
Despite strong global equity 
performance in 2017 and markets 

expecting cyclical reflation, it seems 
that many investors are still wedded 
to the idea of New Normal playbook: 
they have settled into expectations for 
‘more-of-the-same’ which has been 
low, non-inflationary-driven growth. 
This was despite signs of cyclical reflation 
emerging worldwide throughout the year 
as we have documented at The Capital 
Observer as early as mid-2016. Investors 
have also become wary of the elongated 
business cycle, and have become more 
conservative in their longer term outlook 
as the year progressed. Many media 
commentators wrote that this was the 
most hated equity market rally in history. 
Obviously, that wariness had great 
significance to the “quality” of market 
gains last year, especially during H2 2017 
(see first graph on this page).

Some of the consequences of the 
wary investor mind-set were 

counter-intuitive: in 2017, one would 
not have expected equity defensives to 
outperform equity cyclicals, large caps 
outperform small caps, a weaker U.S. 
dollar and a flattening U.S. yield curve 
in the face of cyclical reflation (see 2nd 
graph on this page). However, that is 
what we saw, and we have seen this 
before in previous business cycles. The 
market performance in 2017 was typical 
asset performance and state of investor 
sentiment just ahead of a last reflation 
stage - we expect this final stage which 
started late summer to unfold over the 
next 6 to 9 months. And at the last stage 
of the cycle, the pessimism seen last 
year will disappear (as is wont to during 
the last, blow-off stage of a business 
cycle). The wariness seen last year 
should disappear as many investors 
who stayed away will re-embrace the 
markets. 

The shift to the last stage of the cycle 
should usher in other changes:

• A consequence of this change is that 
beneficiaries of late cycle reflation 12
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stage (over the next 6-9 months 
since last autumn) would include 
«value» style of investing and 
hard assets such as commodities. 
Value stocks tend to be comprised 
of more cyclical and financial 
companies that are driven by 
revenue growth versus growth 
stocks which tend to rely more on 
their profitability characteristics 
(i.e. expense controls) to support 
rise in their valuations.

• Implicit sector rotation at this 
stage may also provide a support 
for the US Dollar (although the 
US unit would likely benefit from 
one-off effects of the new US 
corporate tax laws, rather than 
from structural macro reasons).

• According to estimates by the 
OECD, real (inflation-adjusted) 
GDP for the US economy is 
expected to grow 2.2% in 2017 
versus 1.5% in 2006, with further 
acceleration anticipated in 2018 
to 2.5%. 

• Both Europe and Japan which are 
now showing signs of economic 
recovery will continue to do so, 
with the EU expected to grow at a 
similar pace as the US, while Japan 
will still grow but below 2%. 

• Finally, emerging market 
economies such as Brazil and 
Russia are experiencing a return 
to positive growth, helped by a 
recovery of the energy sector; 
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while China and India’s slowdown 
appears to be stabilizing at about 
6.5%. 

• All in, global real GDP growth 
is expected to come in at 3.6% 
in 2017, versus 3.1% in 2016. 
The OECD expects global gross 
domestic product growth 
projected to strengthen to 3.7 
percent in 2018.

• On the negative side, New Normal 
pressures of aging demographics, 
high debt levels, and global excess 
capacity will likely weigh on long-
term nominal growth.

The background macro data 
discussed above will set the 

tone for markets during the next 6 
to 8 months. But it is what the main 
«structural» players will do in 2018 
which will set the pace for the high-
frequency moves of asset prices. This 
is what we expect of these “players” 
during the next 6 to 8 months:

The Trump administration -- 2018 
will likely see a cyclical boost from 

Trump administration initiatives taken 
in 2017. The recently enacted US tax 
reforms will likely encourage capital 
repatriation to the US and encourage 
the inflow of foreign capital. The tax 
reform legislation´s main purpose was 
to make U.S. business (and the cost of 
investing in the U.S.) more competitive 
with the rest of the world. The 
corporate tax rate for U .S companies 
recently went from the highest rate of 
the G7 countries to the lowest. That is 
a game changer. This has enormous 
scope to influence the course of US 
bond yields and the US Dollar during 
the year. We believe that the US Dollar 
would be significantly stronger later in 
the year, even as long-term bond yield 
fall due to the influx of domestic and 
foreign capital  (see first graph on this 
page).

In that respect, capital repatriation 
also matters to equity prices, which 

are of course tied to bond valuations. 
Government yields are typically used 
to measure the ‘risk free’ rate of 

return, a key component to estimating 
the discount rate used to value equities 
-- so it matters to stock markets where 
bond yields are going. If yields stay 
low, or go even lower, then equity 
valuations, even if they continue to 
rise over H1 2018 (as we expect) would 
not be that stretched. This claim is 
actually easy to show. The 12-months 
forward earnings yield on the S&P 500 
(the so-called “Fed Model”) is over 5%, 
which is more than twice the 10-year 
Treasury yield, a large gap by historical 
standards. This is what, in fact, has 
contributed significantly to the rise in 
equities in recent quarters (see 2nd 
graph above). The bond markets have 
been manipulated to offer no return, 
so investors are driven to stocks, 
and so far this preference has been 
rewarded, and will continue to do so 
for some time.

The Trump government regulatory 
rollback is also bound to encourage 
Capital Expenditures at the expense 
of equity share buybacks and dividend 
payouts. Also, corporations have 
bought back their own shares over 
the past few years because their 
cost of capital is much less than the 
borrowing rate. With the Fed bent on 
increasing borrowing costs and with 
looser regulatory environment, Capital 
Expenditures will finally get a boost. 
This will inevitably cause a rotation 
in investors´ equity sector, and asset 
class, preferences. Corporate capital 
expenditures, in fact, have been rising 
since Q3 2016 – higher borrowing costs 
and looser regulatory environment, 
will further add to the already existing 
business plans to spend significantly 
more in the near-term (see 1st graph 
on next page). Future Capital Spending 
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an overly aggressive Fed). The biggest 
wildcard therefore has the potential to 
morph into the biggest market risk this 
year. The tail-risk catalyst in 2018 may 
very well be shifting from the Trump 
administration to the Federal Reserve. 

The Fed is caught in a dilemma 
-- if the Federal Reserve acts too 

slowly, they run the risk of falling 
behind the inflation curve (if inflation 
rises significantly) and will be forced 
to play ‘catch up’ – this leads to a 
stagflationary scenario of higher 
inflation and weaker economic 
prospects. If the Fed tightens too 
much, the economy may slide into a 
recession. It all depends on whether 
these contingencies are adequate or 
will prove excessive. First, the Federal 
Reserve said they will raise the range 
of its policy rate of interest by 25 
basis points three times in 2018. And 
second, the Fed will continue to reduce 
the size of its securities portfolio during 
the year.

And then, there is the uncertainty 
caused by a substantial change 

in the policymakers that make up the 
voting members of the Fed´s Federal 
Open Market Committee (FOMC), the 
body within the Fed that determines 
what the monetary policy of the U.S. 
central bank will be. This year, most of 
the Board of Governors of the Federal 
Reserve, five of the seven to be exact, 
will be appointments of President 
Donald Trump. And, of course, Mr. 

Diffusion Index reported by the 
Federal Reserve Bank of Philadelphia 
leads private fixed domestic fixed 
investments by a good 6 months.

Here is one stark example: one 
significant item in the new tax bill 

will immediately boost the fortunes 
of the entire energy sector. The 
energy business is probably the most 
capital-intensive sector. Each year, 
companies across the sector invest 
billions of dollars into new projects 
(Chevron Corp. recently announced 
a 2018 budget for capital and 
exploration spending of $18.3 billion. 
ExxonMobil made $22 billion of 
capital expenditures this year). Under 
current tax law, these expenditures 
can’t be deducted in the year they are 
incurred. But the new law allows capital 
expenditures to be deducted in the 
year of their occurrence. This change 
will further lower the tax burden for 
the energy sector while encouraging 
more capital spending. This is one 
reason (along with the rise in oil prices) 
for the spectacular rise in E&P equities 
since October. The outperformance of 
the energy sector should extend into 
H1 2018.

There is a lag between the market´s 
expectation of the economic 

impact from government policy and 
its eventual impact, and 2018 should 
provide more concrete results arising 
from the initiatives undertaken by the 
Trump administration in 2017.

The Federal Reserve -- how will the 
U.S. Federal Reserve enact its rate hike 
schedule in anticipation of rising US 
growth expectations, and in the face 
of a global economy that is heating up 
so late in what has been an elongated 
economic cycle? The response of a 
new Federal Reserve Board (with new 
actors getting on board in early 2018) 
will be the biggest wildcard for asset 
valuations in H1 2018. This has become 
even more significant, given the three 
rate hikes penciled in by the Fed, noting 
meanwhile that the Fed had been prone 
to overshoot on tightening (the last 
three recessions were partly caused by 

Jerome Powell, a sixth Governor, 
has been nominated to become the 
Chairman of the Fed. The FOMC, under 
Janet Yellen, has raised the Fed´s policy 
rate of interest during her tenure as 
Chair, but has always acted so as to err 
on the side of monetary ease. That has 
supported the confidence of the stock 
market and has resulted in the almost 
continuous rise in stock market prices 
over the past nine years. 

We believe that the Trump 
appointees will be even more 

likely to err on the side of ease they 
the Yellen FOMC was. If anything, will 
be more reluctant to tighten policy – 
this raises the possibility (although not 
the likelihood) that the new Fed may 
not follow through with policy rate 
raises of three times this year or stay 
on the Fed´s intended schedule for 
reducing the size of the Fed´s securities 
portfolio. 

China -- it appears that China’s 
President Xi Jinping is following 

through on efforts to ‘improve the 
quality of growth’ rather than growth 
for its own sake.  Such efforts include 
a regulatory crackdown on excess 
financial leverage as well as improving 
environmental conditions. Simply 
put, Xi´s government is dismantling 
the country´s shadow banking -- the 
major source of short-term financing 
for China´s largest commercial banks. 
It seems that China is having some 
success in controlling off-balance 
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sheet lending. The most recent report 
on Total Social Financing show only 
modest growth in all the lending 
conduits, except for stocks on non-
financial enterprises, something that 
President Xi was eager to cultivate (see 
1st graph on this page). It is too soon 
to make a judgment on this important 
issue. How President Xi’s program 
impacts the health of the large 
Chinese banks will have significant 
repercussions to global asset prices in 
2018. 

It is still not clear whether or not Xi´s 
initiatives will trigger major capital 

flight risk like what the global market 
experienced from August 2015 through 
February 2016. We believe that it is not 
likely, as the PBoC has been matching 
the Fed´s tighter policy (after a short 
time lag), we believe that capital 
outflows out of China should stabilize, 
if not actually decrease.

Emerging Markets – EM highly 
leveraged equity, sovereign debt, 

or local currency risks will be a focus in 
H1 2018, especially with a tightening 
U.S. Federal Reserve serving as the 
backdrop. Nonetheless, the growth 
story for emerging markets should 
remain intact for H1 2018, but we may 
see some hiccups form as we go into 
mid-2018, especially if the US dollar 
will soar, as we expect it to. 

US macro conditions -- will be 
consistent with historical norms 

of the last stage of the cycle: 

US business sentiment should 
continue to trend higher as 

reflected in manufacturing and services 
surveys as well as capital spending 
tracked by regional Federal Reserve 
surveys. 

Inflation will likely rise in H1 2018. The 
Treasury market´s 10-year estimate 

of future inflation rose above the 
Federal Reserve´s 2% target in early 
January - the first time that level has 
been breached for this maturity since 
last March.  The implied inflation 
forecast based on the yield spread for 
the nominal 10-year Treasury less its 

inflation-indexed counterpart ticked 
up to 2.01% on Thursday (Jan. 4), the 
highest level in 10 months. The current 
five-year Treasury inflation forecast 
is slightly lower at 1.92%, although 
that´s a 10-month high too. Official 
inflation numbers, which are published 
with a lag, continue to reflect pricing 
pressures that are still modestly below 
the Fed´s target. The Treasury market, 
based on the spread of the nominal 
and TIPs yields, is however, betting that 
inflation will modestly rise over the 
medium-term (see 2nd graph above).

Our work indeed suggests there 
is scope for a surprise rise in CPI 

in H1 2018. Moreover, partly due to 
the expected cyclical boost from the 
corporate tax reform. Inflation in H1 
2018 could be bumping against the 

markets modest view of inflationary 
risks.

The sharp increases in energy prices 
should also prime an increase in 

Headline CPI (at least) in H1 2018. And 
then also, the Total Compensation of 
All Private Industry Workers has been 
rising steadily since Q1 2016. This 
compensation measure leads Ave. 
Hourly Earnings and Core CPI by a full 
3 quarters. The implication is that of 
higher hourly earnings and Core CPI up 
to Q2 this year(see 1st graph on next 
page).

US financial market conditions are 
still relatively loose despite the 

Fed following through on its rate hike 
tightening schedule. This year the Fed 
hiked its benchmark rate three times 
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to 1.25-1.50% range and is expected to 
hike rates three more times in 2018 to 
1.75-2.00% range. This has frustrated 
the Fed´  s effort so far to tighten 
financial conditions, which could 
lead to a dreaded over-reaction and 
tighten policy much more aggressively. 
Reason: the decline in the US Dollar 
exchange rate in 2017 has also kept 
financial conditions easier than 
warranted by the Fed´s tight monetary 
stance. Further USD weakness 
actually encourages the Fed to keep 
policy even relatively tighter. Financial 
conditions are crucial since they usually 
determine whether or not we get 
“garden variety” market corrections 
in the short-term; it is valuations and 
economic cycles which determine 
long term market performance. Easier 
financial conditions, in concert with a 
weaker US Dollar, have provided the 
backdrop for higher GDP growth in H1 
2018 (see  2nd graph on this page).

For now, easy financial conditions 
have, so far, have yet to produce 

a credit bubble that would pose a 
systemic risk to the financial system. 
Most of this year´s corporate debt 
issuance has simply been the 
refinancing of existing debt at more 
favorable borrowing rates rather 
than in the issuance of new debt. 
The latter tends to be driven more 
by speculation than the former. Non-
financial corporate credit is basically 
driven by the economy, with a 2 years 
lag, so we do not (yet) expect trouble 
from this front. There could be credit 
revival in 2018, according to this 
lagged relationship.  Credit issuance 
(adjusted for US GDP % changes) is 
nowhere near the levels seen in 2008, 
and in fact is mediocre relative to 
previous cycles. Those bearish on the 
asset markets have to look elsewhere 
for source of trouble during the last 
stage of the current cycle (see 1st 
graph on next page).  Moderate credit 
growth is also one reason why Core 
CPI was tame, but looks set for rises in 
H1 2018 nonetheless.

There is also evidence that the same 
global liquidity from G5 central 

banks which power equities also drive 
the performance of the High Yield 
credit sub-sector (the one that usually 
gets into trouble). High Yield has been 
beaten down lately by a strong surge 
in short rates, but we expect this 
relationship to be superseded by strong 
global liquidity effects going into H1 
2018 – High Yield should perform well 
starting sometime very soon (see  2nd 
graph on next page).

The End-Game scenario:

Only 18.7% of U.S. taxpayers 
directly own stocks, according 

to a recent Pew analysis of Census 
Bureau data. This percentage refer 
only to stock portfolios, and does not 

include the roughly half of Americans 
who participate in the stock market 
indirectly via employer-sponsored 
401Ks. If the last stage of this cycle 
in indeed upon us, that percentage 
of stock ownership will significantly 
increase, leading to an equity boom 
ahead of a peak at some point in 
the medium term. A melt-up in the 
markets is in the making, if we believe 
fund manager Jeremy Grantham, 
who is long known for his bearish 
views on equity markets. He says the 
market’s next move could take stocks 
higher, dramatically higher. Then, as 
dramatically, lower.

Grantham, the chief investment 
strategist for GMO in Boston, 

wrote in a letter to investors on 
January 3: “As a historian of the 
great equity bubbles, I also recognize 
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that we are currently showing signs 
of entering the blow-off or melt-up 
phase of this very long bull market.” 
Grantham cited the recent acceleration 
of U.S. equity prices, a concentration of 
leadership in stocks and growing media 
coverage of events such as bitcoin’s 
surge and Amazon.com Inc.’s success 
as signs that the final phase of a bubble 
could be coming in the next six months 
to two years.

Grantham’s thesis parallel ours -- at 
some point, the late cycle stage 

blow-off turns into the initial stage of 
a downward cycle. One could point to 
Fed rate hikes as the likely proximate 
cause for that disaster-in-waiting, as it 
had been for the last three downturns. 
However, there could be other major 
factors coming into play such as excess 
credit bubbles (as in 2008, but unlikely 
in this cycle) which could exacerbate a 
slowdown. A lot will depend on how 
GDP growth (and inflation) is tracking 
as the Fed raises rates throughout 
2018. Will we see the Fed raise rates 
well above the theoretical neutral real 
rate necessary to maintain economic 
growth without causing inflation? 
If so, then we would transition, not 
long after, into the initial stage of a 
downward cycle. At that time, a more 
defensive positioning in equities, 
currencies, credit and commodities is 
warranted, and fixed income becomes 
the sole safe haven with gold and 
maybe agriculture sector. 
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