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KEY ISSUES FOR FINANCIAL MARKETS IN 2018
o Synchronized growth in US, Europe and Japan push unemployment rates below or near
NAIRU (Non-Accelerating Inflation Rate of Unemployment): will the overheating prove
inflationary ?

o Emerging countries: growth has been lagging. Will they join the growth party ?

o US: Farewell to monetary easing, hello to fiscal reflation ?

o Goldilocks scenario of inflation-less growth remains central case, but will the Fed start
paying more attention to asset price inflation and be more hawkish ?

o Equities pretty pricey. Corrections triggers include: Fed overkill, end of TINA, China hard
landing, no fiscal reflation in the US, North Korea
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I. Asset Performance Review

PERFORMANCE BY ASSET CLASS
2017 (YTD)

2016

52.4%

35%

•

Equities
continue
to
outperform other asset
classes led by Emerging
markets, which are catching
up, and followed by US &
Japan, which were driven
by strong earnings growth.

•

Despite lower volatility and
risks,
Gold
was
yet
supported
by
higher
inflation expectation.

•

Bonds continue to weaken
as central banks drive
higher interest rates, based
on accelerating economic
growth globally.

•

Volatility hits historical low
levels as investors do not
seek protection against the
risk, showing a high level of
complacency.
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PERFORMANCE BY REGION
2017 (YTD)
35%

2016

•

Chinese & Indian equities are
leading the performance table
thanks to a resilient growth
(resp. 6.8% & 6.3% GDP). In
addition, Chinese equities are
catching back from their
lacklustre performance in 2015
(-13.74%) & 2016 (-0.7%).

•

US, which was the top
developed market performer,
has been caught up by Japan in
the 2nd half of the year on
strong economic data.

•

Europe as well has started to
close the gap in H2, supported
by corporate earning revisions
that finally improved.

•

Russia is still digesting its
stellar return in 2016. It
remains attractive in terms of
valuations but it suffers from
the current sanctions still
applying.
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PERFORMANCE BY SECTOR
2017 (YTD)

2016
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•

While Industrials & Materials
performed well, catching up
with healthcare, supported by
Trump Tax reform, which is
now likely to pass and benefit
US stocks.

•

All sectors posted solid
positive performance this
year, except for the energy
sector, which gave up some of
its last-year rebound, as the
oil price stabilised around
$55/bl. for the WTI and
$61/bl. for the Brent
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The 2nd half of the year saw
the continued strength in
Technology, outperforming all
other sectors by far.
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CURRENCIES
2017 (YTD)

2016

15%

•

The USD weakened as geopolitics
weighted and prospect for much
higher interest rate vanished in the
short term. USD Index fell to 6month low in Sept. at 91.35 from its
high at 102.5 (-12.2%)

•

GBP bounced back from its lows
trading above 1.30 against USD,
after posting a 15% drop last year
following the Brexit vote.

•

EUR trading at 1.18 against USD, is
up 13%. A rally partly due to the
dollar weakness and a renewed
optimism after political risks was
removed with elections. Rapidly
improving economic data helped
switch investor’s sentiment. Large
speculators in futures market have
turned net long, or bullish, on EUR
for the 1st time in 3 years.

•

JPY/$ parity has been trading range
bound [108 ; 115]
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II. Macro Picture: World Economy

WORLD ECONOMY BOOMING
o With a few exceptions like Brazil or India,
the world economy showed signs of
strengthening growth in the second half of
this year. Global Manufacturing growth
stands at an 80-month high.
o Sector-wise, the recovery is broad based.
Global technology output is increasing
strongly. Technology and Financials have
been in the lead since 2016, whilst
consumer goods has been a good growth
driver throughout 2017.
o The automotive sector registered the
strongest pace of expansion, a good omen
showing that consumer confidence
regarding job prospects is running high.
o The strongest non-consumer sectors
include banks and transportation,
evidence that the cyclical recovery will
extend into 2018.
o Real estate business activity is increasing
at the fastest rate since July 2014.
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US CONSUMERS ALIVE AND KICKING …
o

o

o

Buoyed by strong CAPEX and
consumer spending, the US
economy remains solid, with
trend growth hovering around 2.5
to 3%
Changes
in
US
consumer
confidence, rather than their level,
are the key to identifying the risk
of recessions. A drop of more than
20% of consumer confidence
historically marks the beginning
of a recession, whilst the
crossover of this threshold from
more negative drops heralds the
end of recessions. To be sure,
changes in consumer confidence
are much better at timing the end
of recessions than confidence
levels.
The current increase of consumer
confidence by close to 20%
highlights the low risk of a US
recession in 2018.
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… ARE PUSHING US ECONOMY AT FULL EMPLOYMENT
o

o
o

At 4.3%, the unemployment rate in
the US stands below its Non
Accelerating Inflation Rate of
Unemployment (NAIRU).
Periods of sub-Nairu unemployment
rates failed to trigger strong core CPI
push.
Still, the unemployment gap points
to some wage pressure, as witnessed
by Atlanta Fed wage tracker
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US PRODUCTIVITY GAINS KEEP UNIT LABOR COSTS AT BAY
o Higher wage expectations do not translate
just yet into higher hourly compensations
o Unit labour costs (ULCs) also show modest
upward pressure.
o ULCs represent the ratio of labour
compensation to real GDP and, more
importantly, the ratio of labour compensation
to labour productivity.
o The ULCs show a very strong correlation to
core CPI and do not point to major cost push
inflation.
o The contained core CPI also shows on the
Fed’s preferred measure of core PCE deflator

12

EUROPE IS BACK TO STRONG GROWTH !
o
o
o
o

Economic growth is showing very positive
momentum in the Eurozone, and not just
in its core locomotive, Germany.
France is now firmly attached to the
European growth train.
Importantly, although still behind the US,
the momentum is currently stronger in the
euro zone.
The employment component of the PMI
indicator stands at an impressive 17 year
high. We may now expect GDP between 2
and 2.5% in 2018.
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IMPROVING CREDIT CONDITIONS BOOST EUROZONE GROWTH
o

o

o

The key to recovery in the euro zone is
improved bank lending, a necessary
condition for the policy of the ECB to work its
way to the real economy.
Unemployment is nearing its NAIRU
threshold, below which some wage pressure
could emerge.
Cost push inflation likely to be tamed though,
providing the ECN a favorable backdrop to
gradually tilt its stance o tapering.
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UK GROWTH TO SLOW, POST STERLING BOOST

o

o
o

Fears of post Brexit recession in the UK are
postponed as the country currently benefits
from a weaker sterling boost to net exports…
When Brexit kicks in, in March 2019, the
economy will take the brunt, as the leading
indicator suggests.
Unemployment has continued to fall on the back
of steady, albeit slowing growth. It now stands at
a 42 year low.
The weak sterling has prompted higher
imported inflation, prompting a fresh round of
tightening by the BoE. It cut its own forecast for
growth to 1.6% in 2018, citing a drop in
potential output.
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JAPAN NEARING FULL CAPACITY ?
o

o

o

Skepticism about Abenomics – an
ambitious combination introduced
by Prime Minister Abe upon his
election in 2012 of fiscal stimulus,
monetary easing and structural
reforms – has abated, on the back
of strong job creations and a
return of inflation into positive
territory.
Compared to previous attempts to
revive growth in Japan, Abenomics
has defeated deflation, lifted
companies profits and dividends,
and expanded employment (more
than 2.3 millions jobs created
since 2012).
Indeed, the job offers to applicant
ratio is now beyond its all-time
high of 1.4 reached in the 90s, and
the fall of the unemployment rate
comes
together
with
an
remarkable increase in the
participation rate.
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JAPAN: JOB PROSPECTS LOOKING PROMISING
o Traditionally, much of the
economic activity in Japan
relies on a weaker yen to
spur a pick-up in exports and
business investment.
o The key for Abenomics to
work hinges on inflation
returning
into
positive
territory as is currently the
case.
o Real wages and interest rates
on savings accounts also
need to be positive in a
country most affected by the
aging of population.
o With the continuing help of
the BOJ and a weaker yen,
economic prospects look
pretty solid for 2018.
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THE TIME COVER WHICH MAKES TRUMP GO RED HOT
o Since 1978 - when China started the
program of economic reforms- the
Chinese economy has experienced
astonishing growth, catapulting the
country to become the world's second
largest economy.
o President Trump’s protectionist stance
and pull out of the Paris agreement on
global warming have left a vacuum for
Chinese president Xi to tactically seize
the opportunity for Chinese companies
to grow their business internationally.
o Ironically, the world champion of free
trade seems ready to move away from
the US towards China
o On a slower pace, the Chinese economy
will nevertheless become the world’s
largest economy soon, a ranking it has
had for 19 out of the last 20 centuries !
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CHINA: STOP AND GO POLICIES WILL NOW BE TILTED
TOWARDS SOFT LANDING THE ECONOMY
o

o

o

Strong growth momentum
likely to be reversed as
Chinese authorities are now
reversing their stimulating the
economy
through
easier
monetary
and
credit
conditions aiming at boosting
infrastructure spending via
State owned enterprises.
The economic plan is to
rebalance the economy away
from capex investment and
exports towards domestic
services and consumption.
Growth will be slower in 2018
as the needed structural
reforms related to aging
population, low productivity
and industrial overcapacity as
well as debt overhang are
being addressed.

19

LAGGING EM GROWTH SHOULD CATCH UP
o Growth
momentum
in
Emerging markets has been
lagging that of developed
markets.
o Brazil and Russia are now back
to positive growth, following a
severe recession in 2016. India
slowdown should also be soon
over, as the Reserve Bank of
India maintains its easing
conditions policy stance.
o Leading indicators are pointing
to a solid turnaround of
economic activity.
o Elsewhere, growth is also back
on track: Indonesia is showing
steady 5% growth since 2014,
the Philippines is growing at
close to 7% and the Bank of
Korea had to tightened its
policy for the 1st time since June
2011 on the back of strong
growth.
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III. Financial Markets

CENTRAL BANKS WILL PROVED LESS SUPPORTIVE
o Central bank balance sheets have ballooned
over the various quantitative easings
conducted since the 2008 crisis
o The easing process is now being gradually
reversed, starting with the Fed, which is
planning to reduce its balance sheet by 2
thirds within the next 5 years.
o The ECB will gradually taper its monetary
injections, as the economy is finally showing
signs of strength on the back of recovering
credit activity.
o The BoJ remains on expansionary mode and
targets a stable bond yield. Still, a recovering
economy, together with the much awaited
return of inflation in positive territory will
enable the BoJ to lift its foot from the injection
pedal.
o The weakening of the CHF is providing the
SNB with a welcome pause in the staggering
expansion of its balance sheet, which now
reaches 120% of Swiss GDP. The trend should
continue in 2018, as favorable economic
conditions unfold in the euro zone.
22

IS THE FED BEHIND THE CURVE ?
o When comparing the current Fed tightening
cycle which started in Dec 2015 (red curve on
top chart left), the US central Bank would
appear to be behind the curve, as the real Fed
Funds rate is rising at a much lower rate than
during past tightening cycles.
o When comparing to the current tightening
cycle to the one which started in January
2004, current real Fed Funds rate should be
200 basis higher.
o The Taylor rule - which measures where Fed
Funds rates should be on the basis of the
difference between actual and potential
output, as well as the inflation gap to its target
of 2% - suggests that Fed funds should be 100
basis points higher than current levels.
o Markets are pricing in 3 tightenings in 2018,
in line with FOMC projections.
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INFLATION EXPECTATIONS WILL DRIVE MARKETS IN 2018
Swap Based inflation expectations

o
o
o

Despite strong economic activity, both
consensus and market based inflation
expectations remain tamed around the globe.
Inflation expectations are a key metric to
follow in 2018, for it will dictate the risk of
more hawkish central banks.
Whilst we may expect some cyclical
pressures arising from tight labor markets,
we believed traditional
inflationary
pressures – as measured by CPI - to remain
subdued.
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ASSET PRICE INFLATION AS THE NEW NORM IN 2018 ?
o More than 20 years ago, Fed Chairman
Alan Greenspan asked: “what prices are
important for the conduct of monetary
policy?”. The query was directly related to
the possible inclusion of asset prices in the
Fed inflation targeting metrics.
o Arguing that “bubbles can only be
identified when they burst”, the Fed has
long refrained from including asset prices,
but has finally decided to do so. We believe
the Fed will increasingly pay more
attention to the warning signals spelled by
its UIG.
o The New York Fed has created a new
underlying inflation gauge (UIG) which it
defines as consumer and producer prices,
together with commodities as well as real
and financial asset prices.
o The UIG unsurprisingly points to an 11
year peak and may be bad news for the
bulls, although our own metric of global
inflation (which includes real estate
prices) is not yet in bubble territory.
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INFLATION : ULTIMATELY A MONETARY PHENOMENON ?
o

o

o

o

As Milton Friedman famously stated back in
1966: “Inflation is always and everywhere a
monetary phenomenon in the sense that it is and
can be produced only by a more rapid increase in
the quantity of money than in output”.
Both charts on the left show excessive money
creation, as defined by the gap between M3 and
GDP growth and the evolution of the core CPI
index (as defined by the total, headline, inflation
rate, less the food and energy components).
Except for a small period between 1992 and
1994, when GDP strongly recovered from the
1991 recession, M3 growth has always surpassed
GDP growth, so we also indicate the average gap,
which stands at 4% per annum.
Interestingly, a correlation analysis corroborates
Milton Friedman view between 1960 and 1990,
as the correlation between excessive money
creation and inflation stands at 0.65, but
completely fails to do so since 1990, as the
correlation actually changes sign to – 0.59 !
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THE US YIELD CURVE FAILS TO BE A RELIABLERECESSION
INDICATOR !
o
o

o

o

Many investment strategists are looking for an inversion of the yield curve as likely evidence that the US economy will
enter into recession, possibly in 2019.
We believe that the slope of the yield curve has stopped being a reliable leading indicator since central banks
embarked on unconventional policies. The distortion stems from the control by the central Bank of the long-end of
the yield curve.
Thus, assume Fed Funds were to rise by 75 bps to 2% by the end of 2018. And that 10Y Treasury yields would surge
by 125% to 3.5% over the same period, following the unwinding of the Fed balance sheet. Looking at the steeper
slope of the yield curve, on would mistakenly conclude that the Fed stance is more accommodative, when the
opposite is true! Accordingly, the yield curve could invert if the Fed were to resume its QE program, bringing the bond
yield below 2%. But we would be far from going into recession in this scenario !
Reverting to the yield curve as a leading indicator of the economy will only be possible once bond markets recoup
control of the long-end of the curve, i.e. when central banks will fully return to conventional monetary policies.
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WORLD EQUITIES WELL SUPPORTED BY MACRO
FUNDAMENTALS AND VALUATION

World GDP - PPP (%) World GDP (%) MSCI World - CGBI world %yoy

o
o

o

At 16.8 times expected earnings, world
equities show no valuation excesses.
Strong world GDP point to solid macro
fundamentals which justifies world
equities to bonds outperformance.
Expected PE to expected earning growth
speak in favor of Emerging markets,
followed by Japan, Europe and the US.
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POSITIVE ECONOMIC SURPRISES DRIVE WALL STREET
HIGHER
o
o

o

o

At 18.5 times expected earnings, US equities
show extended valuation.
US equities will be further supported by
positive economic surprises pointing to solid
economic growth
Despite the skillful use of forward guidance
by the Fed to prepare markets for bad news
stemming from its tightening of the
monetary reins, the US equity market is
priced for perfection, which leaves little
room for bad news.
The main risk for 2018 is a more hawkish
Fed on the back of higher inflation
expectations. Some cyclical pressure is likely
to stem from the tight labor market, but the
main reason which would trigger an
“overkill” scenario would be for the Fed to
pay increased attention to its new
underlying inflation gauge described on the
previous page. The latter clearly reflects the
elevated levels of today’s asset prices.
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EUROZONE EQUITIES ATTRACTIVE RELATIVE TO BONDS
o

o

o

o

At close to 15 times
expected earnings, equities
in the Eurozone valuation
exceed their long term
average of 13x.
Equity valuation remain
attractive when comparing
dividend to bond yields.
With the latter hovering at
the lows of 1%, the
dividend gap of more than
200 bps still speaks in favor
of equities.
Still, the story of investing
in risky assets because less
risky
assets
are
too
expensive always end badly.
A major risk for 2018 is the
end of TINA (There Is No
Alternative), as tensions on
bond yields would clearly
put equities at risk.
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JAPAN SHOWS ATTRACTIVE VALUATION

31

EMERGING MARKETS ARE PRICEY

o Valuation in Emerging markets
exceeds long term averages, although
they tend to be attractive in terms of
PE to expected earnings growth
o Fed tightening and a stronger USD
will act as headwind to increased
allocation to Emerging markets.
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EARNINGS AND PRICE TO GROWTH SPEAK FOR
EMERGING MARKETS
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BOND YIELDS AND CREDIT NOT ATTRACTIVE

o

o

Bond yields are still too low to attract
investors to fixed income although a return
to positive territory of German bunds and
US Treasuries above 2% is gradually
changing the picture.
Corporate Bonds (both investment grade
and High yields) spreads to Treasuries
offer little upside for capital gains.
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BOND TO EQUITY YIELD IS THE KEY
o

o

o

2018 could mark the end of
“TINA”
(There
Is
No
Alternative), which has made
investors piling in risky assets
for lack of yields on cash and
bonds.
In 1987, bond yields rose
from 7 to 10% over both Fed
tightening and inflation fears,
which triggered a crash in
October.
Using a standard “Greenspan
model” which works on the
assumption that Equity yields
(defined as the inverse of he
PE ratio) and bond yields tend
to equate in the long run, we
may estimate that US Equities
would be at risk if US bond
yields approach 4%.
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CYCLICALLY ADJUSTED PER SHOW DICEY VALUATIONS
BUT EQUITIES REMAIN ATTRACTIVE VS BONDS

36

WITH A REAL PER OF 32X, A BOND YIELD OF 4% MEANS
EQUITY MARKETS WOULD BE AS EXPENSIVE AS IN OCT 2007

Actual

o

2.35

32

-0.77

The valuation model shown on the previous slide and the current one aim at comparing how
expensive the equity market is relative to the bond market. Thus, the Risk Premium (RP) is
computed as the difference between the Bond yield and the Earnings yield (defined as 100 / real
PER). When RP is low or negative, the signal is bullish for equities, bearish for bonds and
conversely. With a PER of 32x, it would take a bond yield of 4% for RP to be 0.9, as in Oct 2007. 37

CONCLUSIONS
o

Well anchored inflation expectations on strong growth backdrop secure goldilocks scenario

o

Fed less supportive for risky assets as it becomes concerned about extended asset prices

o

Other Central Banks will gradually become less Equity markets friendly

o

Equities only game in town… but watch out for tail risks:
•
End of TINA
•
Cyclical uptick in inflation and/or Fed paying more attention to its new inflation gauge
leads to “overkill”
•
Bubble territory
•
China hard landing

o

Remain overweight Equities (especially Europe and Japan) with tactical downside protections
to hedge tail risks

o

Maintain underweight in Bonds, especially sovereign
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IV. Asset Barometer

ASSET BAROMETER

•

Cash:
▪
▪

•

Increased allocation due to demanding
valuations on both bonds and equities
Tactical reserve to be deployed post
potential correction.

Fixed Income :
▪
▪

▪
▪

Globally reduced exposure due to higher
credit and duration risks.
Reduced High Yield exposure on default
risk not priced in.
Focus on credit quality, with less worries
on inflation/duration
Long TIPS as an inflation hedge
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ASSET BAROMETER
•

Equities :
▪
▪
▪
▪
▪
▪
▪

•

Commodities :
▪

▪

•

Long Gold as a hedge and decorrelated asset, as well
as other precious metals for diversification
(palladium, platinum).
Long oil

Alternative investments :
▪

•

Technically overbought and demanding valuations.
Keep tactical hedge.
But goldilocks scenario might keep unfolding.
Positive medium term equity trend based on GDP
increase & earnings momentum (earnings to watch).
Increase idiosyncratic risks decorrelated from
markets.
Favorite geographic zones: EU (cheaper), EM (India,
possibly Russia), Japan.
Favorite Sectors: Healthcare, Financials & Energy.

Increased exposure to decorrelate portfolio returns
from general market indices.

Currencies :
▪
▪

ST bias to USD but MT to EUR
Hedge ¥
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