxes and boosting the economy.
Investors like the comparison of a Trump
presidency to a Reagan presidency because the
1980s represent a time when economic
prosperity improved markedly and equity
prices started to move up, a direction they
continued to move for close to 20 years. Reagan
campaigned on a four-point economic program
to reverse what, at the time, seemed to be an
economic collapse. These pillars included
cutting tax rates, spending reductions, antiinflationary monetary policy, and deregulation.
Some of these pillars sound much like Trump’s
campaign promises, so could Trump be
similarly positive for the economy?
It is important to start the discussion by noting
the economy that Reagan inherited looked
drastically different to the economy that Trump
will be inheriting. Reagan inherited an economy
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that was dealing with stagflation – the
unfortunate combination of high inflation and
high unemployment that persisted throughout
much of the 1970s. CPI hit 11.3% in 1979 and
13.5% in 1980 (so 25% cumulatively in just two
years), and the unemployment rate was at a
staggering 10.8%. Throughout Reagan’s two
terms, he used a combination of aggressive tax
cuts, an increase in military spending, and
regulatory relief to kick-start the economy into
an age of relative economic prosperity and
increasing household wealth.
Trump is inheriting a very different economy.
The US labour market is on the cusp of full
employment, but growth and inflation have
been well below target since the financial crisis.
These conditions have persisted despite the
very easy monetary conditions maintained by
the Fed, through the federal funds rate being set
at 0% for close to eight years and an aggressive
quantitative easing program. Nevertheless,
Trump would like to use similar spending, tax
reform measures and deregulation to give
economic growth and inflation a boost.
The conditions in the financial markets could
not be more different either. US stock prices
were at historic lows when Reagan took office,
whereas they are currently very high. Nobel
laureate Robert Shiller compiles data to
measure the cyclically adjusted price-toearnings ratio (CAPE), also known as the Shiller
ratio. The ratio is defined as the price divided
by the average of ten years of earnings, adjusted
for inflation. As shown in Chart 10 below, the
historical average for the Shiller ratio since
1881 is 16.7. When Reagan was inaugurated in
January 1981, the Shiller ratio was well below
the historical average at 9.9, signalling that
stocks were relatively cheap, as investors were
willing to pay $9.90 for the promise of $1 in
company earnings. The Shiller ratio is currently
at 28.3, meaning that investors are willing to
pay $28.30 for the promise of $1 in company
earnings. The current Shiller ratio suggests that
stocks are currently very expensive. The only
time since its inception that the Shiller ratio has
been higher is the lead-up to the tech bubble in
2000 and prior to the Great Depression in the
1930s.
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Chart 10: Shiller Ratio for US Stocks Versus Historical Average, 1976 – 2016
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middle of this year, when the 10-year Treasury
When Reagan stepped into office, the then Chair
yield reached a post-World War II low of 1.5%.
of the Federal Reserve Paul Volcker, was
It appears bond yields in the US could have
battling double-digit inflation and very high
finally reached their inflection point as they
long-term bond yields, with the 10-year
started to move higher in the weeks leading up
Treasury yield at 12.6% in the month that
to election.
Reagan was sworn in. Bond yields started on
their downwards path following Reagan’s
inauguration, which essentially lasted until the
Chart 11: 10-Year US Treasury Yield, 1976 - 2016
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For Reagan, the macroeconomic environment
was ideal for the fiscal stimulus and tax cuts that
he had in mind. There was room for a rotation
from bonds to equities because equity prices
were relatively low and had the added benefit of
potential earnings growth. The Fed’s fight
against stagflation worked, and bond yields
started to decline. The decline helped justify the
flow of money from bonds to stocks, and a fairly
steady rise in equity valuations.
During
Reagan’s terms, the Fed was extremely
accommodative towards the Fed’s fiscal
spending, by not raising interest rates following
Reagan’s implementation of fiscal policy. For
Trump, the conditions could not be any more
different. Bond yields are at all-time lows and
stock prices continue to become increasingly
expensive. The Federal Reserve is a lot less
likely to be as accommodating to Trump’s fiscal
policy given that it has painted itself into a
corner of low interest rates and no monetary
policy flexibility. While in the short term, an
expensive stock can become more expensive, at
some point increasingly higher valuations
should put an end to the Trump rally.
While Trump would like to think that he will be
able to promote the same kind of economic
growth that Reagan did in the 1980s, Trump will
have his work cut out for him, even if his policies
are well formulated and well executed. If his
policies are not well executed however, his
work will become even more challenging. We
discuss in the following subsections some of the
ways that Trump could send the US economy off
the rails.
All That Glitters is not Gold
As we have just discussed, it is highly unlikely
that Trump will be able to use the same tools
that Reagan did to kick the US economy into
high gear, in large part because the world is in a
much different place now as compared to the
early 1980s. What if Trump fails? What does
this mean for financial markets and the global
economy?
The Trump rally has been founded on the belief
that Trump’s policies are pro-growth and have
the potential to be highly stimulative. What
happens if Trump is not able to implement these
policies to their full extent, or if he does, that the
ramifications are much more negative than the
market first thought?
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Trade Wars
An example is Trump’s view on trade.
Throughout his campaign, Trump argued that
America has poor trade agreements with many
of its prominent trading partners, and has called
for the renegotiation of NAFTA and complete
withdrawal from the Trans-Pacific Partnership
(TPP). He also proposed implementing tariffs
on imports from two of its most prominent
trading partners, China and Mexico. The
incentive behind such trade wars is to punish
the countries that have been the main
benefactor of America’s manufacturing sector
going offshore.
The strength of the Trump rally suggests that
investors believe that the idea of waging trade
wars against China and Mexico was largely
rhetoric and Trump will not go down this route.
That said, since the election, Trump has
continued to indicate that trade wars are likely
through his fiery tirades on Twitter, as well as
his 12 January 2017 press conference in which
he communicated his trade plans. His
appointment of Peter Navarro as the head of the
newly established National Trade Council also
contributed to reiterating Trump’s stance.
Navarro has published a book called ‘The
Coming China Wars: Where They Will Be
Fought, How They Can Be Won’, which should
give a pretty clear indication of his views on
America’s relationship with China. He also
blamed China’s entry into the World Trade
Organisation in 2001 as a factor for the erosion
of America’s manufacturing base.
Unfortunately for Trump, implementing trade
wars will not just impact the countries that he is
waging war against. Placing a tariff on all
Chinese imports for example, does not just
punish the Chinese. It also punishes those that
are buying Chinese imports, including American
consumers. If the prices of Chinese goods go up
by 45% in the United States, the prices of similar
American-made goods are likely to go up by
about 40% so that American companies can
capitalise on the higher prices on their
competition’s goods. To consumers, this feels
like price inflation.
Such tariffs also have the potential to be
damaging to American companies dependent on
Chinese goods. If Chinese products are 45%
more expensive, importers in the US will be
looking for a replacement provider of cheap
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imports. Whoever that may be (likely other
Southeast Asian nations), such a transition will
not happen overnight so there could be a long
period of uncertainty and lower output after
such tariffs are implemented. It could take
years for American manufacturers to rebuild
the supply chain of their businesses.
It is also unlikely that the countries that Trump
is waging trade wars against will go down
without a fight. For example, China could
retaliate, through tariffs of its own, or by
targeting specific sectors that the US invests
heavily in. China is the second largest financier
of US government debt (behind only the US
itself), so selling down its holdings of Treasuries
(and thus reducing demand for US Treasuries)
is one way that China could retaliate. It could
also look to devalue the yuan, which would be a
highly controversial move, but not the first time
the Chinese government has opted for this
route.
It is worth noting that the US invests far more in
China than China does in the US, so a retaliation
from China could be far more detrimental to the
US than the other way around.
While the thought behind Trump’s trade plans
is to spur domestic economic growth, boost the
country’s manufacturing sector, and generally
strengthen the US economy, it is likely that
Trump’s anti-globalisation plans will restrict
trade and negatively affect corporate profits.
This has the potential to significantly impact the
duration and strength of the Trump rally.
Infrastructure Plan
The backbone of Trump’s $1 trillion
infrastructure plan is to encourage publicprivate partnerships rather than the more
typical tax cuts to fund infrastructure
investment. Trump’s plan will provide tax
credits for private investors, as well as the
authority to raise the related tolls and charges
that come with infrastructure development. For
example, private investors could choose to
increase the toll on a road or bridge that they
have invested in, or increase the charge for
services like sewage removal or drinking water.
It has been projected that investors could earn
annual returns of between 10% and 15% on
such investments.
Lower income Americans will be negatively
affected by this system because infrastructure
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projects such as toll roads and water systems
are typically monopolies – consumers do not
have the luxury of choosing a different way to
get to work or a different water main to get
water into their homes. If the private investors
choose to increase the tolls and charges on their
assets, consumers would see an erosion of their
disposable income, and a decrease in their
spending power.
That said, government
subsidies, could be provided to offset the cost
increase for those of lower income levels.
Needless to say, the build phase of such
infrastructure assets would create construction
and manufacturing jobs, providing a short-term
boost to the economy. To the extent that the
infrastructure projects are chosen wisely, they
should result in an increase in longer term
productivity for the US economy.
Tax Reform
As discussed in the previous section, Trump has
serious plans to overhaul the American tax
system, with major changes to both the personal
and corporate tax regimes proposed.
His corporate tax scheme has been designed to
encourage companies to not hold cash overseas
with the purpose of avoiding the currently high
corporate tax rate, as well as to encourage
companies to repatriate their foreign earnings
back to the US. While this has been viewed
positively for the future of companies’ ability to
invest in innovation and their capital
expenditure, it is likely that the movement of
funds back to the US will not happen quickly.
Companies will want to wait and see that the
repatriation conditions are permanent and are
unlikely to move funds before confirmation of
this.
Ideally, the funds moved back to the US would
be invested in the US economy, through
investing in innovation, essential capital
expenditure,
and
skilled
workforces.
Historically however, companies have often
opted to use the freed up cash from the tax
breaks to buy their own shares back, in turn
boosting their EPS metrics.
This shows
corporate leaders’ preference for delivering
immediate returns to shareholders, which is
understandable given that a significant portion
of executives’ bonuses come from profit
measures such as EPS. This short-term thinking
and decision making could mean the benefits of
this particular tax relief are much more limited.
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As a result, corporate tax breaks of this nature
have historically not had much of an impact on
the general health of an economy, long-term
investment, and employment in particular.
Pavilion Global Markets conducted a study on
the impact of past tax breaks, and concluded
that such deals have had little impact on longterm investment and employment. The firm
used the most recent instance of tax reform that
triggered a repatriation of funds back to the US
as a starting point. In 2004, the American Jobs
Creation Act was passed, resulting in US
companies retrieving $362 billion of their
foreign cash holdings. Of the $362 billion, $312
billion was eligible to be taxed at a one-off rate
of 5.25%, instead of the typical 35% rate.
Pavilion’s study suggested that the tax break did
not increase investment into the US economy.
While some companies did hire more
employees, it was not a consistent trend across
the board. Rather, many companies increased
the level of dividend payments to shareholders,
as well as increased the volume of their share
buybacks. While the corporate tax reform has
been viewed as potentially positive for the
economy, history tells us that it will likely be far
more beneficial for shareholders than it will be
for all Americans. It will likely be a short term
boost for shareholders, but will not be
sustainable over the long term.
The other issue will be Trump’s ability to
implement tax policies. Given how complicated
the American tax code is, it is possible that
implementing tax reform will be a long and
protracted process, one from which the benefits
will not be seen anytime soon.
The Implications for US Federal Debt
Trump’s tax and infrastructure plans are both
likely to increase the government’s spending
deficit as well as US federal debt, particularly
given that Trump has given no indication as to
how he plans to offset the tax cuts and the
infrastructure investment with spending cuts
elsewhere.
Projections have shown that Trump’s tax plan
alone could add $10 trillion to the federal debt
within 10 years, a 50% increase from the $20
trillion level where it currently sits. As the
amount of government debt continues to

3

increase, these bonds will be treated as higher
risk by investors (at some stage), so higher
yields have to be offered on newly issued
securities.
Additionally, more of the
government’s revenue will have to be used for
interest payments, rather than being spent
elsewhere. Trump has not reassured investors
on this front as he has indicated that he would
print more money or ‘make a deal’3 in the case
of the government not being able to pay back its
debts.
Corporations in America will face higher debt
servicing costs as Treasury yields increase,
which will force them to raise the coupons on
new bonds that they issue. The goods and
services that corporations produce will have to
go up as well, resulting in inflation for American
consumers. Business spending will be impacted,
resulting in a slowdown in growth and
decreases in profit. The less optimistic growth
outlook for a company will decrease its share
price. So if expected equity returns are lower
across the entire share market, and the risk-free
rate is higher, the share market would seem like
a less desirable place to invest money. The
Trump rally would certainly not last under such
conditions.
Probability of this scenario: Unlikely over
the short term, probable over the long term

1.5 The Trump Rally Will Not Last
In the months leading up to the election, it
seemed like a long shot at best that Donald
Trump would be elected as the next President of
the United States. Seeing the market react to his
election in this way seemed initially
unfathomable to us. We predicted a heightened
volatility period and a risk-off event that would
last more than a few mere hours.
It is highly likely that we will get a mix of the two
scenarios that we described above. The Trump
rally could last for a while yet, given that there
will continue to be optimism in the face of
uncertainty about what a Trump presidency
entails. Should Trump put tax reform at the top
of his agenda and we see general acceptance of
it by Congress, the Trump rally and the rotation
from bonds to equities could continue for many

As per an interview with CNBC on 6 May 2016
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more months. So much hinges on how Trump
governs in his first few months as President.
We could see a booming US economy for the
next couple of years, with stronger growth and
higher inflation than we have seen in the past
eight years. However, this would likely put the
Federal Reserve on an aggressive interest rate
hike path to try to keep inflation at a reasonable
level. Higher interest rates will make it harder
for stock prices to continue their ascent, as
higher interest rates increase corporate
borrowing
costs,
impacting
profits.
Additionally, the demand for stocks weakens as
competition from bonds strengthens because of
the higher yields.
Having an American economy that starts
growing faster than expected and having longterm interest rates on the rise could spell
trouble over the long-term. In such a situation,
a strong appreciation of the US dollar would be
expected. The greenback would also appreciate
if Trump is able to implement his corporate tax
reform as it could mean a significant
repatriation of foreign funds.
The US dollar is currently higher than it has
been versus a basket of major currencies, and
further appreciation could lead to the selfreinforcing cycle of an ever increasing dollar.
This is similar to what happened in the early
1980s, because of large US dollar debts
accumulated by emerging market governments
and companies that were attracted to the nearzero interest rates.
Chart 12: US Dollar Versus Basket of Major
Currencies, 1973 - 2016

Source: The Economist

The combination of the dollar appreciation and
the potential of trade wars and protectionism
could create serious problems for many
countries around the world, particularly those
that are dependent on free trade and foreign
financing.
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Heightened Risk of Military Conflict
Another concern that cannot be overlooked is
the potential for heightened geopolitical and
military conflict. In 2014, Trump stated that
Russia is America’s most dangerous geopolitical
enemy. Trump has certainly changed gears
since then, as he wants to improve relations
with Russia, and instead China appears to be
Trump’s new foe of interest. Since the election,
Trump has continued to provoke China,
particularly with regards to China’s mission to
dominate the South China Sea with its
expanding naval presence and construction of
artificial islands to support airstrips and other
military installations. The South China Sea is
one of the world’s busiest trade routes and
China’s claim on the territory has been
extensively criticised by other Asian countries,
as well as the United States.
Reports have been released that claim that
China has installed weapon platforms on these
artificial islands, which include large antiaircraft guns and close-in weapons systems.
These weapons would act as a last line of
defence against cruise missiles launched by the
United States or other nations. Neither the
United States nor China look prepared to back
down from their viewpoints, with incoming
Secretary of State Rex Tillerson stating during
his confirmation hearing ‘We’re going to have to
send China a clear signal that, first, the islandbuilding stops. And second, your access to those
islands also is not going to be allowed.’ While
Tillerson offered no indication of how the US
would deny China access to these artificial
islands, it certainly indicates the possibility of a
blockade, something that is often seen as an act
of war.
Such conflict could have transpired under a
Clinton presidency as well, given that while
Secretary of State, she was highly critical of
China’s actions in the South China Sea.
Historically, geopolitical conflict, or war, has
had significant implications for financial
markets. In the build-up to bursts of conflict,
such as Desert Storm in 1991 or the Iraq War in
2003, the stock market dropped leading up to
these events, but recovered quickly thereafter.
For a geopolitical conflict such as one in the
South China Sea, we would expect a similar
scenario: a short-term risk-off event where the
share market drops and the bond market rallies.
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Over the longer term, the implications for
financial markets are largely dependent on the
length and intensity of the conflict. With conflict
between two countries that are so dependent on
trade with each other, harmful economic effects
such as a supply shock could severely hinder
economic productivity.
It is highly probable though that Trump is not
able to implement all the trade, tax, and
infrastructure policies to their fullest extent, or
that they do not provide the expected benefits
that the market is anticipating. Combined with
the increasing likelihood that the United States
could engage in military conflict with China, the
possibility of extreme downside scenarios for
the global economy and financial markets are
prevalent. The equity market returns that we
have seen in the past two months will have been
pulled forward in that case, and likely offset by
less stellar results once the market has accepted
that Trump is not going to make America great
again quickly.

1.6 Implications for Investment
Strategy
Despite the way the next four years play out,
continued uncertainty regarding the globe’s
political landscape looks to be guaranteed.
There continues to be a significant amount of
uncertainty about what Trump will do in his
first 100 days in office, let alone the 3.75 years
after that. Over the coming months and years, it
will be important for investors to watch to see
how the Trump presidency plays out.
In the short term, many of Trump’s policies have
delivered good outcomes for those invested in
the global share market and bad for those
invested in the global bond market. The
promise of tax cuts, deregulation, and fiscal
stimulus has the potential to keep investors
optimistic about the likelihood of economic
growth, and the share market is likely to remain
buoyant while this optimism remains. While we
see there is a good chance that this trend
continues, equity markets have had a very
strong run, and bonds an exceptionally strong
sell-off and both markets look a little over done
right now.

to an end as higher interest rates, lower
revenues, and a higher risk environment
(translating into a lower PE world) take hold. It
could be a tough period for equity markets as
the magnitude of the returns over the past two
months will be offset by poor performance as
the market realises that the optimism was
unfounded. The stronger dollar will also act as
a detractor to US equity returns. The stronger
dollar reduces the competitiveness of
multinational companies, and also reduces the
value of overseas revenues (approximately 40%
of S&P 500 earnings come from international
markets). Both of these implications put
pressure on corporate earnings and margins, in
turn affecting share prices.
It appears that we have reached the inflection
point for interest rates, and that would likely
have been the case even if Trump had not won
the election. The Federal Reserve’s decision to
increase the federal funds rate in December
2016 was largely independent of the election
result, it instead was a result of the positive
economic data that has been emerging over the
past year. A gradual increase to interest rates
will inevitably end the decades-long bull market
in bonds.
A more severe increase to interest rates,
because of accelerating inflation and or the level
of federal debt, will be a painful process in both
the equity and debt markets. The yield on US
federal bonds is typically used as a risk-free
rate, or the base rate in almost all other yield
calculations. A significant increase in risk-free
rates over the short term (which we consider an
unlikely scenario) would lead to serious stress
in financial markets and a sudden and severe
fall in risk asset prices.
Shorter dated bonds will be less affected by the
increase in interest rates as compared to longer
dated bonds because of their lower sensitivity
to interest rate increases. A portfolio that has a
shorter duration than the benchmark on
average, as well as a lower allocation to high
yield bonds will help boost performance in this
environment.
Super funds that have an
underweight to risk assets, including equity,
would perform well in this scenario.

Over the longer term, if Trump’s protectionist
and
anti-globalisation
policies
are
implemented, the Trump rally will likely come
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1.6.1

Impact
Investing

on

Infrastructure

Infrastructure assets are often compared to
long-dated corporate bonds because of the longterm stable cash flows that infrastructure
investments provide, as well as their sensitivity
to interest rate movements. Like long-term
bonds, the value of infrastructure assets is
extremely sensitive to changes in interest rates.
Infrastructure assets are valued using a
discount rate, which is primarily dependent on
a risk-free rate, which for US assets is the yield
on US Treasury bonds. A considerable increase
in the discount rate used to calculate the fair
value of future cash flows would, other things
unchanged, decrease the fair value of the asset.
Infrastructure valuation models typically use
normalised risk-free interest rates when
discounting long-term cash flows. This means
that the risk-free rate would have to be
significantly higher and expected to remain high
over a relatively long period of time for a
meaningful impact to be felt on infrastructure
valuations (because the starting point is not as
low as spot rates). In the case of a Trump
presidency, this could very well be the case.
Inflation increasing at a fast rate will likely lead
the Federal Reserve to chase inflation with
higher interest rates, a painful yet necessary
process. This is a long-term battle, so in this
case, we could expect to see an increase in
discount rates used to value infrastructure (and
other) assets.
However, this does not automatically mean
lower
infrastructure
asset
values.
Infrastructure assets are different to long-dated
corporate bonds in that revenues, and hence
investor returns, can be positively impacted by
higher inflation and/or stronger economic
growth.
For regulated and contracted
infrastructure assets, higher inflation will
generally flow directly through to higher
revenue. For infrastructure assets that are
linked to economic activity, such as ports and
airports, stronger growth could also result in
higher returns.
The value of US infrastructure assets could also
be affected by changes in tax policy and foreign
investment rules. A cut in the corporate tax rate
could benefit infrastructure asset valuations,
but if the elimination of corporate tax breaks
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were to include changes in depreciation
allowances, it could negatively affect
infrastructure assets disproportionately. If
changes to trade arrangements also extended
into foreign investment rules, lower foreign
demand for US infrastructure assets could also
depress valuations.
The largest potential impact on the US
infrastructure market could, however, evolve
more gradually. If the Trump Administration
makes good on campaign promises to
encourage investment in infrastructure, the US
market for the private ownership of
infrastructure could flourish. Outside of a few
notable sectors, such as energy, the US
infrastructure market remains dominated by
public ownership. Are we about to see the
long-awaited development of an active private
infrastructure market in other sectors?

1.7 Conclusion
After over a year and a half of campaigning,
everyone was looking forward to the end. In the
final days before the election, the result seemed
predictable, almost a guarantee. It was a result
that few people saw coming. Trump seemed to
have put his own nail in his own coffin a few
times throughout his campaign. Yet, Americans
voted for change, and with a Republican
president and a Republican Congress, change is
what they are going to get.
As has been discussed throughout this feature
article, the markets have digested the news of a
Trump presidency surprisingly well. Aside from
the very short-lived initial market reaction,
developed equity markets have boomed since
the election, which is not uncharacteristic when
a new President is elected. The bond market has
paid a heavy price, with US Treasury yields
spiking after the election, driven by the
prediction that the Trump administration will
implement policies that will spur faster
economic growth and inflation as a result.
Portfolios that have been considerably
underweight government bonds are positioned
nicely considering the recent sell off.
As discussed in this feature article, there are a
wide range of scenarios that could unfold over
both the near and, in particular, the medium
term. We are very confident in the call that the
uncertainty around these scenarios is
significant, and in our minds, uncertainty is risk.
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Markets are currently expensive and therefore
we consider the risk is skewed to the downside.
Investors have convinced themselves that
Trump will only implement the policies that
have the potential to be good for the American
economy – tax reform and a strong shift from
monetary policy to fiscal policy through his
infrastructure plan. Over the longer term,
Trump faces many challenges and hurdles, both
within the Republican-dominated Congress and
in terms of global geopolitical affairs. For
example, Trump may not be able to implement
all aspects of the tax reform plan as he envisions.
While there is still much uncertainty about
what Trump means for global trade and politics,
he does have the potential to shake things up,
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which could spell trouble for America’s trading
partners (including Australia).
Of special
concern to Australia will be China’s ongoing
relationship with the US, as major difficulties in
China could spell hardship for the Australian
economy.
Needless to say, if Trump’s presidency is
anything like his presidential campaign, we are
likely to have an interesting four years ahead.
Throughout his campaign, there was much
speculation as to what Trump would do as
President, and that speculation has continued
well after the election result. Trump’s first move
after his inauguration, as well as every move
after that, will be of strong interest (and
possibly worry) for global financial markets.

Page 21

FEATURE ARTICLE
Commercial-in-Confidence

D ISCLAIMER
Whitehelm consists of the following companies; Whitehelm Capital Pty Ltd (ACN 008 636 717), Australian Financial Services Licence 244434; and Whitehelm
Capital Limited, authorised and regulated by the Financial Conduct Authority (FCA) FRN 599417, Registered No 06035691 and Registered Office: 15th Floor, City
Tower, 40 Basinghall Street, London EC2V 5DE (together, ‘Whitehelm’).
This document has been issued and approved by Whitehelm for information purposes only without regard to any particular user’s investment objectives, financial
situation, or means and Whitehelm is not soliciting any action based upon it. This material is not to be construed as a recommendation, or an offer to buy or sell, or
the solicitation of an offer to buy or sell any security, financial product, instrument, asset or business as described herein and shall not form the basis of any contract.
Any information contained herein is directed at Eligible Market Counterparties and Professional Clients only. It is not directed at, or intended for Retail Clients as
defined by the FCA.
Any forecasts and/ or investment analysis contained within this document are preliminary and our professional assessment based on available historical data (the
accuracy of which has not been independently verified by Whitehelm) but, by their nature, cannot be guaranteed and should not be relied on as an indication of
future performance. Actual results could vary from any anticipated performance referred to herein, and such variations that may arise could be material. This
document has been prepared by Whitehelm solely for information purposes and may include certain statements, estimates and projections provided by persons
other than Whitehelm and is being provided solely for information purposes only. In furnishing this information, Whitehelm undertakes no obligation to provide
the recipient with access to any additional information or to update or correct the information provided herein. Except as provided for in a written agreement
between the parties, neither the receipt of this information by any person, nor any information contained herein constitutes, or shall be relied upon as constituting,
the giving of investment advice by Whitehelm to any such person.
Opinions expressed in this document are based on assumptions and contingencies mentioned in this document that involve known and unknown risks and
uncertainties and other factors which are beyond the control of Whitehelm. Our opinions may change without notice. To the extent permitted by law, Whitehelm
and its officers, employees, agents, associates, and advisers accept no liability whatsoever to any third party in relation to any matter arising from this document.
US INVESTORS
This document does not contain or constitute, and should not be construed as, an offer to sell or the solicitation of an offer to buy securities in the United States.
The securities referred to herein have not been, and will not be, registered under the United States Securities Act of 1933, as amended (the "Securities Act"), or any
U.S. state securities law. The securities may not be offered or sold within the United States or to, or for the account or benefit of, any U.S. Person (as such terms are
defined in Regulation S under the Securities Act), except pursuant to an exemption from, or in a transaction not subject to, the registration requirements of the
Securities Act. Any failure to comply with these restrictions is a violation of U.S. federal or applicable state securities laws.
The securities have not been recommended by, and this document has not been filed or registered with, any United States federal or state securities commission,
including, but not limited to, the United States Securities and Exchange Commission or any United States or other statutory or regulatory authority. Furthermore,
the foregoing authorities have not passed upon the merits, confirmed the accuracy or determined the adequacy of this document or the information contained
herein. Any representation to the contrary is a criminal offence.
C ANADA
This document is not, and under no circumstances is to be construed as, an advertisement or a public offering of the securities described in this document in
Canada. No securities commission or similar authority in Canada has reviewed or in any way passed upon this document or the merits of the securities described
in this document, and any representation to the contrary is an offence.
D ISTRIBUTION IN THE UK AND E UROPEAN E CONOMIC A REA
Neither this presentation nor any accompanying letter or any other document have been delivered for approval to the Financial Conduct Authority in the United
Kingdom and no prospectus (within the meaning of section 85 of the Financial Services and Markets Act 2000 (FSMA)) has been published or is intended to be
published in respect of the securities. This document does not contain or constitute, and should not be construed as, an offer to sell or the solicitation of an offer to
buy securities in the European Economic Area.
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