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CHANGING DIRECTIONS
While the Eurozone has been combating both increasing political divisions and stagnant economic
growth since the financial crisis, the United States has been a relative pillar of stability. Investors have
rewarded U.S. equities with higher multiples reflecting: 1) its mix of more innovative and rapidly
growing companies, especially in healthcare and information technology, 2) a better capitalized
banking system, and 3) more resilient economic growth.
As we head into a contentious U.S. election season in 2020, we see the valuation premium of U.S.
equities dissipating given the risk to earnings that the leading candidates’ platforms present. We
also believe the economic fundamentals in Europe may be close to a cyclical trough, which could
lead to a period of meaningful outperformance.
Introduction

"Commerce with all nations, alliance with none, should
be our motto.”

Whether it’s Trump, Warren, Sanders or Biden
leading the U.S. in 2021, we will likely see even more
protectionism. Without concern about his re-election
prospects, a second-term Trump Presidency could
potentially have an even more aggressive America-first
agenda with an even tougher stance on trade. Trump
will likely continue to emphasize retreating from the
global stage and pressuring companies to bring jobs
back to the U.S.

In an era of increasing isolationism, the previous quote
could perhaps be something heard in a Boris Johnson
speech. Philosophically the tone, if not the words, is
consistent with what President Trump might tweet.
Surprisingly, the above is from Thomas Jefferson,
who favored America staying unencumbered in
world affairs.
Even George
Washington’s farewell address
If the divisive, acrimonious
in 1796 stated, “The great rule
of conduct for us, in regard to
election season of 2020 is not
foreign nations, is in extending
enough of a shock, a secondour commercial relations, to
term Trump or a Warren could
have with them as little political
connection as possible.”
be. In short, European markets

Democratic Party candidates
are calling for the end of private
health insurance, breaking up
big tech, transaction taxes in
the financial service sector,
and raising corporate income
taxes, potentially impacting
the profitability of a vast array
of companies. Even assuming
no recession in 2020 or 2021,
corporate profits may have
reached an interim peak as these
political pressures weigh on a
variety of sectors.

The last 75 years have been are priced for political chaos and
a boon for global growth,
economic weakness; the U.S.
wealth creation and the rise
of very efficient multi-national
market is not.
companies. This has conditioned
many to believe that the
increasing globalization of the post-war era is a secular The scenario could get more dire should the U.S.
trend that has only been temporarily interrupted by economy dip into recession, which is not our base
the Trump Administration. In reality, investors need to case, but is possible over the next twelve months as
prepare for that “interruption” to persist for at least the some leading indicators are beginning to slow. The
fiscal policy options in the U.S. would be limited with
next four years.
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EXHIBIT 1: PERCENTAGE OF U.S. FEDERAL TAX RECEIPTS FROM CORPORATE TAXES
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federal budget deficits already at record levels for
non-recessionary periods. Since there would be few
options to stimulate the U.S. economy in a downturn,
we expect a much weaker dollar could be the most
attractive policy tool for the next recession.
A Democratic sweep of the House, Senate, and
the Presidency would likely lead to sharply higher
corporate taxes as federal revenues from corporate
taxes are at an all-time low. [Exhibit 1: Percentage of
Tax Receipts from Corporate Taxes]
Between now and November 3, 2020, the market
will start to discount various election scenarios and
calibrate the impact on sectors, companies, and the
broader economy. Importantly, no matter who is in the
White House in 2021, we see a prolonged struggle for
meaningful earnings growth by U.S. companies, and
substantial downside to earnings should Elizabeth
Warren or Bernie Sanders win the Presidency and the

Democrats capture the House and the Senate.
The entrepreneurial-driven, capitalist U.S. economy
will exist in the future, though arguably in a less robust
form than what we have seen in the last 75 years. At
current multiples of 18 times expected 2019 earnings,
stocks in the U.S. are not priced for a diminished longterm growth outlook for corporate profits.
The challenge for equity investors will be finding where
to turn to next should the U.S. equity markets face new
political and earnings risks. While most of the world
is struggling for economic growth, we believe this is
already priced into many markets. Most of the world
is not facing the political divide the U.S. will confront
in 2020. Importantly, the U.S. dollar, which has been
strong against most currencies, but especially the euro
and pound since 2008, could be set to reverse, setting
the stage for improved global equity returns for U.S.based investors. [Exhibit 2: U.S. Dollar Index]

EXHIBIT 2: U.S. DOLLAR INDEX
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Japan

The Japanese economy offers scant economic growth
prospects, as aging demographics overwhelm the
Bank of Japan’s efforts to stimulate growth through
easy monetary policy. However, Japan offers political
stability, as Prime Minister Abe has two more years in
office until its next general election. Many shares of
companies in Japan possess attractive valuations that
do not require much growth to justify higher prices.
Japan also has many cash-rich companies that, unlike
their U.S. counterparts, have yet to aggressively deploy
excess cash to buy back shares. Most importantly,
the Japanese yen has been, and we expect will
continue to be a “safe haven” currency that typically
appreciates during periods of heightened global risk.
We have modest expectations for Japanese economic
growth but can identify companies with defensive
characteristics as we assess mounting U.S. equity risks.

Hong Kong/China

We continue to monitor the protests in Hong Kong
closely as it pertains to the Hong Kong market. Like
Switzerland and the U.K., there are many large
companies listed in Hong Kong whose businesses
span a much greater region than just Hong Kong,
whose population and economic output is dwarfed
by neighboring Asian countries. Clearly, Hong Kong
has the potential, as a financial center, to create some
panic in markets should protests get worse or generate
a military response. We are hopeful that over time
the protests will subside although recent escalations
suggest this situation will take a while to resolve. In
the meanwhile, there are attractive companies listed
in Hong Kong that benefit from growth in China and
other parts of Asia.

Europe

Europe has more political risks, but we believe there is
far more upside than any other region. Brexit is still not
resolved after three-plus years of negotiating, although

there are signs of progress on a deal as we near the
October 31 deadline. Should no deal be reached by
then, the deadline will likely get extended to January
31, 2020, which may spur a general election. At least
the Brexit overhang is a lot closer to being resolved
one way or another. A worst-case scenario in which
the U.K. exits without a trade deal will undoubtedly
entail a difficult transition period, but probably mark
a bottom for the U.K. economy and finally remove this
overhang that has dissuaded so many investors from
investing there.
The rest of Europe looks more politically stable than
it has in years but is wrestling with an economic soft
patch. Its largest economy, Germany, is technically
in a recession while the broader European Union
is growing slowly. The German economy has been
struggling with its dependence on exports to China.
But Germany has policy tools at its disposal, as it is
currently running a fiscal surplus, a big contrast from
the U.S. Germany can stimulate its economy without
running a deficit. Although Chancellor Angela Merkel
will not seek re-election, she has two more years at the
helm until their next general election in 2021.
A year after the gilets jaunes protests, President
Macron’s approval ratings have improved. France
won’t have a general election until 2022 and should
be a relative source of political stability. Italy’s growth
is near zero, about where it has been for roughly
thirty years, but importantly, showing more recent
signs of political stability with its left-leaning Five
Star Movement forming a coalition with its center-left
Democratic Party. Its sovereign bond yields have also
declined materially, a big benefit given its massive
fiscal debt. [Exhibit 3: Total Debt to GDP]
Europe has maintained fiscal discipline arguably to
a fault. Its annual budget deficit to GDP is less than
1% compared to over 4% in the U.S. [Exhibit 4: U.S.
Budget Deficit vs. EU Budget Deficit (as % of GDP)]
At this point in the economic cycle, Europe has much
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EXHIBIT 4: U.S. BUDGET DEFICIT VS EU BUDGET DEFICIT (AS % OF GDP)
0

EU Budget
Deficit

-1

-2

-3

-4
US Budget
Deficit
-5
3/1/2015

9/1/2015

3/1/2016

9/1/2016

3/1/2017

9/1/2017

3/1/2018

9/1/2018

3/1/2019

Source: Bloomberg.

more fiscal flexibility than the U.S., and arguably
lower valuations (although the higher technology
weight in the U.S. accounts for some of this disparity).
Importantly, Europe should be well past its key
lingering political issue, Brexit, before U.S. voters
enter the voting booths. Investors are probably too
focused on Brexit risks because it is more current, and
not appropriately factoring in U.S. election risks which
are further on the horizon.

United States

“Era of Good Feelings”
It is hard to fathom that the country was once so
unified that a president could run uncontested. Such
was the case in the 1820 election when James Monroe
won a second term in office. This was the “Era of Good
Feelings,” a period of national unity that followed the
War of 1812, and a time when Monroe hoped to end
partisanship and political parties.
The upcoming election was already poised to be the
most acrimonious in memory. The decision in late
September to open a formal impeachment inquiry will
only further fuel the bitter divide in the U.S. This divide
may leave unappealing choices for equity investors:
1) A Trump re-election, more policy by Twitter, a
weakened U.S. Federal Reserve, and a possible further
escalation of trade wars by a second term President
who would not be constrained by maintaining
economic growth to bolster election prospects, or
2) A much greater shift to the Left than previously seen
under any Democratic president. With the leading
centrist candidate, Joe Biden, weakened by many
gaffes, poor debate performances, and his son’s
economic ties to Ukraine, the odds of Biden winning

the Democratic nomination have plunged to only 21%
in betting markets. Biden still polls well, especially
against Trump, but looks to have a more difficult time
winning his own nomination than the general election.
Investors would likely prefer gridlock in D.C., which
could occur if Republicans keep the Senate, which they
are currently expected to do. The issue for investors
between now and November 2020 is that the rhetoric
will start to get more mindshare as the primary season
approaches. The U.S. election season has the potential
to undermine consumer and business confidence
and thereby weaken one of the leading economies in
the world. If corporate executives reign in spending
plans, or consumers become more cautious, growth
could disappoint. Economic expansions do not die of
old age but usually due to some external shock. If the
divisive, acrimonious election season of 2020 is not
enough of a shock, a second-term Trump or a Warren
could be. In short, European markets are priced for
political chaos and economic weakness; the U.S.
market is not.

Conclusion

The U.S. has a strong and resilient economy whose
companies are envied all over the world. Whether the
country has been led by Democrats or Republicans,
investors have prospered over time. However, with
fiscal budgets already strained and corporate tax
receipts low, we see risks to profit growth over the
next few years no matter who wins in 2020. Primaries
do not start until February, but we expect political risks
will start to be more heavily factored into U.S. equity
valuations. Non-U.S. markets, which have been long
out of favor, would benefit from this change in risk
perception, harmonizing valuations around the globe
and driving the dollar lower after a decade-long surge.
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