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The Institutional Resource Allocation Framework

Asset Category Protective Market Strategic

Need addressed
To provide cash flows, as much and when 
needed, for an institution to function 
effectively in the near term.

Invest to maintain spending needs over 
the longer term.

Potential for significant growth in assets  
and impact, relative to its peer group.

Risk type
Operational risk that could jeopardize an 
institution’s basic operations

Market risk that comes from investment 
exposure to financial markets (the widely 
known dimension of risk)

Strategic risk that assets earmarked for 
future organizational growth fall short of 
their desired growth target

Examples

• Cash (emergency fund)
• Certificates of Deposit (CD)
• T-bills/notes

• Equities: Broadly diversified size/style/
sector exposure

• Fixed income: Credit quality and 
duration diversification

• Cash (reserved for opportunistic investing)
• Diversified Alternative Investments

• Concentrated stocks and bonds
• Patents
• Certain private equity funds
• Ownership stakes in companies
• Direct real estate

Risk-return characteristic
Often lower risk, but low return Risk and return in line with market 

performance
High risk, but with the potential for  
above-market returns

Benchmark

Inflation: Protective assets are expected 
to help reduce downside risk and provide 
potential safety.

Risk-Adjusted Market Return: All traditional 
portfolio performance measures are 
applicable for market assets.

Absolute Return or Mission-Related: 
Strategic assets are intended to significantly 
outperform the market if and when they 
succeed, or to serve the organization's 
strategic goals and advance its mission.
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2018 Year Ahead: The Next Great Odyssey
With the strong gains in global equities in 2017 many are asking whether 2018 can produce 

similar gains. We think that potential is possible. 

Although valuation levels in the U.S. appear a little rich, we expect that there could be a 

further upswing in profits given our favorable outlook for economic growth in the U.S. and 

globally and the prospects for U.S. tax reform. Our profits enthusiasm has more to do with 

the combination of current healthy consumer confidence, which we believe should continue 

to translate into higher spending, plus elevated business confidence, which has recently 

started to foster a significant rise in capital investment. An eventual tax reform bill would, in 

our opinion, expedite this capital investment wave. Therefore, we expect the global and U.S. 

economies to potentially grow above trend in 2018. 

Higher growth, however, comes with higher economic volatility and potentially more volatile 

asset prices. We believe the general level of volatility is going to pick up the further we move 

into the economic cycle and that the possibility of more “normal” market pull-backs should 

likely rise, particularly in the second-half of 2018. Given our thoughts on the synchronized 

economic expansion gathering further momentum, however, we would view pull-backs as 

potential buying opportunities in equities. 

https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOWeeklyLetter12122017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOWeeklyLetter12052017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOWeeklyLetter11282017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOWeeklyLetter11212017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOWeeklyLetter11212017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOMonthlyLetterNovember2017.pdf
https://olui2.fs.ml.com/Publish/Content/application/pdf/GWMOL/CIOViewpoint1217ml.pdf
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The next Great Odyssey, in our opinion, is the combination of 
an upward shifting growth curve around the globe (powered 
by consumers and capital investment) mixed with “a slow 
and moderate removal of the extraordinary monetary policies 
that are in place in the developed world.” Since there are still 
trillions of dollars in the world currently earning a “negative 
yield,” transitioning to a positive real interest rate environment 
will not necessarily be easy. This transition period could create 
episodes of concern regarding rising yields that we have 
not experienced in 2017. We believe that these “re-sets” or 
rotation episodes should likely set the stage for a move higher 
into a new cycle driven by the 5x5 dynamics below:

The Next Great Odyssey growth dynamics:

1. Capital investment via repatriation

2. Millennial housing cycle

3. Emerging market middle-class consumers

4. Second wave of an innovation cycle

5. Global infrastructure redevelopment 

All of this filters through the growth cycle, while demographics 
and new price pressures keep inflation dormant in the long run 
and could allow:

1. Central banks to normalize their excessive balance sheets
2. Tapering of central bank bond-buying programs
3. Nudge rates higher
4. Trillions of dollars to fade from negative real interest rates to 

a positive rate structure 
5. Debt servicing costs to remain at acceptable levels as growth 

hovers at or above trend levels

The Next Great Odyssey ................................................. 1
Ten Years Gone.................................................................. 3

Highlights

Our projected range for the S&P 500 for 2018  
is 2760 – 2860 with upside to 3000 on 
sentiment or an earnings boost from  
repatriated cash.

• We remain overweight equities versus fixed income.

• We favor non-U.S. equities and large-cap U.S. 
multinationals.

• We favor sectors that offer secular opportunity for 
earnings growth, such as technology and healthcare, 
as well as cyclical value, such as financials.

• We remain underweight Treasurys, high yield, and 
international fixed income, and slightly overweight 
investment-grade corporates and municipals.
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These are the most important elements to watch, in our 

view. Of course a sharp rise in inflation, a bolt out of the blue 

from a negative shock to the profit cycle or a destabilizing 

geopolitical event could upset this story. For now we 

expect the bull to potentially roam higher as the next Great 

Odyssey unfolds.

Ten Years Gone
Ten years have gone by since some of the early signs of the 

credit crisis began to develop. Funding spreads were inching 

higher in late 2007 along with other measures of liquidity 

and financial stress. Balance sheets for lower-quality entities 

started to deteriorate heading into the beginning of 2008 and 

the rest of the story unfolded from there. Since the lows in 

asset prices in the first quarter of 2009 we have experienced 

a number of new policy experiments and, equally, a multitude 

of concerns every year in the past decade. As we head into 

another year and prepare our year-ahead thoughts there are 

a variety of concerns yet again. This is natural. The concerns 

for 2018 relate more to when the cycle ends, valuation, 

geopolitical risks, a policy error and a new one for this bull 

period—a possible surprise in inflation. Some may say the 

“song remains the same.” However, in our view, very few if 

any market watchers are concerned about growth, profits, 

confidence or financial stress. Valuation or the length of any 

cycle are legitimate concerns that warrant further analysis but 

ultimately a catalyst that pierces the foundation of the cycle is 

needed to determine its end. 

In terms of this bull period, we believe a sharp surprise in inflation 

would upset the bond market, alter asset price correlation, raise 

discount rates, potentially produce stress on lower-quality balance 

sheets that need short-term funding and eventually trigger 

outsized asset allocation changes. This remains the number-one 

risk, in our view, regarding the ultimate end to this cycle. This is 

not our base case for 2018 but we will continue to monitor any 

signs that inflation is building too quickly—particularly toward the 

end of the year when wage growth is more likely to begin filtering 

into the broader economy.

In 2018, as stated above, this bull cycle, in our opinion, is 

likely to continue thanks to the global synchronized expansion 

that is still gathering momentum, a solid profit foundation 

that could potentially produce another double digit growth 

year in the U.S. and around the world, financial conditions 

that could remain attractive, a stable dollar trend, emerging 

market growth that could likely continue to be a tailwind 

and central banks maintaining their accommodative policies 

despite balance sheet normalization in the U.S. and less bond 

buying by the European Central Bank (ECB). Throughout 2018, 

we expect volatility to pick up as fiscal and monetary policy 

changes gather pace and filter more broadly into the capital 

markets. While this unfolds, we still expect economic and 

profit growth to rise, which should underpin positive investor 

sentiment (despite a rise in volatility). We believe investor 

skepticism should continue to wane, optimism to rise and 

eventually (at some point later in the cycle) some level of 

euphoria could potentially enter the equation and elevate 

valuations to unsustainable premiums. All of this supports our 

view that we move further into this cycle (around nine-plus 

years in duration) and rival the longest historical expansion, 

which was in the decade of the 1990s. In the pages that 

follow we outline our investment and portfolio strategy 

viewpoints, answer a number of questions across asset classes 

and topics, and provide concise overviews of our thoughts on 

major trends and themes, market internals and key forecast 

ranges and targets, as well as risks.

Current Macro Backdrop Expectations
• extension of the current expansion that appears to be still 

gathering momentum 

• healthy global consumer confidence and business confidence 
should continue to support spending

• capital investment begins to take over some of the heavy 
lifting from consumers 

• reflation gathers momentum as inflation picks up

• the dollar remains stable and oil prices continue to be locked 
in a range

• global financial conditions remain attractive despite central 
bank balance sheet normalization in the U.S. and less bond 
buying from ECB (tapering)

• geopolitical risks stay elevated, with instability increasing 
but manageable, in our opinion tax reform in U.S. adds to 
profit growth

• no major slowdown in China; solid growth from India

• emerging economies enter second full year of a growth wave 
led by rising consumption

• technological innovation and disruption accelerates

• less burdensome regulation environment continues

• policy uncertainty with mid-term elections

• low interest rates persist globally, despite expectations of 
higher growth and inflation 
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Expected economic trends for 2018:
• further global synchronized expansion (stagnation to 

reflation continues)

• accelerating and strong capital investment

• an uptick in productivity

• an increase in inflation

• still healthy global consumers 

• double-digit profit growth globally

Potential market internal trends for 2018:
• sentiment-driven market continues (valuation premium 

remains); potential total returns of 9%-11% in equities. 

• increase in asset price volatility

• shift up in rates and the yield curve

• larger sector and sub-industry rotation 

• further equity dispersion

• active management outperformance

• fixed income indexes remain close to record long durations

• default rates likely to increase gradually, not sharply 

• despite offsetting provisions with tax reform, the overall 
impact from a credit perspective is positive

• small capitalization companies to benefit more from tax 
reform but maintain large cap bias

• further record highs in key equity markets are expected 

Major Investment themes for 2018:
From our point of view these themes and portfolio emphasis 

will be central in 2018:

• millennials, boomers, and emerging market middle class 
consumer spending (travel, leisure, entertainment and 
social enterprise)

• aerospace, defense and cybersecurity

• the beginning of targeted infrastructure (the grid, broadband/
wireless extension, ports redevelopment)

• home-building and redevelopment; continued push towards 
“smart cities”

• next phase of cloud, storage, machine-based learning, 
automation and artificial intelligence advancement

• digital enterprise growth in financials 

• impact investing accelerates further

Major points of portfolio emphasis for 2018:
• maintain equity overweight

• further opportunities in emerging growth economies, notably 
in tech 

• improved mix of growth and value

• still favor large- versus small-capitalization shares on a 
relative basis

• more economically sensitive investments should outperform 
more defensive areas 

• neutral duration and maintain higher quality bond exposure; 
increase in volatility should provide opportunities for 
sector rotation 

• with an increase in volatility, a greater overall diversification 
focus is needed

• goal-setting, tax-efficiency and rebalancing become even 
more important

Potential risks to watch in 2018: It’s all about PIE
It’s all about policy, inflation and exogenous shock (PIE):

• Policy error (sharper central bank tightening or major 
adjustment to trade)

• Inflation surprise (emerging growth economies and U.S. wage 
growth place sharp upward pressure on inflation)

• Exogenous shock (major negative geopolitical event(s), a 
market “flash” driven by risk reversal by quantitative machine-
based strategies)

Potential key market and financial data levels for 2018:

• S&P 500 2760-2860 (base case range, mid-point of the 
range is 19 times earnings per share (EPS) of $149). Not a 
base case but a blow-out top-line level could be 3000 if EPS 
reach the high point of the high $150s post corporate tax 
reform and the multiple stays the same (19 x $158=3002). 
At $150 in EPS it would take a rise in the multiple to 20x to 
reach a blow-out level of 3000.

• S&P earnings range of $139 to $149 with a potential for high 
$150s on a one-time basis. 

• U.S. 10-year yield range of 2.60% – 3.00%. 

• West Texas Intermediate oil prices range of $55 – $65

• Federal Reserve (Fed) hikes three times in 2018 (after the 
December 2017 hike)

• 2- to 10-year spreads widen slightly throughout 2018 from 
current levels of around 45 basis points (bps)
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Miscellaneous stories in 2018:
• crypto currencies (a currency, commodity or asset class)—

what’s the next step?

• the understanding of blockchain technology 

• what could be the real benefits of tax reform in the U.S.? For 

individuals and corporations?

• a new era in trade? Can trade developments become the 

policy error everyone is waiting for?

• A more harmonious world or a further divide?

• the convergence of corporate and community advancement

• healthcare—where are we headed?

MACRO STRATEY OVERVIEW

Ten Years Gone: The Macro Environment for 2018
We expect 2018 to be another year of good global growth 

as both the real and price components of nominal gross 

domestic product (GDP) accelerate. This implies that revenue 

and profit growth should remain robust with an extra kicker 

in the U.S. from much lower corporate tax rates. In our 

view, the global economy is finally breaking out from the 

long shadow of the financial crisis to a new era of stronger 

economic performance. In short, this is a cyclical pickup in a 

new secular uptrend. This helps explain the surprising strength 

of the global equity markets in 2017, which we expect to 

continue in 2018.

The big question for 2018 is whether the stronger growth 

seen recently is sustainable or just a flash in the pan like the 

other pickups since the crisis. What gives you confidence that 

this is a new secular uptrend?

Academic studies of severe financial crises, such as that by 

Carmen Reinhart and Kenneth Rogoff,1 find that recoveries 

often take about a decade before a return to trend growth 

finally resumes. The global financial crisis that culminated with 

the collapse of Lehman Brothers in September 2008 began 

about a decade ago when the U.S. first slipped into recession 

(December 2007). By many metrics it was the worst financial 

crisis the world has seen since the early 1930s.

Fortunately, the fallout from the crisis was mitigated by a 

strong initial policy response that prevented the extreme 

consequences seen in the Great Depression from repeating. 

Unemployment, for example, which peaked around 25% in 

1933 “only” rose to a peak just shy of 10%. Nevertheless, as 

with other severe financial crises, the recovery has been long 

and slow. Partly, we believe this reflects the incomplete policy 

response to the housing crisis. Partly, we believe it reflects 

the halting and uneven policy responses across the world. For 

example, while the U.S. has enjoyed consistent growth since 

its recession ended in June 2009, thanks largely to persistent 

monetary ease, tighter fiscal policy at various junctures has 

threatened to derail growth and kept it lower than it would 

have been otherwise.

In Europe, premature monetary tightening in 2011 and 

prolonged fiscal restraint sent the continent back into 

recession and unemployment surging. In Japan, reluctance 

to use aggressive monetary and fiscal policy stretched a 

prolonged deflationary decade into a second decade. In the 

meantime, unable to rely on external demand anymore, China 

had to transition to a slower growth rate based on internal 

demand. This in turn helped fuel a protracted emerging-

market recession in places like Brazil, which had become 

overly reliant on China’s earlier boom.

In 2016, for the first time since the financial crisis, a more 

substantial synchronized global expansion began to take 

shape (see Exhibit 1). The U.S. accelerated out of a mid-cycle 

pause caused by the collapse of its newly-important energy 

sector and a surging U.S. dollar. Europe finally began to grow 

again as Mario Draghi adopted Ben Bernanke’s quantitative-

easing playbook. Shinzo Abe also pulled out the stops and 

combined monetary with fiscal expansion to beat two decades 

of deflationary stagnation. At the same time, Chinese growth 

stabilized in the range of 6% to 7%, which together with the 

improvement in developed markets helped to put a bottom 

in for commodity prices and the emerging-market recession. 

Adding fiscal support to monetary accommodation set the 

stage for the substantial pickup we have seen in real and 

nominal global GDP growth over the past year, or so.

 1 “Recovery from Financial Crises: Evidence from 100 Episodes,” Carmen M. Reinhart and Kenneth S. Rogoff, American Economic Review, Vol. 104, No. 5, May 2014.
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Exhibit 1a: Leading Indicators Currently Point Higher  
for Global Growth
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Source: JPMorgan/HIS Markit/Haver Analytics. Data as of 12/5/2017. 
Past performance is no guarantee of future results. Forecasts are subject  
to change.

Exhibit 1b: Strong Global Confidence Likely Bodes  
Well for 2018

OECD Total: OECD Manufacturing Industrial Confidence Indicator
(3-Month Moving Average)
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Source: OECD/Haver Analytics. Data as of December 5, 2017.  
Past performance is no guarantee of future results. Forecasts are subject  
to change.

In addition, there is growing evidence that weak inflation 
pressures have begun to abate and turn up (see Exhibit 2). 
The big question for 2018 is whether this stronger growth is 
sustainable or just a flash in the pan like the other pickups since 
the crisis. We believe based on the evidence accumulating that 
we are in the early innings of a durable global expansion. After 
a decade, the long shadow of the financial crisis is finally lifting, 
much as it did after other major financial debacles that Reinhart 
and Rogoff examined.

Exhibit 2: Global Inflation Pressures Appear to be 
Turning Higher
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Source: JPMorgan/HIS Markit/Haver Analytics. Data as of December 5, 2017.
Past performance is no guarantee of future results. 

What are the main forward-looking catalysts that 
could likely support stronger economic growth in 
the U.S. in 2018 and beyond?
The key to sustained stronger growth is productivity, which 
has been picking up in 2017. That’s why U.S. GDP growth has 
been running above 3% since this past winter. With slower 
labor force growth, stronger productivity is the only way the 
U.S. can sustain its historical trend growth rate of just over 
3%. Fortunately, signs that productivity is picking up are 
currently growing. In addition to the cyclical pickup that has 
pushed GDP growth over 3% in recent quarters, we believe that 
the underlying macroeconomic determinants that drive the 
longer-term trend in productivity are already in place to drive it 
potentially higher over the next several years.

Exhibit 3: Productivity Growth Trend Poised to 
Reaccelerate Out of the “Secular-Stagnation” Rut
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As can be seen in Exhibit 3, the five-year trend in productivity 

growth reached a low point in the early 1980s, similar to the low 

point it has exhibited in this expansion. From the 1980s low point, 

the trend in productivity accelerated over the next two decades, 

reaching a peak just after the end of the 1990s expansion.

The four macroeconomic drivers of the productivity trend 

estimated in Exhibit 3 (the green dotted line) are the trends in 

(1) labor force growth, (2) the trade-weighted dollar, (3) GDP 

growth and (4) consumer confidence.

1. Slower labor force growth is a leading indicator of stronger 
productivity. This should not be surprising since a relative 
scarcity of labor creates an added incentive to boost the 
output of labor. This occurs in many ways. Firms add capital 
to boost labor’s productivity. They look for better production 
techniques. They are more incentivized to train workers to 
be more productive. The scramble to enhance productivity 
intensifies as labor becomes harder to find. Currently there 
are a record number of unfilled job openings in the U.S., and 
businesses reporting difficulty filling positions are at the 
highest percentage in about two decades. 

The last time labor-force growth averaged less than 1% for 

five years, as it has recently in the U.S., was the 1950s. The 

birth cohort in the Depression-era 1930s was small, limiting 

labor-force growth in the 1950s. Nevertheless, GDP growth 

was solid because stronger productivity offset lower labor-

force growth to keep the U.S. on its 3%-plus trend line. 

Similarly, Exhibit 3 shows a projected upturn in productivity 

ahead. One important reason is the relative scarcity of 

labor, which has prompted all sorts of adjustments to make 

that scarcer labor more productive.

2. The trend in the trade-weighted dollar also influences 
productivity. The stronger the dollar is against other 
currencies, the more it pressures U.S. companies to find ways 
to produce more with less, that is, to be more productive. 
The yen, for example, was the strongest currency in the 
world during the two decades starting in 1990. That put 
tremendous pressure on Japanese companies to find ways 
to be more productive so they could remain competitive in 
global trade.

In contrast, the U.S. dollar was very weak up until the 

financial crisis and remained extremely undervalued until 

a few years ago, when it began to rise and eventually 

became overvalued in 2015. The sharp swing in the 

dollar to overvalued from more than a standard deviation 

undervalued as recently as 2013 has put intense pressure 

on companies to find ways to cut costs to remain 

competitive in the trade arena. This process is set to add to 

the productivity growth trend going forward.

3. The trend in GDP growth is also a significant influence 
on the eventual trend in productivity. In a weak growth 
environment, such as we had around the financial crisis and 
great recession, there was a lot of underutilized labor and 
capital. As the trend in growth has picked up from about 
1% around the recession to 2% and more lately, capital and 
labor inputs have become more fully utilized and the pressure 
to find ways to produce more with the available resources 
(to be more productive) has intensified. The stronger the 
growth trend, the more pressure on businesses to find ways 
to use tightening supplies of labor to maximize the rising 
profit potential.

The weak productivity growth recently and in the early 

1980s was partly the result of weak economic growth, 

which reduces efficiency by causing excess capacity and an 

underutilized labor force. A rising capacity utilization rate 

and more fully-utilized labor force in a stronger growth 

environment are setting the stage for higher productivity 

going forward as they are adding to the pressure from the 

stronger dollar and slow labor force growth to find ways to 

produce more and compete, including by investing in more 

capital and technology.

4. Finally, the trend in consumer confidence is a significant 
influence on the eventual trend in growth and productivity. 
Confidence has risen to high levels as the economy has 
strengthened, unemployment has dropped and incomes have 
risen. Confidence reflects the likely demand environment. 
A period of high confidence generally reflects a period 
of strong consumer demand. For example, as the trend 
in confidence has risen since 2010, the four-year moving 
average of annual consumer spending growth has picked 
up from less than 1% to just over 3%. Strong confidence 
suggests rising pressure to boost productivity in a world of 
scarce labor and a strong dollar.

All four of these factors that lead productivity growth have 

moved over the past several years in a direction that points 

to potentially higher productivity growth ahead. Their leading 

properties over the past three decades strongly suggest 

that an acceleration in productivity growth is likely baked 

in the cake over the next several years, refuting the secular 

stagnation mantra.
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What influence could fiscal policy have on your 
outlook for growth in the U.S.?
While these four factors form the basis for the endogenous 

response of the productivity trend to macroeconomic 

conditions, there are also exogenous factors that are less 

systematic and more idiosyncratic that can have a big 

influence on productivity. This includes fiscal policy.

The regulatory relief since the 2016 election and the tax 

reform likely to be enacted by year-end are both major 

changes that should help solve the U.S. productivity problem. 

The effect of regulatory relief is apparent in business 

confidence since the election (see Exhibit 4). Unlike the last 

two business cycles, business confidence did not show much 

improvement when the recession ended after the financial 

crisis. It stayed relatively depressed. This changed after the 

November 2016 presidential election. Businesses’ outlook 

for the economy surged in a way that has been typical when 

expansions began. While the U.S. expansion is in its ninth year, 

from a business confidence point of view it is just beginning. 

One consequence is an acceleration in capital expenditure 

growth, which we expect to play a major role in keeping U.S. 

growth above 3% in 2018. Pressures to boost productivity in 

a tight labor market add to incentives for business investment 

from regulatory relief.

Interestingly, the early 1980s turn away from “stagflation” 

and weak productivity also coincided with a major shift 

in the political environment toward pro-business tax and 

regulatory policies. So, in addition to the endogenous forces 

already at play in Exhibit 3, current regulatory policy and 

tax policy are exogenous forces for stronger productivity 

similar to what happened in the early 1980s, when a secular 

shift toward stronger productivity began. The expected big 

cut in corporate tax rates in the looming tax-reform bill 

expands the set of projects that are profitable for business 

investment. By spurring additional investments the tax cuts 

would add to the other pressures for more capital spending 

that boosts productivity. In addition, by halting the exodus of 

U.S. businesses moving abroad to escape higher U.S. taxes 

under the current system, the lower domestic tax rate and new 

territorial system will boost the incentive to invest in the U.S. 

rather than abroad. It could also increase the flow of foreign 

investment into the new more attractive U.S. tax environment.

Exhibit 4: Late-Cycle Business Confidence Surge 
Biggest Surprise in 2017.
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Source: NFIB/Haver Analytics. Data as of November 14, 2017.
Past performance is no guarantee of future results. 

Millennials were mentioned as a major catalyst 
of the next Great Odyssey. How are you factoring 
in this major demographic cohort from a 
macroeconomic perspective?
As mentioned earlier, we believe that millennials will be 

significant drivers of the housing cycle in the years ahead, but 

the age composition of the work force is another factor that 

influences the structural trend in productivity, and this factor 

is also moving in a way that should enhance productivity 

growth over the next decade. The millennial generation born 

between 1980 and 1998 is the biggest in U.S. history. They 

are dominating U.S. job growth as they come of age and enter 

the labor market. Younger workers on average get paid less 

and have lower productivity than older workers. This is one 

big reason why wages have been slow to accelerate as the 

labor market has tightened in recent years. Higher-paid older 

workers have been retiring and replaced by lower-paid younger 

workers. This makes the average wage for the workforce 

lower. It also makes productivity lower.

A similar phenomenon occurred in the 1970s and early 1980s 

when the baby boom generation was entering the workforce. 

As discussed above, productivity was weak then as well. In 

fact, the median-aged baby boomer born in 1955 turned 28 in 

1983, just when the U.S. economy began to take off with the 

secular turnaround in productivity. Similarly, the median-aged 

millennial was born in 1989 and turned 28 in 2017, consistent 

with a coming demographic boost to productivity as the new 
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generation of workers moves from their low productivity 

20s to their higher productivity 30s. The key takeaway is 

that the depressing impact of millennials on productivity is 

transitioning over the next decade to a boost to productivity 

and economic growth.

Is the pickup in business investment spending 
(capex) both in the U.S. and abroad sustainable? 
Will this help support the upturn in productivity? 
What could this mean for the length of this cycle?
The foregoing discussion of the perfect storm brewing for a 

productivity lift-off also implies that the economy is in the early 

stages of a capital spending surge. Our thesis for this expansion 

has been that it will be the longest in U.S. history. To survive 

past June 2019 with the unemployment rate already at the 

lowest level in two decades, we believe a pickup in productivity 

growth is necessary. Otherwise inflation will snuff out the 

expansion before then. Fortunately, we are already seeing 

productivity rise in 2017, and we believe it is just starting.

Another factor behind the structural decline in productivity has 

been the prolonged persistence of a low capacity utilization 

rate (Exhibit 5). As can be seen, the era of “secular stagnation” 

and low productivity has been characterized by recession-like 

levels of capacity utilization compared to prior history. In fact, 

capital spending has not changed much since the 1990s Y2K 

boom (Exhibit 6). Persistent excess capacity has increased 

deflationary pressures and inhibited capital spending.

Exhibit 5: Low Capacity Utilization Has Restrained 
Productivity in the Secular Stagnation World.
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Past performance is no guarantee of future results. 

Exhibit 6: Stagnant Capital Spending Has Restrained 
Productivity in the “Secular Stagnation” Era.
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Past performance is no guarantee of future results. 

We believe capex is about to break out of this rut as seen 

in Exhibit 7, where we forecast high single-digit growth in 

real private non-residential investment spending over the 

next year. If regulatory relief and tax reform become law, the 

new administration will likely turn to infrastructure spending 

in 2018 ahead of the mid-term elections. An updated U.S. 

infrastructure would be an additional factor that would boost 

the productivity and pay of U.S. workers. 

Exhibit 7: We Expect High Single-Digit Capex Growth  
to Support 3% U.S. Economic Growth in 2018.
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What’s more, the capital spending pickup that began in 2017 

is not just a U.S. phenomenon. In a synchronized global 

expansion, it is currently spreading across the world and helps 

explain the relative outperformance of industrial and cyclical 

industry stocks tied to capital spending. Leading indicators 

suggest this will likey build steam in 2018 as global growth 

moves further toward the 4% mark (Exhibit 8).

Exhibit 8: The Capital Spending Acceleration is Global, 
Helping to Push World Growth to 4% in 2018, in our view.
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Past performance is no guarantee of future results. 

How do you see Federal Reserve policy evolving in 
2018 and what are the implications for economic 
growth and markets?
The Federal Reserve is likely to continue raising interest 

rates in 2018. With the U.S. economy finally reaching escape 

velocity, the risk is likely to shift toward the upside rather 

than the downside surprises of the “secular stagnation” years. 

Typically, when interest rate surprises shift to the upside, 

volatility rises in the financial markets, which we expect to be 

the case in 2018. For the U.S. expansion to persist for a couple 

more years, rising wage pressures will need to be offset by the 

stronger productivity we expect. If wages rise faster without 

productivity gains, inflation will pick up and the Fed’s rate 

hikes could invert the yield curve and cause a recession. With 

faster productivity growth, real growth, rather than inflation, 

could accelerate and wage gains will likely be real rather than 

illusory inflation increases.

This benign scenario of stronger real growth and low inflation 

helped extend the 1990s expansion and make it the longest in 

U.S. history. Productivity growth soared over 3% and stronger 

real wages induced a late-cycle pickup in the labor-force 

participation rate. There is a good chance this will happen over 

the next year. Real wages are now rising in many areas. Labor-

force participation has room to respond to higher real wages 

and the strongest labor market since the 1990s. Most of the 

stars are aligned for a sustained improvement in productivity. 

If so, secular stagnation will prove as ephemeral as the 

stagflation era 40 years ago.

What are the market implications of the macro 
outlook for exiting secular stagnation?
Faster real growth supported by rising productivity and 

stronger capital spending is a favorable environment for risk 

assets. A shift away from secular stagnation with its attendant 

deflation risks to normal growth with eventual inflation risks 

has major implications for financial markets. They appear 

to already be playing out currently in the equity markets 

and include:

1. The risks are shifting toward higher rather than lower real 
interest rates. This is evident in the relative outperformance 
of financial stocks compared to utility stocks after a decade 
of relative outperformance by utility stocks.

2. Reflation beneficiaries are breaking out relative to deflation 
beneficiaries for the first time since the financial crisis.

3. During the “secular stagnation,” deflation-risk era, the 
correlation between equity performance and interest rates 
shifted from its traditional negative relationship to a positive 
one. The end of the secular stagnation and deflation risk 
era implies this correlation will return to its traditional 
negative relationship.

4. The preference for defensive sectors that outperform in a 
lower real rate, slow growth and weak inflation environment 
should shift toward more of the beneficiaries of better 
growth in a higher rate environment with higher upside odds 
of inflation. This rotation began in 2017. If it continues in 
2018 as we expect, that would be a confirmation that growth 
is back on its long-term trend after an unusually weak period 
following a major financial crisis.
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Exhibit 9: Major Tax Cuts Have Historically Been 
Associated with Strong Growth in the U.S.
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Past performance is no guarantee of future results. 

We view the tax bill in Congress as an insurance policy for 

potentially escaping the secular stagnation of the past 

10 years. As shown in Exhibit 9, major tax cuts have been 

associated with the strong growth (4%-plus GDP growth) 

periods of the past half century.

What could your macro outlook imply for the dollar 
in the year-ahead?
In our view, while rising U.S. rates and interest rate differentials 

should support the greenback going forward, capital flows that 

favored the U.S. during the deflation-scare years are reversing 

to take advantage of improvements in emerging markets and 

the rest of the world, offsetting much of the dollar’s support 

from higher U.S. rates. A deteriorating budget deficit is also 

acting as a headwind for the dollar even as reflationary fiscal 

policy may be supportive in the near term. Valuation is a neutral 

factor, in our view, as recent depreciation has left the broad 

trade weighted dollar near fair value. On balance, we expect a 

steady or mildly depreciating dollar over the next year. Upside 

for the dollar would come from upside inflation surprises, but 

our base case view is that productivity gains will keep the 

gradual pickup in inflation in check, preventing rapid increases in 

inflation and faster-than-expected Fed rate hikes.

Looking at individual currencies, we do see upside for the 

dollar versus the Japanese yen as an undervalued currency 

is an important element of the reflationary strategy in Japan 

and interest rate differentials will increasingly favor the dollar. 

Our outlook for the dollar versus the euro is more neutral and 

we view the EUR/USD exchange rate ending 2018 between 

1.15 and 1.25 (not far from where it is trading more recently). 

Commodity-linked currencies may also appreciate versus the 

dollar in the year-ahead as global reflation gains traction.

How far have we come since 2008?
The financial crisis in 2008 caused a major deleveraging, from 

the extreme level of over 2.5 standard deviations above normal, 

leverage plunged to about 1.7 standard deviations below 

normal. Over the past decade it has approached normal levels. 

That is, household and business borrowing to finance their 

purchases are just below what has been normal over time.

As can be seen in Exhibit 10, recessions tend to occur when 

leverage to fund growth is well above normal. That seems 

several years away, which is another reason why we expect 

this to be the longest expansion in U.S. history.

Exhibit 10: Leverage Remains Slightly Below Normal 
Helping to Extend the U.S. Expansion.
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Past performance is no guarantee of future results. 

Outlook for Corporate Spending
Based on our analysis, we expect companies to switch more of 

their cash flow from stock buybacks to capex in 2018. Stock 

prices are more expensive at this stage of the cycle making 

buybacks less prudent. The expected tax reform package 
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makes equity financing more attractive relative to debt 

financing, which reduces the tax incentive for buybacks.

In addition, pressures for more capex have intensified as the 

cycle ages. Capacity utilization has risen. The labor market 

is tight, creating a bigger payoff from capital investment 

in boosting productivity and paying for rising wages. Our 

forecast envisions high, single-digit potential growth in 2018 

investment spending. Higher returns to investment because 

of reduced regulatory costs, immediate expensing and lower 

corporate tax rates raise the prospects for even stronger 

capital spending than we are expecting.

Are there major warning signs for the housing 
market that we should be worried about?
U.S. housing fundamentals are strong. The main problem is 

a dwindling inventory of unsold homes and a shortage of 

buildable lots and labor. This is causing prices to rise and 

squeeze out marginal buyers. Builders are scrambling to meet 

strong demand that is supported by low unemployment, rising 

incomes, low mortgage rates, high confidence levels and a 

flood of first-time millennial buyers. We expect double-digit 

growth in single-family building in 2018. We believe it’s still 

early innings in the housing cycle and homebuilders have been 

one of the best-performing industry groups this year.

What are our major concerns and risks?

Recession indicator update
We continue to monitor our proprietary recession indicator, 

a monthly series we are using as an input into our internal 

assessment of recession risk in the current environment. 

The indicator aims to gauge in a single measure how closely 

macroeconomic conditions today—as captured by rates of 

change in key economic variables—resemble those that 

prevailed in the past as the economy was entering a downturn. 

Historically, recessions have started within a few months of, 

or contemporaneous with, the composite indicator crossing 

the 50% “extreme recession risk” threshold. But the indicator 

has generally remained low throughout the current cycle, 

barring a spike to just under 20% in early 2016 when the 

combination of a trough in oil prices, related contraction in 

industrial activity and a dip in corporate earnings produced 

a 12% decline for the S&P500 over the course of six weeks 

(Exhibit 11).

Exhibit 11: Composite recession indicator—recession 
risk currently at low levels
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Past performance is no guarantee of future results. 

In 2018, investors will have to contend with risks such as 

potential reversal of strong fundamentals for economic data 

and profit growth, a sharp rise in interest rates and myriad 

geopolitical issues such as trade protectionism.

Stock prices have benefitted from globally synchronized 

growth, impressive corporate profits and easier financial 

conditions. We feel most of these conditions should likely 

remain in place but are keenly aware that the current U.S. 

economic expansion has entered its late stages. Even 

though this stage can last a few years, we are monitoring 

key indicators for recession risk, such as the shape of the 

yield curve, housing starts, unemployment claims and others, 

which when flashing warnings will prompt us to assume a 

cautious stance on risk assets. Investor sentiment will be 

tested as widely followed growth measures such as the U.S. 

manufacturing and services indexes from the Institute for 

Supply Management come off current elevated readings in the 

months ahead, increasing fears that the economic expansion 

is expiring. Abroad, China’s better than expected growth has 

been a positive surprise in 2017. However, peak growth may 

be behind us as the government pushes through financial 

reforms and deleveraging, leading to a downshift in growth 

for heavy industries and the property sector. Higher U.S. rates 

and the dollar may lead to an increase in capital outflows 

from China, putting depreciating pressure on its currency, a 

potentially risk-off event. 
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Our view remains for a slow grind higher in interest rates 

and inflation as wage growth firms and unemployment drops 

further, but a sharp and unexpected rise could put pressure 

on the housing market, consumer spending and corporate 

borrowing costs. Higher rates could also diminish the relative 

attractiveness of equity valuations to bonds, reintroducing 

higher volatility. Additionally, a front loading of tax cuts that is 

deficit-financed would cause the economy to overheat, leading 

to a faster Fed tightening cycle that could put the brakes 

on growth prospects. A central bank policy mistake is also 

high on the list of major concerns as they engineer a scaling 

back of their ultra-accommodative policies (a shrinking Fed 

balance sheet and more tapered ECB purchases) that have 

supported growth and asset valuations, despite low inflation 

levels. BofA Merrill Lynch (BofAML) Global Research forecasts 

peak liquidity in Q2 2018, with balance sheets of four leading 

central banks likely peaking at $15.7 trillion as net buying of 

financial assets drops from $1.5 trillion in 2016 and $2 trillion 

in 2017 to nearly zero in 2018. 

What are the major global geopolitical themes 
for 2018?
Outside of trade dynamics, particularly in Asia and the Middle 

East, geopolitical rattling should remain a core concern. Within 

Asia, North Korea’s nuclear program will likely remain the most 

significant regional issue. The North Korean regime conducted 

as many as 16 missile tests in 2017, alongside an escalating 

war of words between the U.S. administration, its allies and 

Pyongyang. And tangible effects from North Korea’s growing 

nuclear capability have already been felt across the Asia-

Pacific region. Japan’s October election gave Prime Minister 

Shinzo Abe’s ruling coalition a two-thirds supermajority in the 

lower house of parliament, partly on the back of the security 

threat posed by North Korea. Moves by the previous South 

Korean government to deploy a new U.S. missile defense 

system provoked a hostile response from China over concern 

for its own security. In response to the deployment, the 

mainland imposed operational hurdles on Korean firms based 

in or exporting to China across a range of industries including 

media, cosmetics and travel that were only recently lifted. 

Significant near-term geopolitical risks will also stem from the 

Middle East. In particular, the rivalry for regional hegemony 

between Saudi Arabia and Iran has been behind much of the 

recent cross-border conflict around the Persian Gulf, including the 

war in Yemen, the Qatar crisis and last month’s attempted missile 

strike on Riyadh’s international airport. As in Asia, we would 

expect much of the potential market impact to remain confined 

to individual countries and sectors. The Qatari equity market for 

example has fallen by over 20% since the start of the embargo 

in June. And a number of U.S. defense firms have pointed to new 

equipment sales to Saudi Arabia on recent earnings calls, while 

the kingdom also plans to introduce national military service as 

part of its internal reform program, which should further support 

international revenues for the U.S. defense sector.

But for geopolitical risk to have implications for global markets 

and risk appetite more broadly, it has historically required an 

energy supply shock. This was the case in the early 1970s, 

1980s and 1990s when a series of conflicts—the Arab oil 

embargo, the Iran-Iraq war and the first Persian Gulf war—led 

to spikes in oil prices that contributed to a U.S. economic 

recession and steep decline in global equity markets on each 

occasion. Today, the risk of overt conflict between the two 

major regional powers in the Middle East remains low. But 

with roughly one-third of the world’s seaborne oil passing 

through the Persian Gulf, any potential supply disruption would 

have a high impact on prices despite the low probability. 

As a central case, we would expect the Saudi-Iran rivalry to 

continue to operate through proxies given the high cost of 

a more direct conflict. But growing sectarian tensions in the 

region bear continued watching.

Within geopolitical risks, trade protectionism remains the 

biggest concern. Current strength in global trade could 

suffer if there are sudden negative developments in NAFTA 

negotiations and stress on U.S.—China trade relationships, 

especially as it relates to curbing North Korea. According to 

the Organisation for Economic Cooperation and Development, 

if the U.S., the EU and China all push up prices of imports by 

10% then GDP would drop by 2%-3% in all three economies. 

Additionally, European politics will present an uncertain 

backdrop to the region’s improving economic prospects. 

Recent German elections were a setback for Angela Merkel 

and it remains to be seen if she can continue to be a 

stabilizing force for Europe. The uncertainty with ongoing 

Brexit negotiations is starting to undermine the U.K. economy. 

Finally, in the U.S., we expect the volatile political environment 

to persist, with the GOP’s Congressional majority under threat 

in the midterm elections. 
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A lot has been discussed about the framework 
for the proposed tax reform, given what has been 
released thus far how is year-end tax planning 
shaping up?
Year-end tax planning is shaping up to be more complicated 

this year. Individual taxpayers may want to consider the 

implications of typical year-end decisions in light of the January 

1, 2018 income tax changes anticipated under the Tax Cuts 

and Jobs Act. While it is always best to plan based on actual 

law rather than proposals, it is also wise to understand the 

likely implications that various tax proposals can have on your 

tax situation. Year-end tax decision-making generally involves 

selling investments to recognize gains or to harvest tax losses. 

Other year-end decisions typically focus on charitable giving and 

paying tax-deductible expenses. Investors should work with their 

tax advisors to understand the impact of tax reform relevant for 

them. Merrill Lynch does not provide tax advice.

Accelerating / Deferring Long Term Capital Gains 
or Losses
Due to the differences in state tax rates and nuances in 

individual tax situations, it is always difficult to provide detail 

on the impact of accelerating or deferring capital gains 

and losses. Although income tax rates and tax brackets will 

significantly change in 2018, it is expected that the long-term 

capital gains rate will remain the same. In addition to the 

capital gains tax, a 3.8% investment surtax is likely to still be 

imposed on capital gains exceeding certain thresholds. It is 

not expected that he surtax will be modified under the new tax 

law and would be in addition to usual income taxes. 

States with an Income Tax—There are 16 states plus 

Washington, D.C. that impose a top tax rate of about 7% or 

greater, including California, Connecticut, New Jersey and 

New York. For a taxpayer with an income above $470,000, 

the current marginal combined capital gain rate (assuming 

a 7% state rate), taking certain phase-outs into account, is 

about 25.3%. Under the new tax law, the marginal combined 

capital gains rate is expected to increase. Therefore, from a 

preliminary analysis, taxpayers in those states could be better 

off accelerating capital gains into 2017. Conversely, those 

taxpayers may be better deferring capital losses into 2018. 

Before any action is taken, taxpayers should also determine if 

they are subject to the Alternative Minimum Tax (AMT) and, 

of course, consult with a tax professional to tailor the analysis 

to their particular facts. Slight differences in marginal rates 

in 2017 for taxpayers subject to the AMT could change the 

analysis. The time value of money should also be considered. 

States with no Income Tax—There are nine states that 

do not impose a state income tax on capital gain (including 

Florida, Texas and New Hampshire). For a taxpayer with 

income above $470,000, the marginal capital gain rate, taking 

certain phase-outs into account, is about 21.2%. Under the 

new tax law, the marginal capital gain rate is expected to drop.  

Therefore, from a preliminary analysis, taxpayers in those 

states could be better off accelerating capital losses into 2017 

and deferring capital gains into 2018. 

While it may be wise to accelerate capital losses before year 

end (or, depending on where you live, recognize gain before year 

end), given the limited time between passage of the new tax 

law and its effective date, there may simply not be enough time 

to makes these decision with all the appropriate calculations. 

EQUITY STRATEGY

Our view on U.S. equities (valuation, earnings, 
and opportunities) 
We maintain our positive view on U.S. equities on the basis of 

improving economic growth both in the U.S. and globally, still 

currently attractive relative valuations versus bonds and rising 

corporate profits, with further potential upside from tax reform. 

Elevated levels for U.S. and global Institute for Supply 

Management indices along with a stable dollar point to a 

continuation of the profit cycle for U.S. equities. Above-trend 

GDP growth, rising inflation, a strong capex recovery and 

improving productivity trends augur well for another year of 

potential solid corporate earnings, with tax reform providing 

additional upside. For the S&P 500, our range for earnings per 

share for 2018 is $139 or more, with the lower end assuming 

no tax cuts and higher levels assuming net recurring benefits 

from tax reform, which at the time of writing is looking likely. 

Potential tax cuts add to near-term earnings growth and so 

could likely increase buybacks from repatriated cash; however 

the exact impact will depend on how much these tax gains 

could be competed away and whether companies choose 

to invest rather than perform stock buybacks. Our projected 

range for the S&P 500 for 2018 is 2760 – 2860 with upside 



CIO REPORTS • The Monthly Letter | 15

FOR GLOBAL INSTITUTIONAL CONSULTING USE ONLY RETURN TO TABLE OF CONTENTS 

to 3000 if the multiple expands further on euphoric sentiment 

or earnings gets a one-time boost from buybacks using 

repatriated cash.

Although equity valuations have risen in 2017, they are not 

unreasonable relative to where interest rates are. As of the 

end of November, the earnings yield (the inverse price-to-

earnings multiple) of the S&P 500 stood at 4.58%, 2.2% above 

the 10-year Treasury yield and 1.3% higher than the aggregate 

corporate bond yield. By contrast, at the peak of the dot-com 

boom, the earnings yield was 2.4% below the 10-year Treasury 

yield and 4.3% below the corporate bond yield. At the 2007 

peak, the earnings yield was just 1.3% above the 10-year 

Treasury yield and essentially equal to the corporate bond 

yield. Our base case assumes no valuation expansion given the 

prospect for rising rates and policy uncertainty. However it is 

possible that late cycle euphoric sentiment drives it higher. 

Exhibit 12: Equity valuations are currently attractive 

relative to bonds (earnings yield minus bond yield)
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Past performance is no guarantee of future results. Forecasts are subject  
to change.

However, 2017 has been a year of exceptional returns for global 

equity investors. To top that, there weren’t any meaningful 

corrections or pullbacks, an anomaly, which provided investors 

with historically good risk adjusted returns. We have entered 

the late cycle for the U.S. economy and equity markets but this 

late cycle could last several more years. Investors should expect 

higher levels of volatility in 2018 as monetary policy turns less 

accommodating, inflation and rates rise and economic data sees 

more volatility from this year’s consistent positive surprises. 

We prefer exposure to industries and themes that offer secular 

earnings streams such as technology (digital revolution, 

artificial intelligence, cloud etc.) and to cyclical value such 

as financials (rising rates, deregulation). This puts us at a 

relatively balanced view on growth and value segments of 

the market. We think that small caps can close some of the 

performance gap versus large caps as tax legislation becomes 

law, given their higher effective taxes; however, large caps, 

especially multinational companies, offer better earnings 

prospects and greater safeguards from market volatility.

Investor sentiment 
Risks ranging from geopolitical turbulence on the Korean 

Peninsula to political dysfunction in Washington have done 

little to fundamentally alter the improving global economic and 

earnings outlook. Realization of this has led to equity markets 
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continuing to scale a “Wall of Worry”. Because more people 

expect relatively insignificant effect from these factors on the 

profit outlook, we see sentiment as a less significant driver for 

equity appreciation looking forward. That said, we still do not 

see sentiment as euphoric, which has typically coincided with 

major market tops, suggesting further upside as global growth 

and the profit cycle persist. 

The Sell Side Indicator—a BofAML Global Research 

proprietary gauge of recommended equity allocation by 

sell-side strategists—has signaled neutral for nearly one 

year, though it argues for further gains in the S&P 500 

when viewed in a historical context. Meanwhile, fund flows 

have remained supportive of global equities, especially 

outside the U.S. Yet, reflective of rising investor optimism, an 

environment of economic growth alongside low inflation—or 

a Goldilocks scenario—is an increasingly consensus view. 

Moreover, institutional cash levels have declined to their 

lowest level since October 2013, falling below their 10-year 

average as per the Merrill Lynch Global Fund Manager Survey. 

However, they have not declined enough to signal a notable 

cautious scenario. 

While we have a more neutral view regarding sentiment, 

the internal performance of the equity market keeps us 

comfortable in maintaining our equity overweight versus fixed 

income opinion. In the past, gauges of participating stocks in 

an uptrend—also known as the breadth of the market—have 

lagged ahead of the end of major bull markets. Presently there 

are limited signs of this taking place. The New York Stock 

Exchange cumulative advance/decline line, which is a running 

total of the number of advancing stocks minus the number 

of decliners among all equities trading on the exchange, has 

recently hit new highs (Exhibit 13). In addition, the percentage 

of equities within this set trading above their respective 200-

day moving averages remains near 65%, not suggestive of 

prolonged weakness in equities in the near-term. Finally, when 

looking at the MSCI All Country World Index over the past 

three months, cyclical sectors such as Information Technology, 

Consumer Discretionary, and Industrials have outperformed, 

characterizing improving confidence in the global cycle and the 

profit story.

Exhibit 13: Rising Cumulative Advance/Decline line  

signals potential healthy breadth
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Past performance is no guarantee of future results. 

How do you see the European landscape in 2018?
The eurozone economy enters its fifth full year of positive 

growth in 2018, but crucially the European economic cycle 

currently remains well behind that of the U.S., in our view. While 

the level of real output in the U.S. now stands 15% above its 

pre-financial crisis peak, eurozone real GDP is only 5% above its 

pre-crisis peak, conceivably leaving more room for expansion 

in hiring, investment, earnings growth and equity multiple 

expansion before the cycle reaches a similarly advanced stage. 

Rising levels of non-performing loans (NPLs) and weak credit 

growth in the eurozone banking sector had been major weights 

on growth for much of the post-crisis cycle, giving way to a 

double-dip recession between 2011 and 2013. But NPL rates 

are now on a declining trend, helped by a series of government-

supported bank rescues in Italy, and aggregate loan growth for 

the eurozone has risen to just under 3%, having been in outright 

contraction as recently as 2015. At the same time, the ECB 

continues to expand its balance sheet from the current level of 

just under 40% of GDP. While the rate of ECB asset purchases 

could fall from EUR 60 billion per month to EUR 30 billion in 

January, quantitative easing is expected to continue for at least 

the first three quarters of 2018, which we believe could further 

support asset prices. 

We believe the French presidential election in 2017 marked 

a key turning point for financial conditions across the weaker 

eurozone countries. Since the first-round victory for Emmanuel 

Macron, the risk of eurozone fragmentation, which we would 

have expected to increase significantly under either the 
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far-right or far-left candidate, has subsided, with average 

sovereign debt spreads across Portugal, Italy, Ireland, Greece 

and Spain falling by well over 1% and Greece regaining access 

to public debt markets. But despite the cyclical economic 

recovery currently underway in Europe, political risk will have 

to be watched closely in 2018. 

In Germany, we believe Angela Merkel will likely retain her 

position as chancellor following September’s federal election, 

but uncertainty remains over whether her party will re-enter a 

grand coalition with the pro-EU Social Democrats, she will be 

forced into an unstable minority government or new elections 

will be held. All but the first outcome could raise doubts 

among investors over the prospects for closer eurozone 

cohesion. General elections in Italy due to be held by May will 

also bear close watching given the current strength in polling 

for two anti-euro parties, the Five Star Movement and the 

Northern League. And ongoing Brexit negotiations will also 

pose risks as the U.K. and EU shift to the trade side of the 

talks. The official U.K. exit date is set for March 2019, but a 

new trade relationship will likely need to be established by late 

next year to have time to pass both parliaments. While we still 

favor European markets, we therefore remain cognizant of 

these political risks on the horizon.

What are your current views on Japan?
After a strong 2017, we continue to see tailwinds for the 

Japanese market. The domestic economy is currently on its 

longest growth streak in over 15 years at seven consecutive 

quarters of positive real GDP growth. Labor market indicators 

have also improved, with the jobs-to-applicants ratio—a 

widely-followed measure of labor market strength—back 

above the peak of the late 1980s bubble. Even nominal wages 

are currently growing, at just under 1%. And while the Federal 

Reserve is in the process of reducing the absolute size of 

its balance sheet, the Bank of Japan has continued to ease 

policy—increasing its purchases of domestic assets and 

targeting a zero rate on the 10-year government bond yield. 

In our opinion, another year of double-digit earnings growth is 

expected in 2018, while valuations remain attractive relative 

to the U.S. market. On top of this, Japan is currently enjoying 

its most stable period of political leadership in over a decade 

following the 2017 election victory for Prime Minister Shinzo 

Abe’s governing coalition. 

A growing concern in 2018 could, however, be any potential 

shift in Japan’s current monetary policy stance following recent 

hints from the Bank of Japan’s governor that the central bank 

may begin to consider dialing back its support if financial 

stability is adversely affected. However, there remain as yet 

few signs that such a move may be imminent. Aggregate 

bank lending in Japan has been relatively stable since the 

quantitative easing program was launched in 2013, while 

the pace of asset purchases has already decelerated from a 

peak of around 10 trillion yen per month in the first half of 

2016 to roughly four trillion yen per month currently, with 

seemingly limited market impact. The central bank may still 

be a long way from meeting its 2% inflation target, but we 

expect the broader signs of economic improvement to likely 

continue to provide support for nominal growth and the local 

equity market.

What are your view on emerging markets? Can the 
equity market recovery continue?
Emerging markets led global equities in 2017, having delivered 

their most outperformance since 2009, and we see strength 

in the asset class overall continuing in 2018. The external 

environment has been a key source of support. We believe 

synchronized global growth, improving global trade and 

an absence of new protectionist measures that had been 

expected from the U.S. administration have helped large 

exporter economies in Emerging Asia (Exhibit 14). Stabilization 

in commodity prices has been supporting resource producers, 

particularly net exporters of industrial and precious metals. 

Latin America and European emerging markets appear to 

have been further boosted by an exit from recession for their 

largest individual markets—Brazil and Russia, while central 

and eastern European economies in particular have seemingly 

benefitted from their close trade and investment links to a 

eurozone in cyclical recovery. 
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Exhibit 14: Global cyclical conditions favor emerging 

markets in the current environment
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Exhibit 15: Global cyclical conditions favor emerging 

markets in the current environment
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We believe these external factors have boosted the prospects 

for aggregate economic and earnings growth across the 

emerging world. Purchasing Managers Indices in 15 of the 16 EM 

countries tracked are currently above the expansion threshold of 

50. Portfolio investment net inflows have been positive for 12 

consecutive months since the U.S. election. And looking ahead 

to 2018, the International Monetary Fund projects a widening of 

the growth advantage for emerging over developed economies. 

Historically, improving relative growth rates for EMs have been 

accompanied by market outperformance. And while EM valuations 

now stand above their own long-term historical averages, relative 

valuation still appears moderate, in our view, potentially leaving 

room for EM equity multiples to rise further against developed 

market multiples.

We believe internal factors also have been key sources of 

support for EM equities in 2017, and we continue to expect 

strength in consumer-linked sectors to remain a persistent 

theme in 2018 as it has been throughout the period since the 

financial crisis. Despite the underperformance of EM equities 

in aggregate since 2009, the consumer-driven sectors of 

consumer discretionary, consumer staples, technology and 

healthcare within the EM index have in fact kept up with the 

S&P500 on an equal-weighted basis. With close to 55% of 

its market capitalization now concentrated across these four 

sectors, EM Asia more than other regions has benefitted 

from this trend. And with Asia itself now accounting for its 

highest ever share of the EM benchmark—close to 75% today 

versus just 55% on the eve of the financial crisis 10 years 

ago—continuing strength in these consumer-related groups 

could potentially help to lift returns for EM equities overall. 

Relative performance in other regions more heavily geared 

toward commodity exports could be held back by a housing-led 

deceleration in China. Home price appreciation on the mainland 

is in a cyclical slowdown and construction activity is also 

expected to cool over the coming months. But as underscored 

in the 2017 National Party Congress, evidence suggests 

that China itself has continued to transition toward a more 

sustainable, if also more moderate pace of economic expansion 

over the medium- to longer-term.

Sector Views
As we look forward into the new year, we expect underlying 

earnings growth, industry-specific cost and revenue drivers, 

thematic trends and expectations around fiscal and regulatory 

policy could likely be the key drivers of relative sector returns. 

Here we summarize our opinion for key sector views.

Energy—supply continues to weigh on sector, 
with economic growth and valuation as 
offsetting supports
Oil prices rose to new highs for the year in November, but the 

key trend remains the ongoing rise in non-OPEC output, which 

is boosting global supply even as OPEC countries—which 

extended their production cuts into 2018 at their December 

meeting—have reduced their output levels. U.S. 
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crude oil production has risen by close to one million barrels 

per day (mbpd) this year, and recently surpassed the peak 

levels that prevailed before the 2014-2015 price collapse. 

Regulatory measures aimed at boosting domestic production 

that have been proposed and introduced by the U.S. federal 

government (including greater drilling access to federal lands) 

could contribute to further supply increases. And at the same 

time, efficiency improvements in fracking operations, such as 

the use of seismic data to identify optimal drilling locations and 

maximize recoveries, are expected continue to reduce breakeven 

prices. However, we believe demand and valuation could 

potentially be offsetting supports for the sector over the period 

ahead. Crude oil demand is expected to accelerate in 2018 as 

global economic activity potentially continues to improve on 

a cyclical basis—particularly with large economies like Brazil 

and Russia now out of recession and India (the third largest oil 

consumer after the U.S. and China) gradually recovering from 

its government cash withdrawal program. And energy is now a 

major valuation outlier within the S&P500 as the only sector 

still standing below its 10-year average price-to-book value. 

Financials—earnings fundamentals currently 
improving while valuations remain low
Returns for financials were in negative year-to-date territory 

as recently as the end of May. But the results from the Federal 

Reserve’s latest bank capital review, which was passed by all 

participating institutions for the first time since the 2008 

financial crisis, along with the prospect of further interest 

rate increases and potential easing in federal regulations have 

since buoyed sector performance. The sector also remains 

attractively valued, in our view. Diversified and regional banks 

still trade at just 1.3x-1.4x book value, and we continue to 

expect higher interest rates across the maturity spectrum to 

support profitability for both banks and insurers. Moreover, the 

expected acceleration in U.S. GDP growth would seemingly 

offer fundamental support through higher credit quality, low 

provisioning for losses and low delinquency rates. Year-on-year 

loan growth across commercial banks has slowed over recent 

months, but is still above its average for the expansion so far. 

And EPS growth is projected to accelerate into the double-

digits next year. An economic recovery that’s weaker than 

expected or disappointment on rate increases is a key risk 

for the group, but we believe there is still plenty of room for 

sector price appreciation from current valuations.

Healthcare—tailwinds from structural sector trends 
and pause on U.S. reforms
We continue to see a range of tailwinds for the healthcare 

sector over the coming years. On balance, we believe the 

delay in proposed federal government reform has come as a 

support for the sector. An estimated 20 million people have 

gained access to health insurance since the enactment of the 

Affordable Care Act in 2010, but we expect that the elimination 

of the individual mandate or any reduction in federal funding 

would reverse most of these increases in coverage. And any 

moves to introduce more price competition into drug sales 

(which has been mooted for subsequent phases of the proposed 

reforms) could be major headwinds for pharmaceuticals and 

biotechnology, which together account for roughly 55% of 

sector market capitalization. Demographic trends remain 

a long-term support for the healthcare sector. Healthcare 

spending is anticipated to increase structurally with a global 

retiree population projected to reach just under 1 billion by 

2030 from just over 600 million today. Treatment volumes are 

expected to increase with growing healthcare access and rising 

rates of chronic disease in the emerging world. New advanced 

therapies in cancer treatment and other areas of unmet need 

could sustain pipelines for the major drug developers. And the 

deployment of new device technologies such as surgical robots 

and implantable monitoring devices may support equipment 

manufacturers and improve patient outcomes. 

Materials—chemicals favored over resource-
linked industries
Metals and mining stocks have rebounded since mid-year 

on the recovery in underlying industrial metals prices. But 

we believe the structural prospects for industries driven by 

resource prices are less favorable. The investment-led growth 

slowdown in China remains a chronic headwind for base 

metals due to the country’s 40%-50% share of global demand 

for a range of minerals such as iron ore, aluminum and copper. 

And though the cyclical improvement in global growth may 

offer some support, we would argue that industrial metals-

related industries lack the valuation advantage of the energy 

sector and are far more exposed to the structural decline 

in Chinese investment growth. The heavyweight chemicals 

industry has led overall sector returns, and we expect more 

sustainable potential future gains to come from this group, 

particularly given what we believe are still-attractive multiples. 

Agricultural chemicals in particular appear well-positioned 
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to benefit from the structural trends of growing populations, 

income, wealth, calorific intake and urbanization in emerging 

economies, which would be expected to result in less arable 

land and more soil contamination. These trends could 

potentially lead to strong future growth in demand for yield-

enhancing products such as fertilizers and pesticides, as well 

as greater adoption of new technologies in advanced seeds 

and data-driven farming. 

Consumer Discretionary—ongoing bifurcation 
between online and traditional market segments
Consumer discretionary has been the best performing 

sector over the full course of the post-crisis bull market, and 

performed broadly in line with the S&P500 for 2017. There 

nonetheless remains a clear bifurcation in returns between 

traditional retail and digital consumer activity. Internet retail 

has been among the top-performing groups, benefitting from 

the trend toward growing online spending and digital content 

consumption, while traditional brick-and-mortar segments 

such as department stores and other retail outlets have 

persistently trailed the rest of the sector over the past several 

years and continued to lag in 2017. Historically, the consumer 

discretionary sector has underperformed relative to the broad 

market with a maturing economic cycle as households are 

squeezed by higher inflation and rising borrowing costs. But 

this effect may be somewhat dampened in the current cycle 

given that inflation remains subdued, and interest rates are 

still near historic lows and currently expected to rise only 

gradually. Prospective cuts in personal income taxes across 

household income brackets would also lift disposable income 

and provide further support for spending.

Industrials—strong policy tailwinds, but high 
valuations vulnerable to disappointment 
The industrials sector had been among the earliest 

beneficiaries of the expected increase in domestic spending 

under the new U.S. administration. But relative returns have 

since moderated, and the overall sector has performed in 

line with the broad market this year as expectations for 

government spending on infrastructure in particular have 

been scaled back. Valuations for related industries such as 

industrial machinery already appear stretched in our view, 

and will likely depend on firmer implementation plans for 

sustained outperformance. The defense sector has also been 

an outperformer, and valuations appear similarly stretched. 

We nonetheless see continuing support for the group given 

worsening security conditions around the world, which could 

potentially boost expenditures in major U.S. military export 

markets such as Saudi Arabia, Japan and Korea. There is 

also the prospect of more NATO countries beefing up their 

collective defense contributions—only five of the 28 members 

are currently meeting their official 2% of GDP target, with nine 

spending 1% or less—alongside an expected increase in U.S. 

defense outlays under the next Congressional budget. 

Consumer Staples—support from growing 
household incomes and consumer spending globally
Consumer staples have underperformed the S&P 500 this 

year, with personal products, beverages and tobacco holding 

up the best across the major industry groups. Similar to 

consumer discretionary, staples have historically lagged as 

the business cycle matures, but we expect continuing growth 

in global consumption to support individual industries within 

the sector. Emerging economy consumer demand remains 

a key revenue driver for household products and packaged 

foods. And we still expect companies within each of these 

groups that are tied to emerging world household spending—

particularly in the fast-growing, low per capita income and 

low penetration markets in Asia—to be better-positioned 

over the medium- to longer-term. These segments should 

also be supported by low commodity prices, with a number 

of companies highlighting the input cost windfall in previous 

quarterly earnings reports. Prospective cuts in personal income 

taxes cuts across brackets would also lift disposable income 

and provide additional support for consumer spending.

Utilities—structural headwinds and rising rates to 
weigh on price returns
Utilities have been among the weakest performers in the 

current bull market, and we expect prices to remain under 

structural pressure despite delivering double-digit returns 

in 2017. In our view, mature residential sales and increasing 

energy efficiency are among the factors that continue to 

limit the revenue growth potential for the sector, with cost 

headwinds coming from a range of sources. These include 

the need to replace existing grid infrastructure such as poles 

and wires, tighter emissions rules and required investment 

in cleaner generating capacity at the state level, even as the 

Trump administration pushes to loosen federal regulations. 

Growing competition from distributed power generation could 

also have a negative impact on traditional utilities as costs 

are spread over a dwindling base of household rate payers. 
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Meanwhile the likelihood that bond yields trend higher as 

the Fed continues to raise rates may put further pressure 

on the sector given its high dividend yield. Low foreign 

sales exposure would potentially make the sector one of the 

biggest beneficiaries of a cut in the statutory corporate tax 

rate, and federal government efforts to relax regulation on 

carbon emissions could offer near-term support for traditional 

utilities in states without renewable portfolio standards. But 

we nonetheless expect the shift toward renewable power 

generation to persist as the cost of alternatives continues 

to decline.

Telecommunications—government policy a 
potential support, but rising rates and industry 
challenges remain headwinds
Along with energy, telecoms trailed furthest behind the S&P 

500 in 2017, and valuations remain well below the broad 

market relative to long-term averages. Similar to utilities, 

low foreign sales exposure would make the sector one of 

the biggest beneficiaries of a cut in the statutory corporate 

tax rate. And regulatory policy could also provide near-term 

support should weaker FCC rules give more pricing power and 

personal data access to internet service providers. But also 

like utilities, rising interest rates represent a headwind for the 

group and we expect structural factors to weigh on returns. 

Long-term pricing pressure on telecom network providers 

persists in the form of growing competition from other 

industry incumbents and new entrants in voice, messaging 

and data services. Required investment outlays are also rising 

with the need to increase bandwidth and coverage. And while 

new services such as remote security and remote energy 

management in connected homes and offices are fast-growing 

business channels for the sector, these are still too small to 

have a material impact on total industry revenue. 

A deeper dive in technology sector
Technology is usually at the forefront of innovation and has 

continued to disrupt traditional industries at an unprecedented 

rate. After strong performance in 2017, concerns emerged 

regarding another ‘bubble’ in technology stocks similar to the 

1999-2000 period. However, when examining the data from 

1999-2000 and comparing it to today there are stark differences. 

Of note, our analysis suggests that valuations, cash levels, profit 

margins, free cash flow and earnings are favorable compared to 

the technology sector during 1999-2000.

Profitability in the sector improved since 1999 – 2000 when 

gross margins were 39%-41% compared to 49%-50% today, 

and profit margins improved from 8%-10% to 17%-18% 

today. In addition, cash on balance sheets and free cash 

flow generation has dramatically improved since the 1999-

2000 period when many technology companies failed to 

generate earnings or free cash flow, and in some cases were 

questionable businesses. The free cash flow (FCF) yield back 

then was 1%-2% versus the current 4%-5%, and earnings in 

2017 are three times the comparable 1999-2000 earnings. 

In our view, technology sector valuations are not nearly as 

extended compared to the more elevated levels of the late 

1990s. The sector traded at 30x-65x price-to-earnings (P/E) 

multiples in 1999-2000 versus 19x-20x for 2017. Furthermore, 

the sector is currently about 15% above its 200-day moving 

average compared to 40%-50% above its 200-day moving 

average in the late 1990s. 

Among the most prevalent secular trends we see in 

technology today are those revolving around cloud computing, 

machine learning, software as a service (SaaS), increased 

semiconductor and sensor content in smartphones and 

autos, cyber security, robotics and automation, electric and 

connected vehicles, blockchain technology, data centers, 

artificial intelligence (AI) and the exponential growth in data, 

combined with the analytics and applications developed for 

these “big data” sets.

Looking forward to 2018 and beyond, we see several new 

innovations that, combined with advancements of existing 

technologies, we expect will potentially continue to drive 

disruptive innovation across the global economy, potentially 

reshaping economies and creating new industries. Key areas, 

in our view, could include:

• Data Paradigm—Data remains a strategic asset in our 

view and continues to grow at extraordinary rates; the 

creation, storage, transmission and analytics make up the 

Data Paradigm.

• Content—The paradigm shift of content consumption from 

traditional media companies to social platforms will continue 

to create opportunities in both the mobile and gaming 

industries, among others.

• Video—Big data and analytics continues to grow, but video is 

even more data intensive and could generate greater demand 

for storage and 3D applications.
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• Artificial intelligence and machine learning are leaving 

the “lab” and moving to the real world across consumer 

products in the home, automobiles and phones in addition to 

enterprises across public, private and hybrid clouds.

• Robotics and automation adoption accelerated over the 

last two years and appears positioned to continue to grow 

and spread across more industries and sub-sectors of the 

global economy.

• Software as a Service (SaaS)—accessing leading-edge 

software applications through the cloud is driving efficiencies 

across multiple industries and transitioning legacy hardware 

and software companies to a subscription revenue model. 

• Storage—We believe enterprises are becoming more 

comfortable with storing their proprietary data in the 

cloud, but the next step may include more straightforward 

infrastructure solutions that tie in storage—this could 

potentially be a “hyper-converged” environment for storage. 

• 3D Smartphones—The prevalence of smartphones and 

the progression in their functionality has been one of 

the last century’s leading innovations, and the next phase 

in this evolution may be the embedding of 3D sensing 

technology. This may also be a key development for autos 

moving forward.

• Industrial-levered semiconductor demand—Data centers 

experienced significant growth over the last couple of years 

leading to an explosion in semiconductor demand. The 

next phase may be growth in semiconductor content for 

industrial purposes, including robotics and vision systems and 

industrial lasers.

Describe your top long term themes and trends?
We continue to expect investments centered around our 

five main mega themes of People, Government, Innovation, 

Earth and Markets to be important sources of performance 

differentiation relative to the broad equity indices. Below we 

highlight some of the key trends that we expect to shape the 

global economy and markets going into 2018. 

Innovation
Information technology was the best performing global equity 

sector in 2017, and we expect the secular trend toward 

digitization, automation and embedded computer processing 

across industries will continue in 2018. We believe growth 

in robotics deployment will remain a key theme for both 

manufacturing and service activity. Global industrial robot 

deployment has accelerated since the financial crisis, with global 

unit sales growing at an annualized 15.9% since 2010 compared 

to 8.9% during the last cycle. Falling system costs, improving 

functionality and rising wages are increasing the competitiveness 

of machines relative to humans. And among the key advances in 

robotic functionality is the growing use of machine learning and 

artificial intelligence software to build machines that can decipher 

images and language without being explicitly programmed to do 

so. Beyond robotics, we expect this technology to be used across 

a broadening range of applications over the coming years—from 

autonomous vehicles to drones, medical imaging, online retail 

and digital assistants in mobile devices—as programmers gain 

access to more data and high-performance processing chips 

are more widely adopted. The rise of cloud-based computing 

services is arguably also reducing the need for companies to 

invest in their own information technology capability. Instead, 

firms across a range of industries are increasingly subscribing 

to centrally-hosted services sold by cloud service providers. 

This is in turn reducing capital expenditure needs on servers, 

network equipment and storage units, while boosting subscription 

revenues for providers of cloud computing services. Cisco has 

projected that 92% of all workloads will be processed in cloud-

based data centers by 2020, versus just 8% in traditional data 

centers. The rapidly expanding digital economy will also mean a 

greater degree of vulnerability for individuals, private businesses 

and public services to online attacks, with more resources 

potentially being put into addressing them. We therefore expect 

continuing growth in demand for cybersecurity services in order 

to address this challenge.

People
Alongside the cyclical economic improvement in emerging 

economies over the past year, we see a continuing structural 

shift among these populations toward services and 

consumption. Many of the emerging countries with the fastest 

growing per capita incomes are also the most populous, 

particularly within Asia. Here we would highlight China, India, 

Indonesia and the Philippines. These four countries alone 

account for close to 50% of the entire emerging world 

population and were the only major economies to maintain 

growth rates of 5% or more throughout 2017. They therefore 

represent large and fast-expanding addressable markets for 

consumer-facing firms in areas such as autos, consumer
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 electronics, personal care products, medical devices and 

international travel. Changing modes of consumption may 

be an additional feature of the growing EM consumer class, 

and internet retail in particular stands to be another major 

beneficiary, in our view. Growth in internet penetration, mobile 

devices, shopping applications, online payment systems and 

logistics infrastructure (as well as the limited physical retail 

infrastructure in many emerging countries) would conceivably 

allow e-commerce to grow even more quickly than the 

underlying rate of consumption. As recently as 2011 for 

example, online retail in China accounted for less than 5% of 

retail sales, but the share more than tripled over the subsequent 

five years (on a retail sales base that is itself growing at over 

10%), overtaking the U.S. in 2014 to stand at just under 15% by 

the end of 2016. It should also be noted that online activity is 

growing rapidly in service as well as goods demand, particularly 

in media and entertainment. Since 2012, the internet share of 

total media consumption in China has risen from roughly one-

third to more than half, with mobile internet alone accounting 

for 40%. Of the average 350 minutes a day spent on Chinese 

media consumption last year, 190 went to mobile or desktop 

internet, while just 160 were devoted to traditional sources such 

as newspapers, television and radio.

Earth
The U.S. federal government withdrawal from the landmark 

United Nations climate accord made headlines in 2017. But 

one year since the agreement went into force, we expect the 

long-term global trend toward de-carbonization to continue in 

2018 as renewable energy adoption increases. We believe the 

falling cost of renewables remains a key driver. The average 

silicon photovoltaic solar module, for example, has fallen in 

price by over 80% since the start of 2010, and by half in just 

the past three years as rates of energy conversion efficiency 

have increased. And the falling cost of installation, service and 

ancillary equipment, such as current inverters and mounting, 

are also causing prices to tumble on a fully installed basis. 

At the same time, economies of scale are now driving down 

the cost of wind power. Larger-scale wind farms are reducing 

the cost of transporting, installing and servicing turbines. 

Generally, longer turbine blades mounted on higher towers are 

better able to capture greater wind speeds to produce more 

electricity. The U.S. Environmental Protection Agency now 

counts 995 organizations, including corporations, universities 

and state government departments, on its 100% Green Power 

Users list, which includes those using clean energy to meet all 

of their electricity needs; that’s up from 784 a year ago. And 

we see a similar trend in place globally, with growth in global 

consumption of renewable energy dwarfing that of energy 

sourced from fossil fuels. From 2013 to 2016, global wind 

power consumption increased at an annualized rate of 14.2%, 

with solar growing even more quickly at 34.3%. By contrast, 

natural gas consumption grew at just 1.6%, with oil rising at 

1.5% and coal consumption falling over the same period.

Government
Rising security challenges around the world contributed to the 

outperformance of the defense sector in 2017, and we believe 

increasing military spending by governments around the world 

should remain a key theme going into the new year. In Asia for 

example, the flip side of the rising risk to regional stability posed 

by North Korea’s growing missile capacity has been a greater 

push to beef up spending on military hardware in and around the 

Korean Peninsula. A strengthened post-election Prime Minister 

Abe in Japan is now better-positioned to build a domestic 

consensus for revising the country’s pacifist constitution. And in 

the nearer-term, it appears the Japanese government is likely to 

implement a proposed 2018 increase its stagnant military budget 

to a record $48 billion, which would include the introduction 

of a new U.S. missile defense system similar to that recently 

installed in South Korea. Meanwhile future budget increases 

are also anticipated across the European continent. Foreign and 

defense ministers from 23 EU countries recently signed a new 

defense pact to increase their collective levels of spending and 

cooperation against the backdrop of growing Russian aggression 

and a more isolationist U.S. administration. All but five NATO 

countries (mainly EU members) continue to undershoot the 2% 

of GDP spending target, and a total spending increase of roughly 

$107 billion would be required for all members to reach the 2% 

threshold—equivalent to the entire defense budgets of France 

and the U.K. combined. After decades of punching below their 

economic weight in military spending, this all points to a more 

determined effort by European states to boost their collective 

defense contribution.

Markets
Spanning our balanced view of growth and value within 

equity markets, we continue to see long-term support for 

the healthcare sector. We expect ongoing advances in drug 
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treatment to remain a key medium-term support for the 

sector, both for biotechnology and traditional pharmaceuticals. 

Importantly, there has been a rapid decline in the cost of 

genetic sequencing over recent years, which is enabling 

more research into the links between genetic expression 

and clinical conditions. This is in turn opening the door to 

new techniques in drug discovery, particularly in areas such 

as cancer treatment where genetic variation plays a major 

role. In 2017, the FDA delivered its first ever approval for an 

immunotherapy drug—a class of treatments that genetically 

alter immune system cells to fight leukemia and other cancers. 

The efficacy of these new immunotherapy approaches could 

potentially lead to more candidates within this class of 

treatments are approved over the coming years. This may 

benefit pharmaceuticals and larger biotechnology firms 

that develop their own treatments, or that purchase or fund 

smaller drug developers to expand their pipelines. Designers 

of next-generation sequencing equipment that can make 

early identifications of developing tumors from blood samples 

may also benefit from the continuing decline in sequencing 

costs. And at an even earlier stage are treatments designed to 

target inherited diseases by editing gene sequences (including 

those used in immunotherapy), with a growing number of 

clinical trials in their planning phases. To be sure, it remains 

early days for many of these emerging therapies. And other 

bottlenecks such as the interpretation of genetic data and 

the still-high cost of sequencing machines remain prohibitive 

for many research laboratories. But over time, we would 

expect new advances and further cost declines to bring more 

widespread adoption.

FIXED INCOME STRATEGY

What is your view on central bank policy and its 
impact on rates? What could go wrong? 
For 2018, we believe that the Fed will continue with three 

to four additional rate hikes, as the strong employment 

market leads to increasing wages, and inflation normalizes. 

Meanwhile, we expect the ECB to be on hold while tapering 

its quantitative easing (QE) programs. We anticipate that the 

Bank of Japan (BOJ) will continue to be accommodative within 

its easing framework, and though the UK’s Bank of England 

(BOE) recently raised rates, expectations are that future hikes 

are further out. This means that global rates can rise from 

near zero, but we would expect that any rise in U.S. 10-year 

yields would be moderate, and believe we will end the year in 

a range of 2-7/8% to 3-1/8%, with the curve-flattening trend 

decelerating significantly and being more range-bound next 

year.

There has been a lot of consternation about the slope of the 

yield curve; there shouldn’t be in our opinion. We believe it 

is at a normal level for the latter third of an economic cycle, 

and moreover, it is not merely a static effect of policy; it is 

a dynamic factor in that policy, and a potential driver of how 

the Fed will respond to the economic environment. If the 

curve inverted, the Fed could—if it desired—adjust policy 

meaningfully; slowing the pace of rate hikes or increasing 

the pace of balance sheet roll-off would be fairly standard 

tools to control the curve. While the curve remains a key 

metric to watch, for the moment it is still not ringing any 

alarm bells for us. The slopes between the Fed Funds rate 

and the two-year note and even the Fed Funds rate and the 

ten-year note are still steep in our view, indicating the market 

is potentially priced for further rate hikes, and expectations 

regarding inflation and growth support these higher levels 

(see Exhibit 16). 

Exhibit 16: Tale of two curves
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Exhibit 17: 2Y and 5Y treasury yield breakout
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A central bank policy mistake—including getting behind the 

curve, remains a key concern. For example, in Europe the 10-

year German bond is currently 60 bps below core inflation, 

and it has been at a negative spread for most of the last three 

years. Long-term, this is untenable in our opinion—since the 

financial crisis, the two instances when Treasurys were at 

similar levels preceded massive sell-offs. Since the low global 

rate environment has been a key inhibitor to higher long-term 

U.S. rates, any move higher abroad could potentially translate to 

significant moves here. This is not our base case, however.

Where could the opportunities exist within fixed 
income during 2018?
Treading water, running in quicksand, stuck in the mud—choose 

your own metaphor. For us, the 2017 Treasury market felt like 

driving in bumper-to-bumper traffic—a lot of time starting and 

stopping, and not getting very far. The 10-year Treasury yield 

started the year at 2.44% and as of December 8, 2017 was 

basically unchanged. However, this lack of progress on higher 

rates belies intra-year volatility across the fixed income asset 

classes, and arguably masks an important, positive shift in 

market sentiment that has ramifications for global central bank 

activity. Reflation hopes initially pushed the 10-year to 2.60% 

early in 2017, before disinflation dragged us back down. 

The 2-year and 5-year Treasury note yields have made 

significant moves higher, breaking out of multi-year trading 

ranges. The 5-year yield is at its highest level since 2011; 

the 2-year since 2008. We view these as crucial milestones; 

the market appears to have shaken off its deflation scare, is 

seemingly confident that the Fed is on the right path and now 

the Fed’s policies can possibly serve as a positive template for 

other global central banks to follow.

Against this backdrop, investment grade spreads grinded 

tighter throughout the year; as of December 8 they were 25 

bps tighter to 96 bps, close to the post-crisis low (see Exhibit 

18). High yield showed more volatility, tightening 50 bps to 

348 bps, but still about a quarter-percentage point higher 

than its low set in October. Municipals valuations compared 

to Treasurys, which plummeted at the end of 2016, improved 

for most of 2017, although they cheapened again in late-

November and early-December when tax reform bills, which 

would eliminate certain tax-exempt sectors in 2018 and 

thereafter, may have caused issuers to rush tax-exempt bonds 

to market before the end of the year.

Exhibit 18: Investment grade and high yield spreads
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Given relative and absolute valuations, there is not a 

tremendous appetite for significant over- or under-weights. 

We remain underweight Treasurys, high yield, and international 

fixed income, and slightly overweight investment-grade 

corporates and municipals. 

For investment grade corporates, spreads are currently near 

post-crisis lows, but that is not necessarily a red flag—they 

could remain there for years as long as the economy avoids 

recession. In fact, the corporate market has spent multiple 
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years at these levels in the past. Low spreads and yields 

do temper our outlook on excess returns, however, which 

we believe will primarily be driven by coupon-carry and not 

spread-tightening. We expect that spreads could remain range 

bound, and that does leave less room for error—spread and 

rate moves could cause mark-to-market losses throughout 

the year. However, a strategic overweight to corporates could 

potentially continue to earn excess returns over Treasurys, as 

credit losses are still more than compensated for by current 

spread levels, in our view. While we believe technicals remain 

positive, headwinds to demand could materialize as global 

central banks slowly remove accommodation. We continue to 

be wary of sectors with rich valuations that could be subject 

to event-risk or deteriorating fundamentals, including retail, 

media, telecommunications and technology. Our overweight 

positioning remains focused on U.S. financials; still in strong 

financial shape, but offering higher yields given how much 

supply they currently generate. Expectations are that tax 

reform will move the corporate income tax from 35% to 21%. 

We believe this will be a fundamental tailwind for all corporate 

issues. Limitations on the deductibility of bond interest could 

temper corporate new issue supply, which would potentially 

be a technical tailwind for the market. We do caution this 

limitation could weigh on the most levered high yield issuers. 

For municipals, tax reform is an important factor. Current bills 

passed by the House and Senate would eliminate the state and 

local tax (SALT) deduction for income and sales taxes, which 

may increase the value of in-state municipals in high income 

tax states. The House bill (but not the Senate’s) would eliminate 

the AMT, which would presumably increase the value of munis 

subject to the AMT. For issuers, the House bill eliminates 

tax-exempt advance refundings and private activity bonds 

on a prospective basis, while the Senate bill eliminates only 

tax-exempt advance refundings; this difference will need to be 

harmonized in the reconciliation process. We view increases in 

demand and reductions in supply as technical positives. 

While they are technical positives, the above provisions, as well 

as the proposed lower cap on mortgage interest deductions in 

the House bill (but again not the Senate’s), could negatively affect 

the credit of certain issuers, placing greater importance on credit 

selection. Eliminating the SALT deduction could make it harder 

for state and local governments to raise tax rates, or possibly 

lead to high earners moving out of high-tax jurisdictions. A lower 

cap on the mortgage interest deductions could pressure high-

end home values and property tax revenues. However, for most 

issuers, we believe these changes should be manageable.

Leverage has shifted from financials to industrials 
in credit
The excess leverage in the credit markets 10 years ago, which 

played a key role in pushing global capital markets to the 

brink of collapse, are mostly absent—giving us confidence 

that the health and resilience of the global financial system 

has improved meaningfully. The market for complicated 

or leveraged structured financial products, such as credit 

default swaps (CDS), the proverbial powder keg of the 

financial crisis, ballooned from $6.4 trillion in 2004 to over 

$58 trillion in 2008—dwarfing the underlying global cash 

bond market (Exhibit 20). Since that time, however, CDS 

notional amounts outstanding have declined by 80% to 

just $9.6 trillion. Additionally, the bank loan market, which 

helped fuel an increase in high yield acquisition funding and 

leveraged buyouts (LBOs) during 2006 and 2007, has also 

changed dramatically. While new deal leverage has declined 

modestly, overall LBO volumes have fallen meaningfully and 

equity contributions have increased (Exhibit 19). Furthermore, 

we note that over 70% of loan issuance is being used for 

refinancing versus new capital outlays. Systemic risks appear 

to have also been alleviated through post-crisis banking 

regulations, which require higher levels of equity capital and 

risk retention, in addition to more stringent oversight. We 

believe these regulatory changes have significantly improved 

the health and resilience of the global capital markets. 

While signs of excess in the credit markets have, thus far, 

remained relatively subdued in our view, we note that leverage in 

the system has shifted, as industrial companies have expanded 

their balance sheets significantly. Non-financial, investment 

grade corporate debt outstanding has expanded to $6 trillion, an 

increase of 190% since 2007, as management teams have taken 

advantage of low borrowing costs and accommodative capital 

markets to fund M&A and returns to shareholders. That said, 

we believe corporate margins and the macro backdrop remain 

strong—which gives us confidence that the current cycle could 

potentially continue. However, once the current cycle does turn, 

and financial conditions tighten, higher corporate leverage could 

drive more defaults and lower recoveries. 
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Exhibit 19: LBO volumes and equity contribution
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Exhibit 20: CDS and investment grade cash bonds 
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Munis shift from a rates market to a credit market
In tax-exempts, we have seen municipal bonds change over 

the last 10 years from a ‘rates market’ to a ‘credit market’. 

Municipal default rates have ticked up (Exhibit 17), and default 

risk is generally no longer viewed as de minimis. In our opinion, 

this higher credit risk has been driven by four factors: the 

growth in unfunded pension liabilities, increasing revenue 

and budget pressures, greater willingness of governments to 

restructure debt and/or file for bankruptcy, and reduced use of 

bond insurance.

Since 2007, state and local government unfunded pension 

liabilities have mushroomed from $300 billion to nearly $1.8 

trillion, according to the Fed (Exhibit 22). These liabilities, 

which are outsized in certain states such as Illinois and New 

Jersey, compete with debt service obligations and reduce 

financial flexibility. State and local governments are also 

facing increased resistance to higher taxes; businesses 

and individuals are willing to relocate to more tax-friendly 

jurisdictions, and the potential elimination or reduction of 

the SALT deduction under tax reform could exacerbate this 

trend. There is also greater reluctance to bail out distressed 

governments and less stigma to declaring bankruptcy, as 

evidenced by the bankruptcy filings and debt restructurings 

of Harrisburg, PA; Jefferson County, AL; Stockton, CA; San 

Bernardino, CA; Detroit and the Commonwealth of Puerto Rico. 

Finally, bond insurance no longer provides the wide safety net 

it used to; seven financial guarantors rated AAA by Standard 

& Poor’s were used to insure over half the new issue market, 

but most of these companies suffered large losses during the 

mortgage crisis, and now there are only two active insurers, 

both rated AA, which insure only about 6% of the market.

Notwithstanding these higher risks, we note that state 

and local governments still default less frequently than 

corporations, and, with proper credit selections, we believe 

municipal bonds can still be an appropriate asset class for risk-

adverse investors. 

Exhibit 21: Moody’s-rated bond defaults
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Exhibit 22: State and local government pension 

entitlements

 0

 1,000

 2,000

 3,000

 4,000

 5,000

 6,000

 7,000

($
) B

ill
io

n

20
02

:Q
2

20
02

:Q
4

20
03

:Q
2

20
03

:Q
4

20
04

:Q
2

20
04

:Q
4

20
05

:Q
2

20
05

:Q
4

20
06

:Q
2

20
06

:Q
4

20
07

:Q
2

20
07

:Q
4

20
08

:Q
2

20
08

:Q
4

20
09

:Q
2

20
09

:Q
4

20
10

:Q
2

20
10

:Q
4

20
11

:Q
2

20
11

:Q
4

20
12

:Q
2

20
12

:Q
4

20
13

:Q
2

20
13

:Q
4

20
14

:Q
2

20
14

:Q
4

20
15

:Q
2

20
15

:Q
4

20
16

:Q
2

20
16

:Q
4

20
17

:Q
2

Funded Unfunded

State & Local Government Pension Entitlements

Source: Federal Reserve, Financial Accounts of the United States. Data as of 
9/21/2017. Past performance is no guarantee of future results. 

ALTERNATIVE INVESTMENTS OVERVIEW

What role do alternative investments play during 
strong bull markets?
In times like these, when the true value proposition of 

alternative investments (AI) tends to go under-appreciated, it 

is instructive to remind ourselves of the potential role of AI 

allocations during both good times and bad for investors who 

are qualified to invest in them. Alternative investments may 

serve many purposes within the multi-asset framework; from 

return enhancement to diversification, upside participation to 

downside management, these flexible strategies may offer 

differentiated returns not widely accessible via traditional 

investments. Because AI strategies typically limit their 

exposure to traditional markets, they should not be expected 

to outperform their traditional counterparts on an absolute 

basis during strong bull markets. Typically, the best performing 

managers during these times maintain some directionality 

(or beta), but also employ active management to produce 

comparable, or superior, results on a risk-adjusted basis. 

These “alpha-bets”—long/short strategies, catalyst-investing, 

complex restructurings, venture financing and direct lending, 

just to name a few—are the hallmark of successful AI 

managers and a primary value-add, in our view, of alternative 

investments on a stand-alone basis, as well as within a multi-

asset portfolio. During challenging periods, successful alpha-

bets can potentially help buffer directional exposure. In fact, 

alternative investments are often thought of as being most 

accretive to portfolio performance during challenging times. 

But, as 2017 has proven, gains in traditional and alternative 

asset classes do not have to be mutually exclusive. Several 

areas of the broad AI space have posted strong beta and alpha 

returns year-to-date. 

How could you allocate across alternative 
investments in 2018?
As we have stated in previous publications, we think it is 

prudent for qualified investors who are not at strategic 

targets for AI to carefully consider allocations to this diverse 

asset class and, if need be, adjust accordingly to ensure 

their portfolios are aligned to their long-term objectives. 

Applying a bit of rationality to portfolio positioning during 

these relatively calm markets could potentially go a long way 

to charting a successful course for the next stage of the 

economic cycle. Looking ahead, our expectation for strong 

equity markets next year implies a slight directional bias in 

our AI allocations. But we also think the dynamics that created 

the fertile ground for alpha-generation this year may persist 

into 2018. An environment of normalized stock and sector 

correlations (which have collapsed over the past 16 months) 

and potential pockets of dislocation could conceivably benefit 

active strategies as well as catalyst-driven investors next year. 

Though stock dispersion remains low, its upward trend this 

year is encouraging, and we view any meaningful widening 

as an additional tailwind to active strategies next year. 

Cross-asset correlations, which are also relatively low, could 

potentially benefit managers with flexible mandates and may 

prove to be additive for portfolio hedging should we encounter 

periodic market turbulence. We believe these factors, under 

a favorable backdrop for equity markets, can continue to 

provide an environment ripe with opportunity for alpha-bets 

in 2018. Currently, we see opportunity in equity long/short 

strategies, private credit, private equity special situations and 

opportunistic real estate.

TECHNICAL ANALYSIS

What is looking attractive technically?
In our view, one of the bigger surprises of 2017 has been 

strong equity appreciation and historically low volatility in 

the face of a tumultuous first year for President Trump, 

intercontinental ballistic missile and nuclear tests by North 

Korea and disappointing German elections, among other 

notable events. Here’s a surprising statistic. The current U.S. 

cyclical bull market is now the 2nd longest and 2nd strongest 

ever. Here’s another surprise. We believe it is part of a secular 
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bull market that began in 2013 and potentially could have at 

least a decade more to run, with the S&P 500 conceivably 

hitting 5000 by 2024.

Similar to economic cycles, a cyclical bull market’s age says 

little about its future. Since 1929, the 25 bull markets of 

greater than 20% for the S&P 500 on a price return basis have 

averaged nearly 33 months, rising about 110%, as per BofAML 

Global Research. Yet averages can be deceiving. The shortest 

bull market lasted less than one month, rising almost 26%, 

while the longest one lasted about 12.5 years, rising 582%. 

On the basis of major technical indicators, such as volume, 

breadth and price momentum, we believe the current one, at 

just under nine years old, with a gain of 291%, potentially has 

longer to run. Which sectors do we believe are poised to lead? 

The financials sector, aided by President Trump’s deregulation 

push and the rising prospect for tax reform, has become a 

market leader, and could possibly be on the cusp of breaking 

out on a relative price basis versus the S&P 500 (Exhibit 23). 

Meanwhile, improving sales growth for the S&P 500 has led 

to rising confidence among corporate executives, which may 

be a precursor to a wave of capital expenditure and increased 

research and development spending. Equity investors may be 

taking notice, given recent outperformance of companies that 

are preferring to invest in future growth opportunities, rather 

than return capital to shareholders (Exhibit 24). We believe this 

could eventually benefit industrial equities. 

Exhibit 23: Financials seem poised to break out on a 
relative basis 
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Past performance is no guarantee of future results. 

Exhibit 24: Markets are now rewarding capital 
expenditures, not buybacks 
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Source: BofAML Global Research. Data as of 11/30/2017. 
Past performance is no guarantee of future results. 

Looking farther toward the horizon, we remain in the early 

innings of the “Digital Era,” in our view. We believe this would 

make the technology sector, represented by the Nasdaq 100 

equity index, a long-term leader. This gauge broke out of a 

nearly 17-year base in Q3 of 2016, likely entering its own 

secular bull market (Exhibit 25). While some worry its quick 

ascent to record highs may set up for precipitous declines, 

we instead focus on its lower valuation on a price-to-earnings 

basis versus the early 2000s, as well as its roughly decade-

old steady uptrend on a price basis relative to the S&P 500, 

potentially poised for a breakout as well.

Exhibit 25: The Nasdaq 100 has room to run on a 
relative basis 
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When assessing your portfolio in light of our current guidance, consider the tactical positioning around asset allocation in reference to 
your own individual risk tolerance, time horizon, objectives and liquidity needs. Certain investments may not be appropriate, given your 
specific circumstances and investment plan. Certain security types, like hedged strategies and private equity investments, are subject to 
eligibility and suitability criteria. Your financial advisor can help you customize your portfolio in light of your specific circumstances. 

ASSET CLASS CIO VIEW COMMENTS
Negative Neutral Positive

Global Equities Maintaining our overweight to global equities versus fixed income based on expectations for higher growth and 
improving corporate profits. 

U.S. Large Cap
Positive based on improving nominal U.S. and global economic growth, driving corporate profits, and attractive 
relative valuations versus bonds, despite higher absolute valuations. Favor sectors that offer secular opportunity for 
earnings growth, such as technology and healthcare, as well as cyclical value, such as financials. We have a relatively 
balanced view on growth and value. 

U.S. Mid &  
Small Cap

Small Caps could benefit from improving prospects for tax reform or cuts, as well as firming economic conditions. 
However, we see large caps, particularly multinational companies, offering better earnings prospects and safeguards 
from market volatility. 

International 
Developed

Positive on Japan on stronger economic and profit growth, alongside coordinated fiscal and monetary policy. In 
Europe, better domestic demand, rising bank lending, global economic growth, rising profit margins and return on 
equity are beneficial factors for equities.  

Emerging  
Markets

Overweight on potential benefit from continued cyclical momentum in global economy, fueling corporate profit 
growth. Valuations overall are moderate, particularly relative to global equities. We favor emerging Asia, on stronger 
fundamentals, exposure to consumer-driven sectors, and faster growth rates. Structurally we see rising demand 
from emerging markets consumers. 

Global Fixed Income
Bonds provide portfolio diversification, income and stability, but low rates skew down-side risk. Neutral to slightly 
short duration is warranted, balancing expectations of higher short term rates over time and periods of flight to 
quality given political and geo-political headwinds. 

U.S. Treasuries
Current valuations stretched. Rate risk still tilted toward the upside. Some allocation for liquidity and relative safety 
is advised. The Federal Reserve will continue to raise short rates, and longer rates will be impacted by impending 
fiscal stimulus, global rates and balance sheet reductions.  

U.S. Municipals
Offers good relative value for high-tax investors. Muni interest tax-exemption likely to survive tax reform, although 
certain sectors may be eliminated prospectively, which could cause an uptick in volume before year end. Credit 
generally stable, notwithstanding certain headline risks.

U.S. Investment 
Grade

Despite near cycle-low spreads, we continue to have a favorable view on investment grade credit predicated on 
strong demand—particularly from institutional and foreign investors, a steadily improving macro backdrop, and our 
expectation for a gradual reduction in corporate leverage. Our overweight positioning remains biased towards U.S. 
Financials which continue to boast strong underlying fundamentals and attractive relative valuations. 

U.S. High Yield
Valuations are rich on a spread, yield and ratio basis. Prefer actively-managed solutions that are higher in credit 
quality. Fundamentals have improved modestly, but leverage remains elevated. Within high yield, an allocation to 
floating rate, secured bank loan strategies is advised.  

U.S. Collateralized
Mortgage-backed security (MBS) spreads expected to widen further, as the market anticipates the Fed balance 
sheet unwind. Carry continues to be the main theme in Commercial MBS and asset-backed securities (ABS) space as 
spreads remain on the tighter side of the range. We are cautious on retail and monitoring office and hotel segments. 
Select opportunities exist in properly structured CMBS and ABS.

Non-U.S. Corporates Yields continue to be low. Despite valuations, we see spreads grinding tighter for the next few months thanks to 
favorable tailwinds.

Non-U.S. Sovereigns
Compressed yields and risk premiums around the globe compared to the U.S., combined with potentially higher 
volatility in non-U.S. markets, present unfavorable risk/reward conditions for non-U.S. fixed income, justifying an 
underweight position.

Emerging 
Market Debt

Economic growth is likely to outpace that in developed nations. Favorable growth, fiscal, and current account 
prospects. Prefer dollar denominated debt.

Alternatives* Select alternatives help broaden the investment toolkit to diversify traditional stock and bond portfolios.

Hedged Strategies We believe the environment for active management, and hence hedge funds, will remain favorable heading into 
2018 and we continue to recommend a diversified approach when investing in this heterogeneous asset class.  

Private Equity
We view private equity strategies as potential portfolio return enhancers with unique access to specialized 
deals unavailable to most investors. When committing capital to private equity, we favor a disciplined multi-year 
commitment strategy that builds portfolio diversity among different managers, styles, geographies and, importantly, 
vintages. Currently, we see opportunities in special situations and private credit.

Real Estate
Finishing out a solid performance in 2017 and going into 2018, the U.S. real estate markets remain generally healthy 
with supply and demand largely in balance for most property sectors. We maintain our expectation that commerial 
real estate will continue to perform well into 2018 based on our view of U.S. economic growth, a healthy job market 
and increasing consumer spending. 

Commodities
Commodity prices are likely range-bound in the near-term, weighed down by global economic policy uncertainty but 
held up by stable global cyclical momentum. We think oil prices will finish the year in the $55 to $65 range and move 
slightly higher next year. 

U.S. Dollar On balance, we expect a steady or mildly depreciating dollar over the next year.

Cash We have a small cash position awaiting deployment when opportunities arise.

* Many products that pursue Alternative Investment strategies, specifically Private Equity and Hedge Funds, are available only to pre-qualified clients.

RETURN TO TABLE OF CONTENTS 
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Appendix

Index Definitions
The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based flagship benchmark that measures the investment grade, U.S. dollar-denominated, fixed-rate taxable bond 
market. The index includes Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (agency and non-agency).

The Bloomberg Barclays U.S. Municipal Index covers the U.S. dollar-denominated long-term tax exempt bond market. The index has four main sectors: state and local general 
obligation bonds, revenue bonds, insured bonds and prerefunded bonds.

The EURO STOXX 50 Index, Europe’s leading blue-chip index for the eurozone, provides a blue-chip representation of supersector leaders in the eurozone. The index covers 50 
stocks from 12 eurozone countries.

The Euro TWI is represented by the Goldman Sachs Euro Trade Weighted Index.

The MSCI Europe Index captures large and mid cap representation across 15 Developed Market (DM) countries in Europe. With 441 constituents, the index covers approximately 
85% of the free float-adjusted market capitalization across the European DM equity universe.

The MSCI Japan Index is designed to measure the performance of the large and mid cap segments of the Japanese market. With 318 constituents, the index covers approximately 
85% of the free float-adjusted market capitalization in Japan. 

The MSCI USA Index is designed to measure the performance of the large and mid cap segments of the U.S. market. With 636 constituents, the index covers approximately 85% of 
the free float-adjusted market capitalization in the U.S. 

The Nikkei 225 is comprised of 225 stocks selected from domestic common stocks in the first section of the Tokyo Stock Exchange, excluding ETFs, REITs, preferred equity 
contribution securities, tracking stocks (on subsidiary dividend), etc., other than common stocks.

The S&P 500 Index is widely regarded as the best single gauge of the U.S. equities market. This world-renowned index includes a representative sample of 500 leading companies 
in leading industries of the U.S. economy. Although the S&P 500 focuses on the large cap segment of the market, with approximately 75% coverage of U.S. equities, it is also an ideal 
proxy for the total market. An investor cannot invest directly in an index.

The Yen TWI is represented by the Goldman Sachs Yen Trade Weighted Index.



This material was prepared by the Global Wealth & Investment Management Chief Investment Office (GWIM CIO) and is not a publication of BofA Merrill Lynch Global Research. 
The views expressed are those of the GWIM CIO only and are subject to change. This information should not be construed as investment advice. It is presented for information 
purposes only and is not intended to be either a specific offer by any Merrill Lynch entity to sell or provide, or a specific invitation for a consumer to apply for, any particular 
retail financial product or service that may be available.

This information and any discussion should not be construed as a personalized and individual client recommendation, which should be based on each client’s investment 
objectives, risk tolerance, and financial situation and needs. This information and any discussion also is not intended as a specific offer by Merrill Lynch, its affiliates, or any 
related entity to sell or provide, or a specific invitation for a consumer to apply for, any particular retail financial product or service. Investments and opinions are subject to 
change due to market conditions and the opinions and guidance may not be profitable or realized. Any information presented in connection with BofA Merrill Lynch Global 
Research is general in nature and is not intended to provide personal investment advice. The information does not take into account the specific investment objectives, 
financial situation and particular needs of any specific person who may receive it. Investors should understand that statements regarding future prospects may not be realized.

Past performance is no guarantee of future results.

Asset allocation and diversification do not ensure a profit or protect against loss in declining markets. 

Alternative Investments such as derivatives, hedge funds, private equity funds, and funds of funds can result in higher return potential but also higher loss potential. Changes 
in economic conditions or other circumstances may adversely affect your investments. Before you invest in Alternative Investments, you should consider your overall financial 
situation, how much money you have to invest, your need for liquidity, and your tolerance for risk.

Investments have varying degrees of risk. Some of the risks involved with equities include the possibility that the value of the stocks may fluctuate in response to events specific to the companies 
or markets, as well as economic, political or social events in the U.S. or abroad. Bonds are subject to interest rate, inflation and credit risks. Investments in high-yield bonds may be subject to 
greater market fluctuations and risk of loss of income and principal than securities in higher rated categories. Income from investing in municipal bonds is generally exempt from federal and state 
taxes for residents of the issuing state. While the interest income is tax exempt, any capital gains distributed are taxable to the investor. Income for some investors may be subject to the federal 
alternative minimum tax (AMT). Investments in foreign securities involve special risks, including foreign currency risk and the possibility of substantial volatility due to adverse political, economic 
or other developments. These risks are magnified for investments made in emerging markets. Investments in a certain industry or sector may pose additional risk due to lack of diversification 
and sector concentration. Investments in real estate securities can be subject to fluctuations in the value of the underlying properties, the effect of economic conditions on real estate values, 
changes in interest rates, and risk related to renting properties, such as rental defaults. There are special risks associated with an investment in commodities, including market price fluctuations, 
regulatory changes, interest rate changes, credit risk, economic changes and the impact of adverse political or financial factors. 

No investment program is risk-free, and a systematic investing plan does not ensure a profit or protect against a loss in declining markets. Any investment plan should be subject to periodic 
review for changes in your individual circumstances, including changes in market conditions and your financial ability to continue purchases.

Reference to indices, or other measures of relative market performance over a specified period of time (each, an “index”) are provided for illustrative purposes only, do not represent 
a benchmark or proxy for the return or volatility of any particular product, portfolio, security holding, or Alternative Investment Investors cannot invest directly in indices. Indices are 
unmanaged. The figures for the index reflect the reinvestment of dividends but do not reflect the deduction of any fees or expenses which would reduce returns. Merrill Lynch does not 
guarantee the accuracy of the index returns and does not recommend any investment or other decision based on the results presented.

Bank of America Merrill Lynch is a brand name used by several Bank of America Corporation (BofA Corp.) businesses, including, but not limited to, Global Institutional Consulting, which offers 
products and services for the benefit of institutional and ultra high net worth clients. 

Global Institutional Consulting (GIC) is part of the Global Wealth and Retirement Solutions business of BofA Corp. Banking and fiduciary activities are performed by wholly owned banking 
affiliates of BofA Corp., including Bank of America, N.A. Both brokerage and investment advisory services are provided by Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S), a 
registered broker-dealer, Member Securities Investor Protection Corporation (SIPC), www.sipc.org, and registered investment adviser. Global Institutional Consultants mentioned herein are 
registered representatives with MLPF&S.

MLPF&S is a registered broker-dealer, Member SIPC and wholly owned subsidiary of BofA Corp.

© 2017 Bank of America Corporation. All rights reserved. AR5WP5B3

FOR GLOBAL INSTITUTIONAL CONSULTING USE ONLY


