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What should investors make of the strong first half?
The first half of 2017 has seen a strong run-up in risk assets. But as
the rally tapers off, what should investors expect in the second half
of the year?
In this edition of Monthly Macro View, Geoff Lewis, Senior Asia
Strategist thinks that in the near term, investors should not be
surprised to see a healthy correction. Although a summer correction
is in the cards, over a longer 12- to 18-month horizon the conditions
for stocks to further outperform bonds remain in place.

Markets in June: A flat end to a stupendous first half 1
The first half of 2017 has been kind to investors, to say the least; equity returns have far
exceeded the modest expectations they held in January.
But after the strong run up, the rally looks like it is running out of steam, and markets now seem
to have a hard act to follow. Last month, the MSCI World in US dollars rose a slim 0.42%,
marking the eighth consecutive month of positive returns. Such a long rally in stocks has not
been seen since the vigorous 2003/2004 global upswing. So, where to from here?
Indeed, the rally has been largely driven by falling bond yields, in line with the consensus
expectation at the start of the year. With frequent central bank mutterings about policy
tightening, what worked well in the first half may not work well in the second; even a gradual
upward trend in bond yields may prove enough to pressure highly-valued equities.
The anticipated 'summer doldrums' correction may well have begun; in early July, we have
seen some rotation out of growth and yield stocks, back into the earlier reflation themes of
small caps and financials.
While a little seasonal weakness is no real cause for alarm among investors, and a pause for
market consolidation is plausible in the near term, we should expect a fair bit of volatility.
Still, over a longer 12- to 18-month horizon, we think the conditions for stocks to further
outperform bonds remain in place. We are therefore advocating a mid-year switch to a more
defensive strategy, and are retaining our preference for the Eurozone and Asia ex-Japan within
global equity portfolios.
Meanwhile, bonds have also surprisingly fared better than expected, despite a sell-off towards
the end of June.
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With few exceptions, government bonds in developed markets will be increasingly vulnerable to
a loss of fundamental support. Economic and policy conditions in the second half are more
likely to elicit higher than lower developed market bond yields, with potential downside
increasing with the investment horizon.

Signs of policy stirrings at central banks
Investors have, in recent months, been surprised by signs of shifts in monetary policy among
central banks globally. Besides the US, the Eurozone, the UK, and Canada have announced
that they were looking to withdraw some of their post-Global Financial Crisis support.
Last month, the US Federal Reserve raised its policy target rate by 25 basis points, and
provided details on the winding down of its balance sheet. Both steps were widely anticipated,
and September has become the consensus starting date for reducing the balance sheet, and
one more rate hike is projected in December this year2.
The European Central Bank has indicated that its monthly bond purchase programme will
continue until December, as it cuts its inflation forecast, simultaneously removing the stated
bias towards even lower rates in the near-term3.
In the UK, despite political uncertainty, the Monetary Policy Committee appears to be
considering withdrawing the emergency policy accommodation introduced after the initial shock
of Brexit last July4.
The Bank of Japan, meanwhile, admitted that it is still far away from meeting its inflation goal.
While it is least likely to tighten rates soon, we note it has been buying fewer bonds recently.
Domestically, it is also facing growing calls regarding how it intends to handle the exit.
Against this backdrop, the global yield curve has flattened in June. What all these mean is that
investors will now have to factor in the impact of less-accommodative global liquidity on their
portfolios.

China's financial markets come of age
In our view, the most important events in the financial markets recently were those concerning
China - the inclusion of China’s A-shares in its MSCI Emerging Market Index and MSCI AC
World Index on 20 June, and announcement of the “Bond Connect” scheme on 1 July.
We believe MSCI's decision has major implications for China’s equity markets, their place in
the international financial system, and the way global equity money is managed over the
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medium to long term. The move should also raise the country's profile with global investors,
and encourage the domestic market to meet international standards.
Meanwhile, China's domestic bond market, which has grown over the past decade to become
the world's third largest, may see more rapid progress. Currently, foreign investor ownership is
only 2.7% of a market equivalent in size to US$243 billion5, and there is room to grow.
The Bond Connect Scheme underscores Beijing’s wish to give the renminbi bond markets a
much bigger role and to reduce China's overdependence on bank lending as a source of
finance. Encouraging higher foreign investor participation may help to achieve the goals.

Cautious optimism ahead
In sum, we expect returns from equity and fixed income to remain structurally low for an
extended period, with a greater risk of correction in the US equities market within the next 3 to
12 months. We also believe global emerging market equities will have some of the best returns
over the next five years.
For global stock markets, we anticipate low- to mid-single digit (annual) returns over 2017 to
2021.
While this range of returns may appear relatively compressed by historical standards, we would
stress that the uncertainties attached to such projections are great, given the uncharted waters
of central bank policies and the likelihood of a withdrawal of policy support in the not-too-distant
future.
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Disclaimer
Manulife Asset Management is the asset management division of Manulife Financial. The information and/or analysis contained i n
this material have been compiled or arrived at from sources believed to be reliable but Manulife Asset Management does not make
any representation as to their accuracy, correctness, usefulness or completeness and does not accept liability for any loss arising
from the use hereof or the information and/or analysis contained herein. Neither Manulife Asset Management or its affiliates, nor any
of their directors, officers or employees shall assume any liability or responsibility for any direct or indirect loss or dam age or any
other consequence of any person acting or not acting in reliance on the information contained herein.
This material was prepared solely for informational purposes and does not constitute a recommendation, professional advice, a n
offer, solicitation or an invitation by or on behalf of Manulife Asset Management to any person t o buy or sell any security. Nothing in
this material constitutes investment, legal, accounting or tax advice, or a representation that any investment or strategy is suitable or
appropriate to your individual circumstances, or otherwise constitutes a personal recommendation to you. Past performance is not
an indication of future results. Investment involves risk. In considering any investment, if you are in doubt on the action t o be taken,
you should consult professional advisers.
Proprietary Information – Please note that this material must not be wholly or partially reproduced, distributed, circulated,
disseminated, published or disclosed, in any form and for any purpose, to any third party without prior approval from Manulif e Asset
Management.
The material is issued in the following countries by the respective Manulife Asset Management affiliates - Indonesia: PT Manulife
Aset Manajmen Indonesia. Malaysia: Manulife Asset Management Services Berhad. Singapore: Manulife Asset Management
(Singapore) Pte. Ltd. (Company Registration Number: 200709952G). Vietnam: Manulife Asset Management (Vietnam) Company
Ltd. Hong Kong: Manulife Asset Management (Hong Kong) Limited in Hong Kong and has not been reviewed by the HK S ecurities
and Futures Commission (SFC).
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