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The Equity Rally Continues

December was the month that the Trump
administration finally passed some meaningful
legislation with the new tax plans approved by
both House and Senate. In addition, the US
recognised Jerusalem as the capital of Israel
leading to the passage, by a vote of 128-9, of a
UN resolution condemning the US. The US then
announced that it was cutting UN funding by
$285 million. And not done just yet with
geopolitics, the US increased sanctions on
North Korea, which the hermit kingdom claims
to be “an act of war”.

As widely expected, the US Fed raised interest
rates to 1.5%, with limited impact on the
markets. A more notable development came
from the FOMC’s raising of GDP estimates from
2.1% to 2.5% for the coming year.

Economic data released in December pointed
towards an improving economy, as building
permits, housing starts, and retail sales all beat
consensus estimates. More importantly,
unemployment remains at an all-time low of
4.1%. Unemployment claims continue their
downward path, and non-farm payrolls
comfortably beat estimates. Consumer
confidence for the month of December came in
lower than expected; however, the broad trend
is positive. Overall, we see an improving
economy that may positively impact inflation as
we enter 2018.

UK capitulated to the EU’s ‘divorce bill’ of GBP
50bn. As a result, the FTSE 100 jumped to an all-
time high on hopes of a soft BREXIT trade deal.
Economic data in the Eurozone were positive in
the month, supporting the EUR currency whilst
the STOXX traded rangebound.

Indonesia saw a second sovereign rating
upgrade for the year, this time by Fitch,
highlighting the country’s greater resilience to
external shocks.

Gold gained 2.1% for the month of December.
Brent crude continued its rally through
December, helped by rising geopolitical risks in
the Middle East.

US tax reforms have finally been passed and are the most momentous change to the
tax code since Reagan’s reforms more than 30 years ago. Income tax cuts will
remain in place until 2025; most, but not all, Americans will get a tax cut in the short
term. The corporate tax rate has been slashed from 35% to 21%, with the effective
tax rate estimated to fall from 21% to 9% (but seen rising back to 16-17% by 2027).
Industry impacts will be highly uneven, with mining, consumer staples and food
services being significant beneficiaries, while RE and IT benefit much less. Limits on
tax deductibility will hurt highly geared companies (which has negative implications
for US HY fixed income relative to IG). BARCAP estimates the reforms will boost SPX
EPS by 6.3% in FY18 (assuming tax cuts kick-in this year) and roughly doubling
expected SPX EPS growth to around 15% from 7%. It is estimated to boost US GDP by
70bps over 10y with more in the first 18 months.

IMPLICATION: This is probably not fully discounted by US equities. It should boost
US GDP and inflation that, all things being equal, will help value, financials and small
& mid-cap companies but be less help for ‘growth’ equities and bond proxies. Given
the differences in individual companies’ sensitivity to tax cuts, it might boost active
funds that can stock pick vs. passive broad-market ETFs, as these are also
overweight growth sectors less geared to the benefits. It will help the relative
appeal of SPX to other DM, and equities in general, as it implies that SPX might have
one of the highest EPS growth rates in 2018. This will help mitigate concerns over
SPX’s higher valuations (a permanent tax cut is obviously quite positive for long
term valuations).

In theory, this is USD positive and FI negative. Tax cuts, robust housing and labour
data are supportive of our base case – that inflation picks-up through 2018, notably
in H2. In addition, we feel that risks are significant in FI – especially for longer
duration, higher quality FI. We have tended to avoid fixed income since 2015, in
favour of equities, floaters & alternative investments. This call has mostly worked
and may work again in 2018. It likely supports the case for US equities over other
asset classes. There is thus a chance we get a rally in the new year as allocations
shift. (Continue on next page)
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Macro Outlook (Cont’d)

It seems that FI markets woke up in the past few days, realising that a) tax cuts are a reality; b) the markets are inflationary and
supply-side negative. Interestingly whilst the UST 10Y yield rose to a 9M-high around 2.50%, UST 2Y yields remained flat,
causing the yield curve to steepen by 10bps (Chart 1). Bunds yields have also jumped. The surprise is that USD has not reacted
positively to this news (Chart 2). That lends some weight to the argument that the Greenback may have trouble strengthening.

FI markets were given a ‘double punch’ as US housing and NAHB data for November were much stronger than expected. NAHB
sentiment hit an 18y high. Existing home sales soared to an 11y high (Chart 3). Median home prices rose 5.8% YoY. FI markets
can sputter away but US housing data is inflationary as are tightening labour markets and accelerating wage growth especially if
one looks at broader employment cost indices.

Current market positioning appears to be short USD. The recent BIS paper explicitly contradicts the consensus view of
structurally low interest rates stemming from a savings glut. It asserts that the key driver to rates is from monetary policy,
which in turn is driven by inflation. Inflation is more advanced in the US, and thus the risk is that the Fed is behind the curve. If
BIS are right, this has important implications for monetary policy, real yield differentials and the dollar. We will continue to
watch data closely for signs that inflation may be picking up faster than expected.

-0.5

0

0.5

1

1.5

2

2.5

3

3.5

2007 2009 2011 2013 2015 2017

%

Chart 1: 2Y-10Y Spread

90

92

94

96

98

100

102

104

2015 2016 2017

Chart 2: DXY

4.5

4.7

4.9

5.1

5.3

5.5

5.7

5.9

6.1

6.3

1.5

1.6

1.7

1.8

1.9

2

2.1

2.2

2.3

2.4

2013 2014 2015 2016 2017

Ex
is

ti
n

g 
H

o
m

e
s 

Sa
le

s 
(m

ill
io

n
s)

Ex
is

ti
n

g 
H

o
m

e
s 

In
ve

n
to

ry
 (

m
ill

io
n

s)

Chart 3: US housing demand increases amidst supply squeeze

Existing Home Sales Inventory Existing Home Sales

Source: Bloomberg 

Source: Bloomberg 



January 18

US Equities

Review Outlook

• The passage of the tax bill into law drove equities to new
highs in S&P 500 and the Dow. The NASDAQ also ended the
month higher, although the tech sector did face some
weakness during the month. Overall, 2017 was the best
year for US equities since 2009.

• Equity market volatility continued to be unnaturally low.
The main cause of this, as previously discussed, was the QE
programme, which will start to be unwound in the coming
year. At present, there are few indications of a
normalisation in volatility levels, and indeed shares are
printing at still higher levels into the first days of January.
The timing of volatility normalisation will be a key
consideration in the way equities unfold over the year.

• 2017 saw an improvement in active managers’ performance
relative to passive funds. Dispersion improved, helping stock
pickers; this is likely to continue in H1 2018. The key calls
again may be around sector positioning. Big Tech led SPX in
2017. Interestingly, after a poor H1, Financials gained 21%,
slightly beating the SPX overall. If reflation, remains a key
driver, sector beneficiaries such as Financials, Industrials and
Energy (which lagged last year) could outperform more
significantly.

• With momentum as a leading factor driving SPX in the post-
crisis era, huge amounts have been poured into passive
ETFs. As Big Tech representing 28% of SPX, this has seemed
like a virtuous circle. The risk is this eventually turns into a
vicious correction with passive funds under performing
active funds underweight in IT.

• Valuations of US equities are daunting. Notwithstanding the
earnings benefits from tax cuts, it will be important that Q4
results and guidance for 2018 are constructive for earnings.
At this point it is hard to justify any further re-rating.

• The short-term focus will be on this week's macro data from
the Institute for Supply Management and the December
Non-Farm Payrolls. Festive season sales were estimated to
be robust and the best since 2011. The key question is when
strength in labour data and consumption will feed into
inflation. Capex activity is also accelerating. Fed 'dots'
guidance implies 3 rate hikes in 2018, but FI markets are
pricing in just one hike. 2018 could be the first year in
several in which it is better to believe the Fed rather than
the market.

• Another key concern is whether 2018 sees Trump's
administration turn firmly protectionist. The signs are that
the US is sabotaging NAFTA talks and may turn on China,
using trade restrictions as a lever, on growing concern it is
doing too little to discourage North Korea. If so, the US'
inability to renew WTO's GATT in late December might be an
important lead indicator and a threat to Emerging Markets.
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EU Equities

Review Outlook

• STOXX traded rangebound throughout the month of
December. Spanish politics again came to the fore, as the
Separatist parties won the election to keep control of the
Catalonian state. STOXX was largely unaffected, but the
IBEX took a hit of 1.2% on the news.

• FTSE 100 resumed an upward trend after the UK and EU
agreed to a ‘divorce bill’.

• In the last few days of the year, the Italian government
officially dissolved parliament and opened campaign
season, with an election scheduled for 4 March. The move
comes after a year in which populist forces, continue to
reshape the political landscape across Europe. STOXX
reaction was fairly muted.

• Once again, consensus appears to consider STOXX the
favoured DM equity market at the start of the year, just as it
has done for the past three years. As previously, this
optimism is based on hopes of further recovery in economic
growth and reduced political risk. Another reason given is
its under performance relative to SPX and NIKKEI last year
despite improved fundamentals. A factor to watch,
however, is the Euro as STOXX can underperform into a
stronger Euro and many see Euro gaining again this year.

• Although STOXX largely ignored the politics in Spain and
Italy. this might be an overly benign reaction. Polls suggest
an anti-Euro majority could gain power. It would be an
existential threat to the EU if Italy were to exit. Markets
have anticipated that there will be a deal between Merkel's
party and the SDP that will favour a more EU integrationist
approach a-la-Macron. FTSE's strength into YE17 came as
market hopes shifted towards a 'softer' BREXIT. Such a ‘soft’
conclusion will not sit easy with the hard-line Brexiteers in
the Tory party, and there is a risk that this deal could bring
down the government. Were that to occur, it is possible that
a left-wing Labour Party could win the subsequent election.
The policies Labour espouse are far more dangerous for
markets than BREXIT's negatives, and this is a real 'tail-risk'
for FTSE.
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APAC and EM Equities

Review Outlook

• Despite two steep tumbles caused by Yen strength earlier in
the month, the NIKKEI 225 Index closed just slightly off its
all-time high.

• China’s A-share index closed slightly lower on the month,
with tech shares continuing their declines and offsetting
developer gains.

• Indian equities rallied. The SENSEX powered past 34,000 to
accomplish its fifth milestone of the year. The index rose
roughly 28% on the year, supported strongly in December
by the global equity uplift as well as by bets on improving
earnings and growth.

• The best-performing major market in Asia this year has
been Hong Kong’s HSI, gaining over 35%. In the overall EM
space, Vietnam came out on top with a 46.9% increase as
investors continue to buy into the nation’s growth story.

• Strategists’ views on 2018 outlook for Nikkei have become
more diverse. One school sees a weaker performance this
year as it expects BOJ to tighten, causing JPY to strengthen
and depress earnings. Others are more bullish on earnings,
owing to Nikkei's gearing to robust global growth.

• After outperforming DM equities in 2017, EM equities may
face a trickier time this year. The main risks could come
from wider trade protectionism, or a failure of earnings to
continue to grow robustly. NAFTA is an obvious risk for
Mexico, but a larger overall risk might be if US pursues trade
constraints towards PRC and other EMs such as India.
Emerging Markets were the main beneficiaries of
globalisation, and this may have peaked. More autarkic
economies like PRC and India will prove more defensive vs.
the more trade-dependent economies of Korea, Taiwan, HK
and ASEAN.

• On a more positive note, EM and AXJ ROEs inflected
positively in 2017 for the first time since the crisis. With
double-digit growth forecasts, ROEs should continue to rise,
notably in China, providing structural support for EM
equities in general.

• GDP growth might slow in China this year, with the
government focusing more on quality growth and de-
leveraging SOEs. However, foreign investors remain
underweight and earnings growth should remain solid this
year. The move to include a percentage of A-shares in EM
MSCI will also be a tailwind for inflows into China equities.

• India may face a more volatile Q1, with a lot of positive
news discounted in a robust Q4 NIFTY performance.
However, it has been helped by BJP victories in Gujurat and
other states, and by Modi's ability to push through reforms
in India's fragile banking sector.
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Fixed Income

Review Outlook

• The US Treasury yield curve continued to flatten in
December. The passage of the tax bill saw the 10Y UST yield
rise, breaking the 2.4% resistance, as markets see it as
providing a boost to economic growth.

• German 10Y bund yield rose significantly in the latter part of
the month after Germany announced plans to borrow more
capital in 2018. Hawkish comments from ECB officials on the
outlook of monetary policy also contributed.

• US HY were seen impacted by the tax cuts this month. Parts
of the plan reduce the amount of interest costs that are tax
deductible; this may hurt highly leveraged companies.
Interestingly, IG bonds did not seem to be affected.

• This month the IMF warned the markets about EM FI
headwinds. It cited expectations of a large jump in
borrowing costs, with 55% of EM debt due for refinancing
by YE 2021. At the same time, EM FI has seen huge inflows
and an exponential increase in size despite deteriorating
credit quality.

• Views are polarised. Some forecast that the 10Y UST yield
will fall below 2% as the yield curve flattens completely, and
the Fed will only hike once in 2018. Others see the 10Y yield
at over 3% by YE2018 as inflation picks-up, with the Fed
hiking four times and the curve steepening. A parallel debate
on strategy has the first group favouring higher quality on a
possible 2019 recession, and the latter going back into high-
yield for the returns. For obvious reasons the allocation to FI
and within FI would be substantially different depending on
which view one follows – not least over duration exposure.

• Bund 10Y yield jumped on higher than expected German CPI
data and the consensus forecast is for the yield to almost
double to 84bps by YE2018. A major question then, and for
USD, is whether the yield differential between UST 10Y and
Bunds yield narrows in 2018 as if so it helps Euro over USD.

• Views on EM FI are also polarised, with some finding little
value and concerned over the rise in EM debt to GDP, and
possible downgrades in overall EM sovereign debt ratings.
On the other hand, there are those that like the higher yield
'cushion' and improving fundamental outlook. Within EM FI,
India may continue to sell-off on concerns that higher
inflation might result in RBI's next move being to tighten its
monetary policy.

• There is a growing argument to look seriously at CNY FI as
the yuan has appreciated vs. USD last year and is seen to be
stable this year. Meanwhile, PBOC might be quite close to
ending its moderate tightening. CNY 10Y yields around 4%
offering a pick-up against most other sovereign yields.
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Chart 4: Outstanding EM debt
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FX

Review Outlook

• The dollar strengthened as the markets became more
sensitive to the vote on the tax bill and FOMC meeting.
However, despite the passage of the tax bill and the Fed
hike in December, the DXY then eased, as markets decided
the dollar was running out of positive catalysts and
investors lost confidence in the sustainability of US
economic strength.

• GBP was volatile as it remained vulnerable to BREXIT
sentiments, and only stabilised after the EU summit where
EU agreed to move talks forward.

• EUR gained as economic data and consumer confidence in
the region remained strong, outweighing political issues in
Catalonia and Germany. There was a slight hiccup after ECB
maintained rates and QE tapering at its December meeting,
but this proved to be short-lived and EUR ended the year as
the strongest G10 currency.

• JPY weakened slightly in December as BoJ left its monetary
policy unchanged, making US economic growth and interest
rates the main drivers of the currency.

• SGD edged higher this month as inflation data matched
forecasts, giving support to the currency.

• Consensus is for further USD weakness after a year in which
the USD DXY fell the most since 2003. Positioning is net
short USD and technical charts are not constructive.
However, the fundamentals remain positive in that the Fed's
rate-tightening cycle is just getting started, while
simultaneously it is reducing its balance sheet.

• Euro has been surprisingly resilient to political risks, but
whether this continues into the Italian election in March is a
question. Italy – even more than BREXIT – is an existential
risk to Euro and EU. It is the one election in EU where the
polls show an anti-Euro majority leading. Italy not only is a
core-EU/ Euro member state but bears a large amount of
EU's debt. On some economic models, the economy may be
better suited to devaluation. All of this raises the risks of a
change in the currency’s direction.

• GBP will continue to face volatility around just how 'soft'
BREXIT will be, but with UK's capitulation, the risks of a
'hard' BREXIT or no deal have reduced. This is bullish for
GBP. As already mentioned, the main risk is Brexiteers bring
the Conservative government down if they feel any deal is
too 'soft'. Should an early election happen, GBP could
weaken sharply on a genuine tail-risk concerns that Labour
gets into power with its regressive economic policies.

• In the main, EM and AXJ central banks will not be tightening,
with the possible exception of India and the Philippines.
This is unusual as historically monetary policy cycles are
linked to the US. Instead, moderate inflation and concerns
over FX appreciation vs. USD last year are conducive to
continued easy monetary policies.

Review Outlook

• Gold saw its biggest weekly drop since May last month, as
investors positioned themselves for the FOMC hike.
Notably, assets in SPDR Gold Shares (the largest physical
gold-backed ETF) fell to the lowest levels in three months
as investors have pulled some $1.14b from the ETF since
September. Ultimately, though, it gained 2.1% on the
month, as demand recovered on renewed inflation
sentiment.

• Brent crude continued its rally through December to gain
4.9%, despite earlier shocks from gasoline-hoarding
traders. Oil briefly touched mid-2015 highs at one point as
a pipeline blast in Libya was met with a bullish Saudi
budget forecast.

• Gold has strongly recovered to above $1,300/Oz, at odds with
moves in UST yields but in sync with USD weakness. Gold had
seen substantial selling from its peak above $1,260/Oz and
this selling pressure may now mostly be over. In a year when
geopolitical risks could pick-up, gold continues to have merit
as a portfolio diversification asset.

• Oil has headed higher despite OPEC warning of higher supply.
Recent US demand data is constructive, as is a cold winter (so
far) in the northern hemisphere. Whilst the current consensus
is that shale oil production can be rapidly expanded if Brent
goes materially over $65/bbl., the market remains in
backwardation, supporting higher prices. Meanwhile, hedging
activity by shale producers has picked up sharply, suggesting
big production increases in 2018, so we may have a volatile
year ahead.

• The genuine tail-risk for oil, and for the global economy and
risk assets in general, is that problems in the Middle East
could blow-up and send the oil price through $100/bbl. Saudi
Arabia is an underestimated risk here, as the power grab by
the Crown Prince's faction of the royal family might yet
deteriorate into a power struggle, and tip an already unstable
region into chaos.

Commodities
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2017 Market Review

Name BBG Ticker Curncy
Price as of 29 

Dec 2017
YTD Change 

%
YTD Change 

% (USD)

Equities

S&P 500 SPX Index USD 2673.61 19.42 19.42

DJIA INDU Index USD 24719.22 25.08 25.08

NASDAQ CCMP Index USD 6903.39 28.24 28.24

STOXX 600 SXXP Index EUR 389.18 7.68 22.74

Euro STOXX 50 SX5E Index EUR 3503.96 6.49 21.38

FTSE 100 UKX Index GBP 7687.77 7.63 17.91

NIKKEI 225 NKY Index JPY 22764.94 19.10 23.39

SHANGHAI A SHARE SHASHR Index CNY 3463.48 6.58 13.67

Emerging Market MXEF Index USD 1158.45 34.35 34.35

Developed Market MXWO Index USD 2103.45 20.11 20.11

MSCI Asia Ex Japan MXASJ Index USD 713.45 38.71 38.71

Hang Seng Index HSI Index HKD 29919.15 35.99 34.98

Straits Times Index STI Index SGD 3402.92 18.13 27.87

Forex

EUR/USD EURUSD Curncy USD 1.20 14.15

USD/JPY USDJPY Curncy JPY 112.69 -3.65

USD/SGD USDSGD Curncy SGD 1.34 -7.66

GBP/USD GBPUSD Curncy USD 1.35 9.51

US Dollar Index DXY Curncy - 92.12 -9.87

Gold/Oil

Brent Crude CO1 Comdty USD 66.87 17.69

Gold Spot Price XAU Curncy USD 1302.80 13.53

Fixed Income
Yield % as of 
29 Dec 2017

YTD change 
(bps)

US2YT Yield USGG2YR INDEX - 1.88 69.47

US10YT Yield USGG10YR INDEX - 2.41 -3.89

Bunds 10Y Yield GDBR10 INDEX - 0.43 21.90

BBG USD HY Corp Yield LF98YW INDEX - 5.72 -40.00

Source: Bloomberg 


