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Absolute Strategy Research (ASR) is one of Harbour’s providers of independent global
research. ASR specialises in quality, independent and impartial macro-strategy research,
which we use to challenge and inform the Harbour team’s thoughts on the world
markets. lan Harnett, Chief Investment Strategist and Co-Founder of ASR, recently
spoke with the Harbour investment team. This note summarises his take on the overall
state of the world markets.

Harnett highlighted a few key points on the overall state of the world markets:

. After a period of positive market momentum, Brexit has proved to be a
widespread disruption. Britain voting to leave the European Union has
piqued policy uncertainty, and equity risk premiums have not kept pace
with this uncertainty.

. There is a challenge in investing in a world where interest rates are close to
zero, and bond returns are converging with interest rates.

. Global growth is dull, neither accelerating nor decelerating. Asia Pac has
been positive, but US performance has been weak. The Eurozone has
recovered better than expected, however the full impact of Brexit still

remains to be seen once the UK Parliament decides how to proceed.

Eurozone and the effects of Brexit

After a period of positive market momentum, Brexit has proved to be a widespread
disruption. Britain voting to leave the European Union has piqued policy uncertainty,
and equity risk premiums have not kept pace with this uncertainty. lan Harnett

highlighted the overdependence on monetary policy with low nominal growth.

However overall, he said the Eurozone economy had been surprisingly positive in a

capex-driven recovery.



Harnett’s key points about the effects of Brexit can be summed up as follows:

. The UK leave group is a loose coalition of people who believe that the UK
could be the Singapore of Europe, and those who favour isolationist
policies.

. To trigger Article 50 and leave, they will first have to have a Parliament
which is prepared to trigger it. Harnett suggested that a general election

may be on the cards, and there is no guarantee they will have a Parliament

that is willing.

. Policy uncertainty has actually increased since the vote, rather than
decreased.

o The UK has a massive current account deficit, and faces a period of low

growth and increased funding costs.

. These economic challenges will lead to further weakness in the GBP, with a
risk that sterling falls 20%.

o There is risk in small cap investments, where there is no way to protect via
hedges in the UK.

US Economy

A positive point from lan Harnett’s talk was that, despite US economic weakness, they
are not seeing lead indicators that point to a US recession. Weakness in the US
economy can be explained by the strength in the USD over the past three years. This
USD strength has been driving down industrial profitability, with industrial sectors like
oil particularly challenged. Overall, the US economy is one to watch as its importance
increases in the post-Brexit world.

World dependency on China and USD

Harnett’s take on China’s role is that the market has been too pessimistic about the
Chinese economy, where liquidity conditions are far easier. The USD drag on Chinese
exports has been reversed, and the weaker USD can provide monetary and fiscal
stimulation. Overall, China could be an engine of growth to counterbalance the

uncertainties and weakness of the Brexit vote.

Asset Allocation

Harnett’s feeling on asset allocation was there were risks that Brexit strengthened the
US dollar, squeezed commodities, squeezed activity and limited multiple expansion.
However he said that earnings are not the risk many currently think they are. Brexit and
a stronger USD will drive a preference for companies with growth and quality over

value.



A challenge lies in the fact that interest rates are close to zero, and bond returns are
converging with interest rates. According to Harnett, global return forecasts are
converging at close to zero. This put more onus on fund managers to add value.
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IMPORTANT NOTICE AND DISCLAIMER

This Harbour piece is provided for general information purposes only. The information is
given in good faith and has been prepared from published information and other sources
believed to be reliable, accurate and complete at the time of preparation but its accuracy
and completeness is not guaranteed. Information and any analysis, opinions or views
contained herein reflect a judgement at the date of publication and are subject to change
without notice. To the extent that any such information, analysis, opinions or views
constitute advice, they do not take into account any person’s particular financial situation
or goals and, accordingly, do not constitute personalised advice under the Financial
Advisers Act 2008, nor do they constitute advice of a legal, tax, accounting or other nature
to any persons. Investment in funds managed by Harbour Asset Management Limited can
only be made using the Investment Statement, which should be read carefully before an
investment decision is made. The price, value and income derived from investments may
fluctuate in that values can go down as well as up and investors may get back less than
originally invested. Where an investment is denominated in a foreign currency, changes in
rates of exchange may have an adverse effect on the value, price or income of the
investment. Reference to taxation or the impact of taxation does not constitute tax advice.
The rules on and bases of taxation can change. The value of any tax reliefs will depend on
your circumstances. You should consult your tax adviser in order to understand the impact
of investment decisions on your tax position. No person guarantees repayment of any
capital or payment of any returns on capital invested in the funds. Actual performance will
be affected by fund charges. Past performance is not indicative of future results, and no
representation or warranty, express or implied, is made regarding future performance. To
the maximum extent permitted by law, no liability or responsibility is accepted for any loss
or damage, direct or consequential, arising from or in connection with this presentation or
its contents.
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