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Executive Summary  

 

• Risk assets performed strongly in 2017, 
significantly outperforming lower-risk assets. 

• The global economy finished 2017 on a very 
solid footing and is expected to remain robust 
and broad-based in 2018 thanks to buoyant 
business and consumer sentiment boosting 
investment and consumption. 

• The global economy in 2018 should also receive 
a mild fiscal boost, courtesy of the US 
government.  

• Although most of the major economies in the 
world are growing simultaneously, different 
economies are at different points in their 
business cycles. 

• Unsynchronised business cycles mean 
unsynchronised inflationary pressures. 

• Unsynchronised inflationary pressures mean 
unsynchronised monetary normalisation, both 
with regard to central bank interest rates and 
balance sheets (quantitative easing). 

• Although still loose, global monetary conditions 
will be less accommodative in 2018 than they 
were in 2017 and are likely to become tight in 
2019 for the first time since before the financial 
crisis, increasing the risk of a subsequent 
recession. 

• Yields are likely to nudge upwards in 2018 as 
inflationary pressures build, due to continued 
strong economic growth, falling unemployment, 
rising wages, a positive output gap in the largest 
economy in the world, monetary normalisation 
and a rising oil price. 

• However, it is unlikely that yields will rise 
aggressively. Unsynchronised business cycles 
mean that economic slack, low rates and 
continued monetary accommodation outside 
the US, will keep global yields in check.  

 

 

 

 

 

 

 

• Spikes in policy and political risk as well as 
concerns that the Federal Reserve might be 
pushing rates too far, could also provide some 
support for bonds. 

• Longer-term structural factors are likely to 
continue to bear down on government bond 
yields such as ageing demographics, historically 
weak productivity rates, regulatory-driven 
demand from banks and liability-driven demand 
from insurance companies and pension funds. 

• Equities are likely to continue to outperform 
bonds in 2018. Justification for this 
outperformance include: company earnings 
maintaining their positive growth rates, 
supported by a favourable macroeconomic 
environment; continued global monetary 
accommodation; and favourable dividend yields 
relative to government bond yields. 

• Although global equity markets should deliver 
another positive year in 2018, the journey is 
unlikely to be as smooth as in 2017.  

• As the year progresses, excess liquidity will still 
be sloshing around the global economy but at a 
slower pace, and higher oil prices will cause both 
a rise in headline consumer price indices 
(putting pressure on central banks) and an 
increase in the cost of production. Equity 
investors are also showing signs of excessive 
euphoria. As a result, after a period of market 
tranquillity, volatility is likely to edge upwards. 

• After a year of weakness, the US Dollar is likely 
to stabilise but remain soft in 2018. 

• The oil price should continue to creep upwards 
in 2018, with OPEC/Russia cuts offsetting US 
shale production, and oil demand supported by 
strong global growth. 
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Introduction 
Economic growth was robust and broad-based across 
the major regions in 2017. Meanwhile, lower than 
expected inflation allowed monetary policy to stay 
accommodative, despite a few of the world’s major 
central banks beginning to remove some of the 
unparalleled monetary liquidity that has been injected 
into the global economy since the start of the financial 
crisis over a decade ago. This ensured that asset-market 
volatility remained near record-low levels, as it has been 
throughout the year. We are likely to see more of the 
same in 2018 with buoyant business and consumer 
confidence driving output, investment and consumption 
rates around the world. However, we are moving closer 
to the end game of the global business cycle with 
implications for inflation, market volatility and relative 
asset class performance. 

 

Review of 2017 

Risk assets performed strongly in 2017, significantly 
outperforming lower-risk assets (see chart 1). The US 
market outperformed broader global equities, with the 
Trump administration succeeding in reforming the US 
tax code at the end of December. The economy also 
strengthened further, allowing the Federal Reserve (Fed) 
to raise interest rates; it also began reducing the size of 
its balance sheet. The S&P 500 index finished the year 
up 21.8% in total return terms. 

In Europe, the UK, the economy performed relatively 
well and this led the Bank of England (BoE) to reverse 
the emergency interest rate cut it implemented 
following the Brexit referendum in 2016. The FTSE 100 
index was up 11.9%. European equities underperformed, 
relative to global equities, despite the region’s economic 
improvement. Although Angela Merkel struggled to 
form a coalition government, the main headwind was 
the strength of the euro, which appreciated after the 
European Central Bank (ECB) decided to further reduce 
the value of its monthly asset purchases. 

Japanese equities led the developed markets, supported 
by Shinzō Abe’s re-election as Prime Minister and 
further improvement in the economy. The Topix index 
was up 22.2%. Encouragingly, Japan’s strong 
performance occurred without a significant weakening 
of the yen, indicating that investors are focusing on the 
economy’s improving fundamentals.  

Emerging markets were the top performing global equity 
market in 2017, with the MSCI emerging markets index 
returning a staggering 37.3%. This was helped by Xi 
Jinping consolidating his power as China’s President and 
the economy performing strongly, despite the 
persistence of some well-known structural headwinds. 
More broadly, emerging markets benefitted from 
stronger industrial commodity and oil prices, 
accommodative financial conditions and a cheaper 
dollar. 

Within fixed income, corporate bonds outperformed 
government bonds. In the sovereign market, the US 10 
year Treasury yield finished the year slightly lower than 
where it started, from 2.44% to 2.40%, as the initial 
euphoria over the Trump administration’s tax plans gave 
way to the reality of passing the plans into legislation. In 
the UK, the 10 year yield also slipped, from 1.24% to 
1.19% as the economy continued to experience a 
gradual slowdown. The US BoAML 7-10 year Treasury 
index and the UK 7-10 year Gilt index finished the year 
up 2.5% and 1.7%, respectively. In the Eurozone, 
however, the 10 year Eurozone government bond yield 
rose, from 0.21% to 0.43%, as the markets continued to 
price in a sharp pick-up in economic activity. Emerging 
markets were the best performing major sovereign bond 
market, with the BoAML emerging market sovereign 
USD bond index up 8.2% in the year, as positive risk 
sentiment, falling inflationary pressures and an 
attractive yield pick-up relative to developed market 
bonds, supported this asset class. 

 

Chart 1: Market Performance in 2017 (%) 

 

Source: Bloomberg. Data to December 2017. 
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Corporate bonds had a good year, benefitting from 
strong company cash-flows on the back of robust 
economic growth. High yield bonds outperformed 
investment grade bonds, with the former being more 
sensitive to the health of the global economy. The 
BoAML investment grade and high yield bond indices 
returned 6.4% and 7.5%, respectively, in 2017. 

 

Macroeconomic Outlook  

Synchronised Global Growth 

The global economy finished 2017 on a very solid footing 
and is expected to remain robust and broad-based in 
2018. The global economy is in good shape - the best 
since before the financial crisis - thanks to years of low 
interest rates, massive quantitative easing programmes, 
flexible exchange rates, less restrictive fiscal policy and 
rising economic confidence. As can be seen from chart 2, 
all the major economies in the world, both developed 
and emerging, are expanding at the same time. In the 
developed world, most economies are experiencing 
growth rates which are close to historical averages. The 
Eurozone is the stand-out economy with a growth rate 
which is significantly higher than the average it has 
experienced since 1996. The only laggard is the UK 
economy which, although growing, is doing so at a much 
slower pace, due to a squeeze on real wages from higher 
inflation as well as Brexit uncertainty. In the emerging 
world, growth rates have stabilised thanks to a rise in 
commodity prices and an increase in international trade. 
China remains one of the fastest growing major 
economies in the world as the authorities avoided 
tightening monetary policy too much in a year of the 
Communist Party Congress. 

 

Chart 2: Global Growth Rates 

 

Source: Bloomberg. Data from 1996Q1 to 2017Q4. 

 

Buoyant Business Sentiment 

One reason global growth is expected to be robust and 
synchronised in 2018 is that business sentiment is very 
buoyant. Companies in both the manufacturing and 
service sectors are encouraged by rising demand for 
their products and plan to increase output. We can see 
this from chart 3, which shows purchasing managers’ 
indices (PMI) across the world. In nearly every case, the 
PMIs are above the 50 mark which separates economic 
expansion from contraction. In the developed world, the 
Eurozone is registering the highest rates of business 
confidence, with recent data showing that confidence is 
accelerating. Businesses in emerging markets are also in 
confident mood, especially in Russia, thanks to rising 
commodity prices and increasing international trade. 
Brazil is the only major emerging economy where 
confidence is much lower, due to political uncertainty 
and fiscal consolidation. 

Buoyant business sentiment along with rising global 
demand, signals an increase in output for the overseas, 
as well as the domestic market. As a result, exports are 
expanding across the world, with the fastest growth 
taking place in the Eurozone, thanks in part to a currency 
which is still relatively cheap (despite recent strength) 
and the more cyclical nature of the overall Eurozone 
economy. As well as encouraging more exports, buoyant 
business sentiment is also prompting companies to 
invest in new equipment, machines, buildings and 
technology. As a result, after years of stagnation, 
investment rates across the world have picked up. The 
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highest investment rates are in the Eurozone with the 
sharpest acceleration in recent quarters taking place in 
the US. The UK, on the other hand, is showing signs of a 
deceleration in capital formation as Brexit uncertainty 
makes companies think twice about investing. 

 

Chart 3: Global Composite Purchasing Managers’ Indices 

 

Source: Bloomberg. Data from January 2015 to December 2017. Above 50 = 
expansion; below 50 = contraction. 

 

Elevated Consumer Confidence 

Another reason solid economic growth should continue 
in 2018 is that consumer confidence is riding high. One 
explanation is that labour markets have tightened and 
consumers are feeling more secure about their 
employment prospects.  Additionally, house prices 
around the world are rising (chart 4), even in countries 
that are usually associated with more stable prices such 
as Germany and Japan. After the slump in the housing 
market, post the financial crisis, prices are growing at 
above average rates in most of the major economies, 
especially in Canada which is experiencing a housing 
boom. In terms of momentum, we can see that in the US 
and Canada, not only are prices rising, but they are 
doing so at an accelerating rate. The UK, however, is 
seeing a slow deceleration in prices, and this is one 
reason why the UK is the only economy where consumer 
confidence is softening. Overall, elevated consumer 
confidence should support retail sales and personal 
consumption generally, going forward. 

 

Chart 4: Global House Prices (% Year-on-Year) 

 

Source: Bloomberg. Data from December 2007 to December 2017. 

 

Looser Fiscal Policy 

As well as being supported by buoyant business and 
consumer confidence, the global economy in 2018 
should also receive a mild fiscal boost, courtesy of the 
US government. Congress passed the final version of the 
GOP tax bill before Christmas. The bill will enact large 
changes to the tax code on both businesses and 
households. It is expected that the bill will increase 
company profits, give a small boost to the US economy 
(with some spill-over effects to the rest of the world), 
cut taxes for most Americans, and cause the federal 
deficit to balloon. There are various estimates of the net 
monetary injection into the US economy, but the official 
estimate from the Joint Committee on Taxation is about 
$1trillion dollars over ten years. This is likely to boost 
annual US GDP in the short term by about 0.25%-0.35%, 
but the net effect after ten years is considered to be 
negligible. The final result, after months of political 
horse-trading, is a far cry from the $5.2 trillion dollars 
and the 1% percent per annum boost to GDP that was 
originally suggested. 
 

Unsynchronised Business Cycles 

Although most of the major economies in the world are 
growing simultaneously, they are doing so at different 
rates and with different starting points, as some 
economies were hurt more by the financial crisis than 
others. The Eurozone, for example, experienced the  
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double-whammy of the Great Recession and the 
Eurozone sovereign debt crisis. As such, although seeing 
synchronised growth, different economies are at 
different points in their business cycles. One way this 
manifests itself is in the labour market, where 
unemployment rates are different across the world. In 
the US, UK and Japan, for example, unemployment is 
below historical averages and close to what is 
considered to be full employment. In the Eurozone, 
however, unemployment is much higher and still has 
some way to fall before slack in its labour market is 
eroded.  

One can also identify unsynchronised business cycles by 
looking at output gaps – the difference between the 
level of actual and potential economic output.  Chart 5 
shows that output gaps across the world were 
unsynchronised in 2017 and are expected to continue to 
be unsynchronised in 2018. The output gap went 
positive in the US in 2017 for the first time since before 
the financial crisis, and is expected to become even 
more positive in 2018. The output gap is also expected 
to turn positive in Canada. However, output gaps are 
expected to persist in the UK, Japan and China and, to a 
lesser extent, in the Eurozone.  
 

 

Chart 5: Global Output Gaps 

 

Source: Bloomberg, IMF. Output Gap is the difference between actual and 
potential level of output, as a percentage of potential output. 

 

Unsynchronised Inflationary Pressures 

Unsynchronised business cycles mean unsynchronised 
inflationary pressures. When economic slack is no more, 

employers need to offer higher wages to attractive 
appropriate workers from a diminishing pool of available 
labour. Moreover, when output gaps close, pricing 
power increases; companies can pass on the cost of 
higher wages to consumers in the form of higher prices. 
Chart 6 shows that wage rates, and therefore core 
inflationary pressures, are higher in economies where 
the output gap is small or positive, such as the US and 
Canada. In Japan, where the output gap is still very large, 
inflationary pressures are more subdued. 

Other influences on inflation include currencies and the 
oil price. Stronger currencies tend to exert downward 
pressure on prices because they make import cheaper, 
while weaker currencies put upward pressure on prices 
because they make imports more expensive. A weaker 
Dollar, therefore, could be inflationary for the US and a 
stronger Euro could be disinflationary for the Eurozone. 
Higher oil prices, however, are universally inflationary as 
they represent a large component of consumer price 
indices and we can observe a very close historical 
relationship between inflation and the year-on-year 
change in the oil prices. With oil prices likely to continue 
to creep upwards, this represents a tailwind for global 
inflationary pressures. 
 

 

Chart 6: Global Output Gaps and Wage Rates 

 

Source: Bloomberg, IMF. Output Gap is the difference between actual and 
potential level of output, as a percentage of potential output. 

 

Finally, one also needs to consider the implications of 
changes in productivity. Productivity levels have 
stabilised and are starting to move back to more 
historical norms. In recent quarters, apart from the UK, 
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productivity growth rates are actually accelerating. 
Rising productivity rates could help to keep a lid on 
inflation as it means that companies can afford to pay 
higher wages without having to pass the cost on to the 
consumer. 

 

Unsynchronised Monetary 

Normalisation 

Unsynchronised inflationary pressures mean 
unsynchronised monetary normalisation, both with 
regard to central bank interest rates and balance sheets 
(quantitative easing), with different positions along the 
business cycle being the main underlying factor. 
Unsurprisingly, we observe a close relationship between 
the expected output gap and the expected increase in 
central bank policy rates, as illustrated in chart 7. For 
example, the US has the largest expected positive 
output gap and economists expect the Federal Reserve 
to increase the Fed Funds rate another three times, to 
2.25%, by the end of 2018. In the Eurozone, Japan and 
China, where output gaps are likely to still be negative, 
economists expect central banks to stay on hold. In the 
UK, despite a small negative output gap, economists 
expect the Bank of England (BoE) to increase rates once 
in 2018, as the BoE attempts to deal with import-driven 
inflation. 

A similar story applies to quantitative easing. The US 
Federal Reserve has already started to unwind its 
balance sheet, whereas the European Central Bank 
(ECB), although reducing its bond purchases, is still 
planning to add to its balance sheet through 2018. The 
ECB has also promised not to increase its official policy 
rates until it has officially stopped its quantitative easing 
programme. The Bank of Japan (BoJ) has never really 
managed to step meaningfully away from the zero 
interest bound after its recession in the early 1990s. In 
its latest effort to stimulate inflation, the BoJ is 
committed to targeting a 0% level for the Japanese 10 
year bond yield, whatever the cost to its balance sheet. 

Consequently - despite tightening in the US - when one 
considers the combined actions of all the major central 
banks, monetary policy is likely to remain extraordinarily 
accommodative in 2018.  

 

Chart 7: Expected Global Output Gaps & Changes in Central 
Bank Rates 

 

Source: Bloomberg, IMF. Output Gap is the difference between actual and 
potential level of output, as a percentage of potential output. Expected Rage 
Change = Economists’ Consensus. 

 

Recession Risk Low But Rising 

Although still loose, global monetary conditions will be 
less accommodative in 2018 than they were in 2017 and 
are likely to become tight in 2019 for the first time since 
before the financial crisis. Recession risk might still be 
low in 2018, therefore, but the probability of recession 
further down the road is rising.  

One popular leading indicator of recession is the yield 
curve – the difference between ten and two year 
government bond yields. A flat to negative yield curve 
means that banks are no longer making reasonable 
margins on their loans, which affects their willingness to 
lend. Yield curve inversions also usually happen after a 
period of central bank interest rate increases, making 
the cost of capital prohibitively expensive. As we can see 
in chart 8, when the US yield curve went flat to negative, 
the output gap subsequently narrowed as recession 
ensued, especially in 2000 and 2006/7.  

However, the yield curve is not a perfect predictor of 
recessions. The yield curve was flat for a large part of 
the 1990s but this did not lead to a recession. One 
reason is that the oil price was relatively low. This kept 
inflation in check, reduced the cost of production and 
helped stimulate consumer demand, thereby offsetting 
excessive monetary tightness caused by the flat yield 
curve.  It was only when the world was experiencing 
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synchronised positive output gaps in the major 
economies, which pushed up oil prices sharply, that the 
double-blow of a flat yield curve and an oil price shock, 
eventually sent the global economy into a tailspin.  

 

Chart 8: US Output Gap, Yield Curve & Oil Price 

 

Source: Bloomberg, IMF. Output Gap is the difference between actual and 
potential level of output, as a percentage of potential output. Data from 
December 1990 to December 2017 (December 2018 for Output gap). 

 

Where are we now? The yield curve has been flattening 
and the oil price has been rising, but the yield curve is 
still positive and the oil price is still relatively low, at 
0.52% and $60.42 (West Texas) per barrel, respectively. 
Although the US output gap will become more positive 
in 2018 and the yield curve will flatten further, negative 
output gaps in the rest of the world and continued 
monetary easing on a global basis will probably keep the 
yield curve positive and the oil price in check for the 
time being. However, 2019 is a different story - by then, 
global economic slack will likely have disappeared, the 
oil price will probably be much higher and the US yield 
curve could be negative, creating the conditions for a 
global slowdown and recession in 2019/20. 

 

Political and Policy Risks 

In addition to the risk of inflation rising faster than 
expected in 2018, there are also a number of political 
and policy risks. NAFTA negotiations are a concern and it 
is possible that the Trump Administration could 
announce its intent to withdraw if the talks do not result 

in a revised agreement by early 2018. While the overall 
implications for the US economy would likely be modest, 
US-Mexico trade could be substantially affected and 
some industries could face disruptions (especially the 
auto sector).  

In Europe, the impact of a populist win in the Italian 
election in 2018 could be profound. But while opinion 
polls point to a strong showing from the Five Star 
Movement, the base case is that the election will deliver 
a broad coalition which will not bring Italian 
membership of the EU or participation in the Euro into 
question.  

The Brexit negotiations may also be reaching a more 
critical phase. Following the triggering of Article 50 in 
March 2017, we are now well into the two-year official 
deadline to complete the exit process. The pressure to 
proceed on this timeline may diminish, however, if both 
sides agree to a transition arrangement.  

This seems the most likely scenario, particularly given 
the recent conclusion of phase one of the negotiations, 
which settled the exit bill, citizens’ rights and the 
Northern Ireland border. Both sides have approached 
the negotiations recently in a constructive manner. It 
appears the EU is more confident following the political 
results in 2017 and see that alongside the Eurozone 
recovery, support for the euro is rising. It may feel less 
inclined to make an example of the UK with a 
particularly punitive deal and instead wish to avoid near-
term supply chain dislocations that could result from a 
“no deal” scenario. 

Escalating tensions around North Korea’s nuclear 
ambitions and ongoing instability in the Middle East also 
pose geopolitical risks with highly uncertain but 
potentially important consequences for the oil price and 
the global economy. 

 

Market Outlook  

Bonds: Divergent Yield Curves 

What does our outlook for the global economy imply for 
the financial markets? Let’s start with bonds. Yields are 
likely to nudge upwards in 2018 as inflationary pressures 
build due to continued strong economic growth, falling 
unemployment, rising wages, a positive output gap in 
the largest economy in the world, monetary 
normalisation and a rising oil price. The Trump 
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administration’s tax plans should also add fuel to the 
inflation fire. However, it is unlikely that yields will rise 
aggressively. Unsynchronised business cycles mean that 
economic slack, low rates and continued monetary 
accommodation outside the US, will keep global yields in 
check. Spikes in policy and political risk as well as 
concerns that the Federal Reserve might be pushing 
rates too far, could also provide some support for bonds. 
Additionally, longer-term structural factors are likely to 
continue to bear down on government bond yields such 
as ageing demographics, historically weak productivity 
rates, regulatory-driven demand from banks and 
liability-driven demand from insurance companies and 
pension funds. 

Within government bonds, the US offers one of the 
highest yields and also compensates investors for 
inflation, which is the biggest enemy of any bond 
investor as inflation eats into the purchasing power of 
the fixed income. A similar situation applies in Canada. 
Yields in Japan are negligible but at least inflation is also 
virtually non-existent. And in the UK, although yields are 
relatively low and inflation is much higher, the latter is 
likely to subside as the UK economy gradually slows 
down. Eurozone government bonds, however, offer 
poor value – yields are negative at the short end and 
negligible further out, yet inflation is much higher and 
the economy is likely to continue to be one of the best 
performing major economies in the world. The only 
reason yields are so low in the Eurozone is that the ECB 
continues to maintain its quantitative easing and 
negative deposit rate policy, as it sees economic slack 
continuing to bear down on inflation.  By the end of 
2018, however, these factors are likely to reverse – the 
output gap should be closed, quantitative easing is likely 
to be phased out and the ECB will be considering 
increasing its deposit rate, with profound implications 
for Eurozone bond yields.  

Yield curves are likely to continue to be divergent in 
2018. Chart 9 shows how the yield curve in the US 
flattened in 2017 but remained elevated in the 
Eurozone. In the US, short rates should be forced 
upwards by the Federal Reserve’s determination to 
increase the Fed Funds rate three more times to 2.25%, 
in the face of rising inflationary pressures.  This is likely 
to be reinforced by the election of new governors to the 
FOMC, who are considered to be of a more “hawkish” 
disposition. However, although longer term yields could 
possible nudging upwards in the short term - as 
economic activity continues its momentum into 2018 
and fiscal looseness increases inflationary expectations – 

further out, yields are likely to be anchored by structural 
factors and the expectation of the Federal Reserve 
moving closer to the end of its tightening cycle. In the 
Eurozone, on the other hand, short rates are anchored 
by the ECB while longer rates should feel the pressure of 
stronger-than-peers economic growth. In Japan, the 
yield curve is being directly controlled (0% for the 10 
year) by the Bank of Japan, but the curve could rise if the 
economy continues to beat expectations.  

 

Chart 9: US & Eurozone Yield Curves 

 

Source: Bloomberg. Data from January 2001 to December 2017. 

 

Outside of developed market fixed income, emerging 
market sovereign bonds are less attractive than they 
were. Although economic fundamentals are much 
improved with strong global growth, rising international 
trade, higher commodity prices and reduced current 
account deficits, bonds are still potentially vulnerable to 
a rise in US rates and a change in investor sentiment. 
Moreover, the burden of dollar-denominated debt is 
less likely to fall in 2018 as it did in 2017, as the Dollar 
behaves in a more stable fashion. Furthermore, spreads 
have fallen to close to the bottom of their historical 
range, thereby offering much less compensation for the 
inherent risk associated with emerging market bonds. 

Spreads in the corporate bond market have also 
tightened. In the investment grade space, ten year 
spreads are at the bottom and two year spreads are 
below the bottom of their post-crisis levels, as 
government bond yields have risen but corporate yields 
have not kept pace. Notwithstanding this, cash levels are 

-0.50

0.00

0.50

1.00

1.50

2.00

2.50

3.00

3.50

Ja
n

-0
1

Ju
l-

01
Ja

n
-0

2
Ju

l-
02

Ja
n

-0
3

Ju
l-

03
Ja

n
-0

4
Ju

l-
04

Ja
n

-0
5

Ju
l-

05
Ja

n
-0

6
Ju

l-
06

Ja
n

-0
7

Ju
l-

07
Ja

n
-0

8
Ju

l-
08

Ja
n

-0
9

Ju
l-

09
Ja

n
-1

0
Ju

l-
10

Ja
n

-1
1

Ju
l-

11
Ja

n
-1

2
Ju

l-
12

Ja
n

-1
3

Ju
l-

13
Ja

n
-1

4
Ju

l-
14

Ja
n

-1
5

Ju
l-

15
Ja

n
-1

6
Ju

l-
16

Ja
n

-1
7

Ju
l-

17
Ja

n
-1

8

US 10-2 Yr Yield EUR 10-2 Yr Yield



 

 

 

Crown Agents Quarterly Macroeconomic & Market Outlook 10 

 

high, corporate leverage is not excessive and continued 
strong economic growth should help to reduce credit 
risk. High yield bonds have seen a similar tightening in 
spreads, but this time it’s more to do with a collapse in 
corporate yields than a rise in government yields. And 
although default rates are still low and global growth is 
robust, monetary conditions are tightening and high 
yield bonds are often the canary in the economic 
slowdown coal mine. 
 

Equities: An Ageing Bull Market 

Turning to equities - they are likely to continue to 
outperform bonds in 2018. Justification for this 
outperformance include: company earnings maintaining 
their positive growth rates, supported by a favourable 
macroeconomic environment; continued global 
monetary accommodation; and favourable dividend 
yields relative to government bond yields. However, this 
equity bull market is becoming very long in the tooth 
and, as we analysed earlier, we are reaching the latter 
stages of the global business cycle. How have equities 
performed during this phase? Chart 10 shows that 
equities produce healthy returns and outperform bonds 
in the last two years before a recession year. Looking at 
the four recessions since 1981, on average, the S&P 500 
index produced a return of 16.25% two years before a 
recession year, 19.02% one year before a recession year, 
and a negative return of 16.23% during a recession year. 
Therefore - assuming a recession is still some time away 
- equities could continue to deliver strong positive 
returns in 2018. 

Within global equities, some markets look more 
attractive than others.  US company earnings should 
benefit from a cut in corporation tax and robust 
economic growth both at home and abroad but, after 
years of strong performance, the US equity market is 
becoming stretched. For example, the S&P 500 index 
delivered positive returns in every single month of 2017, 
the first time this has happened since 1958. As a result, 
valuations are increasingly unattractive, with price-to-
book-value and price-to-earnings ratios above their 
sixteen year historical range. Relative to government 
bonds, US equities also look expensive, with the 
dividend yield on the S&P 500 index less than the yield 
on the 10 year US Treasury Bond. Within the broad US 
equity market, US mid-caps are less expensive and 
should gain more from tax reform as large-cap 
multinationals are already able to better manage their 
tax liabilities. 

 

Chart 10: Performance of Markets Before & During Recession 
Years 

 

Source: Bloomberg. Data from January 1979 to December 2017. 

 

Equity markets look more attractive outside the US. 
Valuation metrics in the UK, Eurozone and Japan are 
more reasonable and dividend yields are much higher 
than their corresponding government bond yields, 
especially in the UK and Eurozone. Cyclical regions, such 
as the Eurozone and Japan, should also benefit more 
from robust global growth. In the Eurozone, despite a 
reduction in quantitative easing, monetary policy is still 
very loose and although the Euro has experienced some 
appreciation, it is much lower than its previous peak. In 
Japan, the market is closely correlated with the Yen, 
which should stay weak given a monetary policy running 
at full pelt. In the UK, large-cap multinationals should 
benefit from stronger commodity prices and a relatively 
weak currency; mid/small cap companies, however, look 
more expensive on a valuation basis and are more 
vulnerable to a consumer slowdown and Brexit 
uncertainty.  

In the developing world, emerging market equities 
should feel the continued tailwind of strong global 
growth, rising international trade and firmer commodity 
prices. Emerging market equities also benefitted from a 
much weaker Dollar in 2017, but the Dollar is likely to be 
more stable in 2018. And, after such an exceptional 
return in 2017, emerging market equities are not as 
attractive as they were, with a price-to-earnings ratio, 
for example, now closer to the top of its historical range. 
Moreover, emerging markets could be affected by an 
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increase in protectionist measures and, if investor 
sentiment changes, are vulnerable to a global market 
sell-off. 

Although global equity markets should deliver another 
positive year in 2018, the journey is unlikely to be as 
smooth as in 2017. As the year progresses, excess 
liquidity will still be sloshing around the global economy 
but at a slower pace, and higher oil prices will cause 
both a rise in headline consumer price indices (putting 
pressure on central banks) and an increase in the cost of 
production. Moreover - as measured by the VIX volatility 
index, the American Association of Individual Investors 
bullishness index and the put-to-call ratio - equity 
markets are exhibiting signs of complacency. As a result, 
after a period of market tranquillity, volatility is likely to 
edge upwards. 

 

US Dollar: A Year of Stabilisation 

After a year of weakness, the US Dollar is likely to 
stabilise but remain soft in 2018. There are a number of 
countervailing factors working on the Dollar. One of the 
most important drivers of exchange rates is interest rate 
differentials, with international capital seeking the 
highest rates of return. With the yield differential 
between US two year government bond yields and the 
corresponding government bond yields in the Eurozone 
and Japan expected to widen even further in 2018, the 
Dollar should rise as a result. However, bond investors 
maybe sensing that the interest rate tightening cycle in 
the US is close to peaking, at which point the yield 
differential could then start to narrow, negating the 
upward pressure on the Dollar.  

Another related factor is that economic activity in the 
rest of the world is catching up with the US and this is 
also likely to bear down on the Dollar. Chart 11, for 
example, shows that there exists a close relationship 
between the relative output gap between the US and 
the Eurozone and the USD/Euro exchange rate. The 
output gap differential closed considerable in 
2016/2017, from 1.91% to 0.79%, as economic activity 
accelerated faster in the Eurozone; and this coincided 
with a sharp fall in the Dollar in 2017. The chart also 
shows that the output gap differential is expected to fall 
again in 2018, but by a much smaller amount, suggesting 
that the Dollar maybe finding a floor. 

Chart 11: Difference Between US & Eurozone Output Gap & 
the USD/Euro Exchange Rate 

 

Source: Bloomberg. Data from January 1991 to December 2017 (output gap to 
December 2018). 

 

Oil: Creeping Upwards 

The oil price is likely to continue to creep upwards in 
2018. On the supply side, it is expected that US 
producers will lift oil supply by one million barrels per 
day compared to the previous year, as shale producers 
ramp up production to take advantage of higher prices. 
On the other hand, this is likely to be offset by the 
agreement between OPEC and Russia to extend their 
production cut of 1.8 million barrels per day through to 
the end of 2018. Continued political tensions in the Gulf 
region could also threaten oil supplies. On the demand 
side, oil should be buoyed by strong global economic 
growth. This is illustrated in chart 12, where one can 
observe a close relationship between the global 
composite purchasing managers’ index and the West 
Texas Intermediate crude oil price. A soft Dollar should 
also help. The net effect is that the oil price is likely to 
rise but not spike yet as some global economic slack still 
remains. 
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Chart 12: Global Composite Purchasing Managers’ Index & 
Oil Price 

 

Source: Bloomberg. Data from January 2015 to December 2017. 

 

Conclusion 
The global economy finished 2017 in good shape with 
robust, broad-based growth. This is likely to continue in 
2018 thanks to buoyant business sentiment, prompting 
greater economic output and investment. The consumer 
will also play its part, with elevated consumer 
confidence and rising house prices increasing consumer 
spending. The US government should help to put icing 
on the global economy cake with a meaningful fiscal 
stimulus. The Eurozone, in particular, should go from 
strength to strength as it continues to catch up fast after 
its double-dip recession.  The only weak point in the 
global economy is the UK, where negative real wage 
growth and Brexit uncertainty is bearing down on 
economic activity.  

For the time being, global inflationary pressures, 
although rising, will remain contained, thanks to 
economic slack outside of the US. Consequently, 
monetary normalisation will be unsynchronised across 
the world, with the US leading the way, but the 
Eurozone and Japan staying on hold for a while longer. 
Global monetary conditions, therefore, will remain 
accommodative and certainly not tight enough to cause 
a recession. That’s a story for 2019/20.  

A strong growth outlook with contained inflationary 
pressures represents a favourable environment for risk 
assets and a more challenging one for bonds, especially 
sovereigns. After a long period of tranquillity, rising oil 

prices, higher interest rates, less monetary 
accommodation, and occasional bouts of elevated 
political and policy risk, could see risk market volatility 
stirring from its slumber.  
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Disclaimer 

This communication is not intended for retail clients. It is limited to professional clients and eligible counterparties. 
Please remember that value of investments may go up or down. Past performance is not a reliable indicator of 
future results. Information contained in this publication is compiled from industry sources which we believe to be 
accurate and reliable. It is intended to provide general information on particular subjects for the personal use of the 
reader, who accepts full responsibility for its use. The information does not constitute accounting, tax, legal, 
investment, consulting or other professional advice or services. While we believe the information provided to be 
entirely accurate it is provided “as is”, with no guarantee of its completeness, accuracy or timeliness, without 
conditions or warranties of any kind, express or implied, including without limitation those relating to performance, 
satisfactory or merchantable quality or fitness for purpose. Any opinions expressed are current opinions only and 
subject to change. In no event will Crown Agents Investment Management, its affiliates, its (or its affiliates’) 
directors, officers, employees or agents, be liable for any damages whatsoever, including but not limited to direct, 
indirect, incidental, consequential, special, punitive or exemplary damages, in respect of lost profits, lost savings , 
lost revenues or otherwise, and whether arising under contract, tort (including negligence), statute or otherwise, 
relating to the use of information contained in this publication. 

Source data and charts provided by Bloomberg Finance L.P. 


