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2017 was a good year for the global economy and an 

outstanding one for equity markets 

The global economy enjoyed its strongest rate of 

growth since 2011 with the most noteworthy aspect 

being that growth was broad-based and expectations 

were upgraded during the year. Geopolitical tensions, 

at times quite threatening, failed to dampen high levels 

of business and consumer confidence and had only a 

short-lived impact on capital markets. Concerns about 

European political events did not materialize as populist 

parties failed to create an upset in several general 

elections. Also, Emmanuel Macron’s spectacular rise to 

power in France was considered to be a major boost for 

the future stability of the European Union.  

Equity markets had an unusually smooth ride 

throughout 2017 with strong and widespread corporate 

profitability and ample liquidity underpinning higher 

equity prices; volatility was consistently close to record 

lows and no major shocks were observed. Bond markets 

could be described as having been a little choppier but 

remained within relatively tight ranges. Surprisingly, the 

euro turned out to be the strongest major currency, on 

the back of a much more stable political landscape than 

expected in Europe. 

Equity markets were the drivers of portfolio 

performance  

The main reason for our good performance was our 

decision to hold an overweight equity allocation 

throughout 2017. Even though fixed income exposures 

also contributed positively to last year’s returns, 

equities significantly outperformed, with above-average 

performances recorded across all regional areas. In 

contrast to 2016, alternative investments performed in a 

more satisfactory manner. Finally, an underweight dollar 

exposure for non-USD portfolios limited the negative 

impact of its depreciation. 

The foundations of the global economy are solid 

The global economy is in a good shape due to solid and 

sustainable growth being quite evenly spread across all 

the main economic areas. The positive global activity 

momentum and low inflation should extend well into 

2018 and, at this stage, the probability of a recession 

appears very low. Political risks have subsided, in Europe 

in particular, while the world is getting used to Donald 

Trump’s very unorthodox way of leading the United 

States. Liquidity conditions are still very accommodative, 

even if 2018 will be a key year of transition, from the 

quantitative easing era to more mainstream post-QE 

monetary policies. 

Equities remain our preferred asset class

For the beginning of 2018, we maintain our favorable 

outlook on equities and remain underweight towards 

fixed-income. Overall equity valuations do not appear 

excessive as earnings growth should continue, even 

if at a slower pace. We do not have a strong regional 

preference for our equity allocation. The fixed-income 

exposure is tilted more towards unconstrained strategies 

and convertible bonds. We do not plan on taking a 

high degree of currency risk and expect our hedge 

funds allocation to remain towards the high end of the 

strategic asset allocation range.     

EXECUTIVE SUMMARY



INVESTMENT PERSPECTIVES 2018

2

2017: REVIEW OF OUR INVESTMENT THEMES

We had a clear preference for equities over fixed-

income  

At the onset of 2017, we had a clear preference for 

equities over fixed-income. A positive economic outlook 

and expectations of a global earnings recovery were 

the key drivers for much stronger than expected equity 

performance. The initial overweight equity allocation was 

quickly boosted as we added to our emerging markets’ 

exposure and also invested into European banks. In 

November, we trimmed some equity positions in order 

to lock in profits and to protect portfolio performance. 

Throughout 2017, we maintained an underweight 

allocation towards fixed-income, in particular 

investment-grade bonds, due to unattractive valuations; 

our bias for credit risk over duration risk, composed of 

high-yield bonds, bank loans and convertible bonds, was 

also a positive contributor to portfolio performance. 

Our confidence in Japanese and EM equities was 

rewarded  

Within the equity asset class, we had expressed a high 

level of confidence towards the equities of emerging 

markets and Japan and the returns of these assets 

did not disappoint. Our assessment was that the 

combination of attractive valuations, strong earnings 

growth and underweight investor positioning would help 

these markets to perform well and this turned out to be 

the case effectively. We also carried out some tactical 

trades in 2017 which included investments into European 

banks and U.S. Small Cap ETFs. 

The U.S. dollar failed to live up to our expectations 

Even if we held a very underweight position in the U.S. 

dollar entering into 2017, we had outlined our positive 

outlook on the U.S. currency due to anticipations of 

rising real interest rates, diverging monetary policies and 

U.S. tax reform. Our underweight position was somewhat 

reduced following some early-year depreciation but, 

in fact, the dollar failed to ever pick up any strong 

momentum, depreciating further until it stabilised 

during the last quarter. Our average underweight dollar 

exposure for non-USD portfolios contributed to limit the 

damage from being overexposed.         

2017 provided a better environment for hedge funds

Our exposure to hedge funds was under close scrutiny 

following a disappointing 2016. We chose to maintain 

an exposure to different liquid strategies on our 

expectations that market conditions would offer a 

better framework throughout 2017 and on the need 

for portfolio diversification. The overall contribution of 

hedge funds was positive with some CTA and Global 

Macro managers producing outstanding returns within 

their peer groups.       
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The best year for global economic growth since 2011 

The global economy lived up to optimistic expectations 

for 2017, as a result of all the major economies 

accelerating simultaneously. This synchronised and fairly 

strong cyclical upswing translated into the best year 

for global economic growth since 2011, with long-time 

laggards Japan and the euro area catching up. European 

growth was a strong surprise and the latest data showed 

that it had accelerated to 2.6% during the third quarter 

of 2017; furthermore this growth was much more evenly 

spread across the 19-nation region than in the past. 

Emerging and developing economies, led by China, 

India and also helped by Brazil and Russia exiting from 

deep recessions, continued to contribute to most of 

total global GDP growth. The improvement of economic 

activity was also reflected by a pick-up of world trade 

growth. The World Trade Organization (WTO) estimates 

that world merchandise trade volume rose by 3.6% 

in 2017, a significant improvement on the lacklustre 

1.3% increase in 2016. The stronger trade growth was 

attributed to a resurgence of Asian trade flows as intra-

regional shipments picked up and as import demand 

from North America recovered.                

2017: ECONOMIC AND POLITICAL DEVELOPMENTS 

Well-flagged political risks did not materialize  

Some experts had predicted that 2017 would be a make-

or-break year for Europe due to a high level of election 

uncertainty and to the rise of populism. It turned out 

that these concerns gradually receded as the threats 

represented by populist parties were brushed aside 

after the victories of pro-European parties in both the 

Netherlands and France. Emmanuel Macron’s rapid rise 

to power was seen as a watershed event for the future 

of Europe and the political landscape appears much 

more stable than before. As to be expected, negotiations 

on a deal between the European Union and the U.K. have 

been difficult, but Brexit has not impacted economic 

activity in Europe. In the U.S., Trump’s presidency has 

been quite controversial, as a result of unorthodox 

communication and, at times, confrontational posturing. 

However, this has not prevented U.S. economic growth 

from accelerating and readings of business and 

consumer confidence remaining at or near record highs.     

The total assets of central banks will peak in 2018 

The total size of the three major central banks’ balance 

sheets (Fed, ECB & BOJ) continued to grow in 2017; total 

assets amounted to $14.2 trillion dollars at the end of 

November and will continue to grow next year, albeit at a 

reduced pace. After the value of all three balance sheets 

converged to $4.5 trillion in April, they are now heading for 

a divergence. The Federal Reserve has begun to reduce its 

balance sheet, the Bank of Japan will carry on with QE at 

the same rate while the ECB will cut in half the size of its 

monthly asset purchases. 

Source: Bloomberg LP
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The ECB further tapers its QE program…   

On October 26th, the head of the ECB, Mario Draghi, 

outlined the path of the ECB’s monetary policy for 2018. 

The central bank will cut the size of its bond-buying 

program from 60 billion to 30 billion euros per month, 

starting January, until September 2018. Draghi did not detail 

the composition of the reduced purchases but markets 

expect him to cut the purchases of sovereign bonds by 

more than those of corporate debt. He also left the door 

open for an extension of QE if necessary and committed to 

keeping rates low well beyond the end of QE; this means 

that rates will most likely not be hiked before 2019. 

…while the Federal Reserve begins quantitative 

tightening 

At its June policy meeting, the Federal Reserve announced 

that it would begin shrinking its $4.5 trillion balance sheet 

from October 2017 onwards, on the assumption that the 

U.S. economy was strong enough to withstand a lesser 

degree of support. In October, the Fed started reducing 

its holdings of government bonds and mortgage-related 

securities by $6 billion and $4 billion respectively; it will 

increase those amounts gradually until they reach $30 

billion for Treasuries and $20 billion for MBS by October 

2018. If everything goes to plan, the majority of the 

tightening will have been achieved by 2020 

and the Fed’s balance sheet will have shrunk by $1.3 

trillion to $3.2 trillion, still well above its pre-crisis size of 

$900 billion! The main question is whether this unwinding 

process will have as little market impact as the Fed hopes. 

While it would appear that many analysts do not expect 

long-term Treasury yields to rise quickly, some have 

pointed out to the need for price-sensitive buyers to step 

in for non-price-sensitive ones such as central banks and 

sovereign wealth funds. If not, there is a risk that yields 

could rise in a meaningful way. 

Low inflation and long-term interest rates    

Early-year expectations of higher inflation levels and rising 

bond yields proved to be unfounded. Even if long-term yields 

did marginally increase in Europe, U.S. ones remained flat, 

with 10-year Treasuries ending 2017 at just over 2.4%. Inflation 

developments also disappointed, and the chart above shows 

that measures of headline inflation are lower than at the 

beginning of the year in the U.S., the Eurozone and China. 

The positive trends observed in 2016 in the U.S. and the 

Eurozone were not confirmed. Even if deflation risks have 

been dismissed, the failure of core inflation levels to reach 

the targets of the main central banks have left policy makers 

somewhat puzzled. Year-on-year U.S. core consumer prices 

only increased by 1.7% in November, compared to 2.3% in 

January, while euro area core inflation has remained flat over 

the same period, at 0.9%. 

Source: Bloomberg LP
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CONCLUSIONS 

The main conclusions that we can draw from economic 

and political developments in 2017 are that the 

world economy is enjoying a remarkable period of 

synchronised growth, but that the lack of inflation 

remains a mystery for the Federal Reserve and the 

European Central Bank. It would also appear that 

financial markets are less concerned by political risks 

than a year ago. 

A supportive macro environment and declining political 

risks 

At this stage of the global economic cycle, the outlook 

looks bright. All regions are benefiting from positive 

growth trends and the latest data is indicative of an 

extension of strong economic activity. The political 

landscape in Europe has improved even though 

populism remains a threat and several countries are 

facing pressures from pro-independence movements.

The challenge for central banks to successfully 

transition their monetary policies 

2018 will mark the real beginning of the transition 

towards a normalisation of monetary policies. The 

Federal Reserve will effectively start to unwind some of 

its holdings and hope that its extensive communication 

will ensure that its actions will unfold smoothly. The 

European Central Bank remains in expansionary mode, 

but will likely need to prepare for an end of its QE 

program, especially when considering the rude health of 

its economy and the lower political risks.

Low inflation remains a major issue for policy makers 

The lack of inflation is one remaining area of concern for 

the Fed and the ECB. In a context of strong economic 

growth and tighter labour markets, their models seem 

unable to explain the current low levels of inflation 

and of inflation expectations. There is however a non-

negligible risk that inflation could suddenly accelerate, in 

the U.S. in particular, and this could affect the projected 

path of the Fed’s monetary policy significantly.   

China guides its economy towards higher-quality 

growth   

The weight of China’s economy means that any shift of 

its main policies need to closely observed. Following 

the 19th National Congress of the Communist Party, Xi 

Jinping has strengthened his grip on power and written 

a new guiding ideology into the party’s constitution. The 

macro policy shift towards a reduction of the levels of 

debt and the targeting of higher-quality growth should 

logically slow the pace of growth, at the risk of raising 

market volatility.

A shift of China’s priority policies 

China turned out to be much less of a concern for 

investors compared to the previous year. While a hard 

landing in China still appears to be unlikely in the near 

term, the imbalances of its economy are large, with 

elevated levels of debt and of the fiscal deficit. The 

growth of debt slowed down somewhat in 2017 but 

it has now surpassed 250% of GDP, according to the 

Bank for International Settlements. The fiscal deficit has 

also continued to widen; it has reached 12.6% of GDP, 

according to the International Monetary Fund, 

which takes account not only of recognized provincial 

borrowing but also the borrowing by provincial and local 

state enterprises. At its 2017 National Party Congress, 

China’s policymakers signalled that they would shift 

away from pursuing expansion at all costs, focusing 

instead on higher-quality growth and the reduction of 

financial risk. While this rebalancing would be good for 

the long term, potential weaker data out of China could 

be a source of market volatility in the near term.   
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EQUITIES 

Global equity markets recorded positive performances, 

essentially driven by strong earnings growth. In contrast 

to previous years, analysts did not downgrade their 

early-year earnings’ forecasts whereas economists 

upgraded their growth outlooks for most economic 

zones. Strong economic and corporate growth, low 

inflation and accommodative central banks provided 

the perfect framework for equities, especially as political 

risks gradually receded. Emerging market equities 

outperformed those of developed markets, while U.S. 

and Japanese equities outperformed European and U.K. 

ones, with the appreciation of these regions’ currencies 

acting as a headwind. In terms of investment style, the 

stocks of growth companies outperformed value ones 

while technology, and semi-conductors in particular, was 

the outstanding sector.

2017 performance 

2017 will be remembered with particular fondness by 

investors as it turned out to be the smoothest year for 

capital markets since the financial crisis. Volatility was 

low across all asset classes and the well-flagged risks, 

essentially represented by key elections in Europe, 

failed to materialize. Global equity performance was 

impressive with emerging markets being the regional 

outperformer and technology the outstanding sector. 

Early-year consensual trades, such as holding long 

dollar and energy positions and being short of U.S. 

Treasuries, did not work. Last year will also have seen 

the hedge fund industry breathe a sigh of relief as global 

performance picked up and as net flows turned positive 

following an extended period of outflows.                       

2017: THE FINANCIAL MARKETS

     End 2016 End 2017 2017 performance

EQUITIES

S&P 500   2238.8 2673.6 +19.4%

Euro Stoxx 50   3290.5 3504.0 + 6.5%

MSCI EM   862.3 1158.5 + 34.4%

YIELDS      

UST 10-year   2.45% 2.41% - 4bps 

Bund 10-year   0.20% 0.42% + 22bps

BBB EU   1.30% 1.44% + 14bps

CURRENCIES      

EUR/USD   1.052 1.201 + 14.2%

USD/CHF   1.019 0.974 - 4.4%

GBP/USD   1.234 1.351 + 9.5%

USD/JPY   117.0 112.7 - 3.7%

EUR/CHF   1.072 1.170 + 9.1%

COMMODITIES      

CRB Index   192.5 193.9 + 0.7%

Oil, WTI   $ 53.7 $ 60.4 + 12.5%

Gold   $ 1152 $ 1303 + 13.1%



INVESTMENT PERSPECTIVES 2018

7

MSCI World Local  

As shown in the chart above, global equity markets 

have just experienced a very calm year. Equities rose 

consistently with volatility remaining close to record lows. 

Dips in equity prices were very shallow and the MSCI 

World Index, in local currencies, had only two months of 

negative returns, and extremely modest at that. Markets 

went into risk-off mode only briefly due to repeated 

standoffs between the United States and North Korea as 

well as to domestic U.S. political issues. In contrast to the 

behaviour of markets the previous year, general elections 

taking place across Europe during 2017 were not preceded 

by any selloff, reflecting the high level of investors’ 

confidence. U.S. equity markets set an unprecedented 

record number of new highs driven by corporate 

profitability and, to a lesser extent, by the anticipation of 

the positive impact of tax reform on earnings.         

Source: Bloomberg LP
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The chart above shows that European equity markets 

underperformed again, in local currency terms. Despite 

market-friendly European election results, equities of the 

region lagged, in part due to the stronger euro, and also 

due to the scarcity of the world’s leading growth

companies in Europe compared to the U.S. and Asia. 

The recovery of emerging market equities accelerated 

throughout 2017, helped by strong earnings, a weaker 

U.S. dollar and low bond yields.   

Source: Bloomberg LP
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COMMODITIES 

CRB Index & WTI oil   

The performance of global commodity indices was 

slightly positive in 2017, with a significant dispersion 

of returns observed across the different underlying 

commodities. In an environment of a depreciating dollar, 

traditionally a boost for commodity prices, and strong 

global economic demand, one might have expected a 

more solid trend of “real” assets. 

Following a weak start to the year, oil prices picked up 

as the strategy introduced by OPEC and non-OPEC oil 

producers at the end of 2016 is finally bearing fruit. The 

global supply and demand balance has significantly 

improved, reflected by declining inventories. After oil 

prices initially fell by 21% to a 2017 trough of $42.50 per 

WTI barrel, they ended at $60.4, a yearly gain of 12.5%. 

DEBT INSTRUMENTS 

During 2017, G-7 sovereign debt markets continued to 

behave in quite an unexpected way considering the 

positive economic environment. Long-term yields did not 

vary that much, with the central banks’ transition towards 

a “normalisation” of their unprecedented monetary 

policies continuing to be very gradual and slow. This 

long-term yield paradox is best illustrated by the much-

discussed flattening of the U.S. yield curve in spite of the 

hiking path of the Federal Reserve. This is most likely the 

result of low inflation expectations and also the impact 

of still extremely loose policies by the European Central 

Bank and the Bank of Japan.    

Source: Bloomberg LP
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Gold

In a similar way to the previous year, gold was one of 

the very best performing assets in 2017 until its price 

peaked in September. Synchronized global growth and 

prospects for higher U.S. interest rates started 

to hurt the appeal of non-interest bearing gold, while 

geopolitical tensions failed to support the safe haven 

asset. Gold ended the year on a good note however, 

largely the result of renewed dollar weakness.       

Source: Bloomberg LP

$1.150

$1.200

$1.175

$1.225

$1.250

$1.275

$1.300

$1.325

$1.350

$1.375

Dec-16 Jun-17Mar-17 Sep-17 Dec-17

Gold ounce



INVESTMENT PERSPECTIVES 2018

9

The yield spread between 10-year U.S. and German 

sovereign debt narrowed significantly during the 

first half of the year from 2.3% to 1.7% on account of 

higher Bund yields and declining Treasury ones. The 

spread has since consistently widened as the dovish 

tone of the ECB has pushed Bund yields lower while 

long-term Treasury yields seem finally to be reflecting 

the normalisation of the Fed’s monetary policy and 

sustainable growth prospects.

10-year U.S. and German government bond yields and spread 

Source: Bloomberg LP
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Emerging Market Debt and U.S. High Yield spreads

The past year has seen the extension of the rally 

in emerging market debt and credit. The spread of 

emerging market debt yields over U.S. Treasury yields 

(JPMorgan EMBI Global Spread Index) consistently 

tightened in 2017 to end 54bps lower at 3.1 %. High-

yield bond markets also performed well with only very 

brief periods of spread widening. The main drivers for 

this trend were the relatively uneventful sovereign debt 

markets and investors’ perennial search for yield.          

Source: Bloomberg LP
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Debt instruments’ market performance in 2017 (USD)

 World Government Bond Index  + 7.5% 

 US Credit AAA  + 4.3% 

 US Credit BBB/BB  + 8.8% 

 Global Emerging Market Sovereign  + 9.8% 

 US High Yield  + 7.1% 
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The most significant foreign-exchange move observed 

in 2017 was the appreciation of the euro. Markets were 

not positioned for a scenario where political risks 

were brushed aside and where economic activity was 

consistently upgraded on the back of strong macro 

data. The “return to normal” in the Eurozone was best 

reflected by the strength of the common currency which 

appreciated by some 14% against the U.S. dollar to end 

2017 at a parity of 1.20.     

CURRENCIES 

Contrary to overwhelming market expectations, the dollar 

lost ground against all the other major currencies. In the 

wake of Trump-related euphoria, the dollar was seen as 

benefiting from domestic policy reforms, stronger U.S. 

growth and the divergence of monetary policies. This was 

reflected by extremely bullish early-year market positioning 

which was unwound gradually, largely in favour of the euro. 

From a regional point of view, Eastern European currencies 

outperformed the most while the Turkish Lira was very 

weak. The British pound recovered some of its 2016 losses 

against the dollar and the Bank of England had to hike its 

base rate in November to counter high inflation. Finally, the 

Swiss National Bank will have been relieved to observe the 

slide of the franc against the euro; the EUR/CHF parity was 

up by over 9% as it edged closer to 1.20, the long-standing 

cap defended by the central bank until mid-January 2015.      

HEDGE FUNDS 

2017 was a much better year for hedge funds as they 

posted their strongest returns since 2013, even if fund 

closures continued to outpace launch activity for the 

second consecutive year. Equity Long/Short, Multi-

Strategy and Emerging Markets figured amongst the top 

performing strategies while Equity Short Bias performed 

the worst, unsurprisingly. The HFRX Global Hedge Fund 

Index posted a positive performance of 6% in 2017, with 

positive contributions from most underlying strategies.   

The improvement of the hedge fund industry throughout 

2017 was reflected by positive net flows. According to 

Preqin, hedge funds had benefited from $44 billion of 

inflows by the end of September. The renewed interest 

from investors, combined with improved performance, 

has seen total industry assets increase by almost 7% in 

2017 to reach a record USD3.4 trillion.        

     

Source: Bloomberg LP
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HFRX Global Hedge Fund Index

Source: Bloomberg LP
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 HFRX Global Hedge Fund Index  + 6.0% 

 HFRX RV FI Convertible Arbitrage Index  + 6.8% 

 HFRX Multi-Emerging Markets Index  + 5.1%* 

 HFRX RV FI Corporate Index  + 5.8%* 

 HFRX Equity Hedge Index  + 7.9%*

 HFRX Macro Multi-Strategy Index  + 3.7%* 

 HFRX Event Driven Index  + 5.0%* 

 HFRX Equity Hedge Short Bias Index  - 10.2%* 

 HFRX Macro Systematic Diversified CTA Index  + 4.9%* 

 

Hedge Fund strategies’ performances in 2017 (*end November)
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Leading indicators: Purchasing Manager Indexes   

The Purchasing Managers Indexes of the U.S. and the 

Eurozone have been in robust expansionary mode 

throughout 2017. In contrast, China’s Manufacturing Index 

has remained flattish and reflective of a stabilisation of 

economic growth. Following a moderate first half of 

the year, activity in the U.S. has been picking up. The 

manufacturing index is close to a 13-year high and at a 

level that, historically, has been consistent with 4% GDP 

growth. The Eurozone’s Composite PMI ended the year 

at 58.1, its highest level since February 2011, meaning that 

GDP growth should have accelerated during the fourth 

quarter. This momentum is expected to fade somewhat in 

2018, but the overall level of activity should remain above 

its long term potential.    

Source: Bloomberg LP
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2018: ECONOMIC OUTLOOK

Global growth could well peak in 2018   

Expectations are for global economic activity to continue 

expanding in the year ahead, but 2018 could also be 

the year when global growth levels reach a peak. The 

main characteristics of the world economy at present 

is that the recovery is broad-based and has been 

driven by a pickup in trade, investment and consumer 

confidence. Based on current data and projections, the 

risks of a recession in the year ahead appear extremely 

low, but the economy is getting closer to capacity and 

the ongoing upswing might lose some momentum. 

Although economic slack has been diminishing and the 

labour markets tightening, there have been few signs of 

underlying price inflation in the U.S. and in the Euro area. 

This is the only remaining factor preventing the Fed and 

the ECB from turning more hawkish. 

After many years of persistent downgrades to consensus 

GDP forecasts, 2017 has seen the first upgrades since the 

financial crash, with those for the advanced economies 

being particularly strong. For 2018, both the OECD and 

the IMF see global growth rising to 3.7% compared to 

3.6% in 2017. Thereafter, the OECD expects global growth 

to dip back to 3.6% in 2019. From a regional perspective, 

growth in the EU and the U.S. should continue to remain 

solid, while China’s economy might slow a little as 

monetary and fiscal policy becomes less supportive.    
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Fiscal policies    

Global monetary policy is set to remain expansionary in 

2018. The transition towards less accommodative policy 

will start to matter more however, especially if the ECB 

were to announce the end of its QE program. In contrast, 

fiscal policy will become more expansionary in several key 

advanced markets’ economies. Nevertheless, many of the 

countries introducing a more expansionary fiscal policy, 

including the U.S., Japan and Germany, are already at 

or close to full employment. This is likely to result in 

fiscal stimulus having only a limited effect on aggregate 

demand, even if the impact on budget balances will be 

more significant.  

The recent overhaul of the U.S. tax code will result in 

permanent tax cuts for corporations, as well as cuts 

for individuals and families that will gradually expire. 

This tax reform will have a positive impact on economic 

activity but its magnitude has been much debated, 

with the Fed predicting only a modest impact on 

growth. In Japan, Prime Minister Abe’s government has 

announced that its budget spending will total $860 

billion in 2018, the biggest amount ever, as it aims to 

keep the economy on a sustained recovery. Finally, the 

fiscal stance in the euro area is also expected to be 

slightly expansionary amid a combination of tax cuts 

and higher spending.          

The risk of an overheating U.S. economy     

The U.S. economy appears to be in rude health with 

quarter-on-quarter GDP growth accelerating to 3.3% in 

the third quarter. Since 1970, unemployment has rarely 

been below the current level of 4.1%; at this stage of the 

economic cycle, one would expect the improvements 

in the labour market to start flattening out, but this 

has not been the case. Also, business investment is 

no longer tepid and confidence levels of households 

and businesses are at or close to record highs. Despite 

the Fed having tightened its reference rate five times 

since December 2015, financial conditions have actually 

eased in the U.S. as a result of a weaker dollar, low 

long-term bond yields and a wealth windfall resulting 

from the stock market boom and higher house prices. 

All these elements pose a conundrum for the Federal 

Reserve, especially as the recently passed tax cuts 

should further stimulate the economy. The prospect of 

Trump’s ambitious $1 trillion infrastructure plan would 

also certainly add to the risk of overheating. A crucial 

element is missing, however, from the overheating 

scenario: inflation. Excluding food and energy, prices 

in November were only 1.7% higher than a year earlier, 

while wages are only rising by about 2.5% overall, no 

faster than two years ago. Any acceleration of these 

trends could push the Fed towards faster rate rises and, 

as the U.S. economy approaches its full capacity, the 

margin for error is certainly very limited. 
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Conclusions    

There is little doubt that the global economy is in a 

very healthy condition. However, from the current 

standpoint, risks are more likely to be skewed to 

the downside; the current pace of global growth 

might reach its limits in the coming year, the risk of 

overheating in the U.S. could lead to more abrupt 

tightening by the Federal Reserve, while the ECB’s 

monetary policy will offer less support. Also, China’s 

activity levels could be moderated by less growth-

friendly policies.          

The trend of economic momentum is set to continue   

The synchronized growth observed across the global 

economy is widely expected to be extended into 

2018. All key economic areas are seeing strong levels 

of growth and the latest PMIs have highlighted the 

resilience of the global upswing, with Europe and the 

United States growing at levels above their long-term 

potential. Furthermore, the probability of a recession 

is very low. However, the pace of the global expansion 

could ultimately moderate as some key economies 

edge closer to their full capacity and as monetary and 

fiscal factors supporting growth gradually become less 

powerful.  

High levels of debt remain a threat   

One of the main risks in the year ahead is the 

realization that global liquidity will effectively start to 

shrink as the main central banks gradually exit from 

their extremely accommodative monetary policies. 

The levels of government debt have significantly 

increased since the great financial crisis, especially 

in the advanced economies, where the debt-to-GDP 

ratio has rose to 115% from 86% in 2007. Even in the 

current low interest environment, a number of euro 

area countries still face interest rates on government 

debt that exceed their rates of growth. That is one of 

the reasons why the ECB is very aware of its need to 

tread very cautiously. Any significant rise of bond yields 

would increase the cost of servicing debt and bring 

back concerns about debt sustainability.        

Political risks have declined but not disappeared    

With economic risks being low, the main threats to the 

global economy appear to be a mistake of monetary 

policy, negative geopolitical developments and, to a 

lesser extent, political risks. The decline of U.S. influence 

in the world, ongoing North Korea and Middle East 

tensions as well as a deterioration in U.S. trade policy 

are some of the most concerning issues. In Europe, 

political risks have receded but Italian general elections 

taking place in March represent the next test for the 

European Union. Also Europe needs Germany to have 

a stable government, so Angela Merkel’s coalition 

negotiations with the Social Democrats will be closely 

observed.       
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Supportive conditions for risk assets are peaking    

The conditions for an extension of the equity rally appear 

to be in place due to a positive economic outlook and 

decent earnings growth. Solid global economic growth 

is however not a sufficient condition for equities to keep 

on rising as the level of their prices and the profitability of 

companies also matter. We remain positive on the equity 

asset class but would argue that it will have to face more 

headwinds. The relation between growth and inflation 

could begin to deteriorate while 2018 will mark the peak 

assets of the central banks’ balance sheets.   

            

The real challenge begins for the Federal Reserve  

The transition towards a normalisation of monetary 

policies began in 2016 and it will continue to be slow and 

gradual. The main challenge for all the main central banks 

is to wean financial markets off unprecedented liquidity 

without triggering a too rapid rise of bond yields, at the 

risk of hurting the valuations of all assets. Government 

and corporate debt are at a record level and the Federal 

Reserve has started to cut the amount of bonds it holds. 

The withdrawal of the Fed, a key non-price-sensitive 

buyer, means that the impact of its actions will need to be 

closely monitored. The main question is how and which 

price-sensitive buyers will take over. 

2018: FINANCIAL MARKETS’ OUTLOOK

DEBT INSTRUMENTS’ OUTLOOK 

Valuations of G7 government bonds are unattractive 

The yields of G-7 bonds have not evolved in the way that 

we would have expected. They have remained extremely 

low, considering the economic environment. We do 

not expect this situation to last and, taking account 

of muted inflation expectations and the upcoming 

tightening of global monetary policy, we believe that 

yields will gradually rise. Valuations are not attractive 

across the whole asset class hence our decision to sell 

high yield exposures.

Markets might be too relaxed about quantitative 

tightening   

In contrast to the previous years, the Federal Reserve 

managed to match its 2017 hike projections by raising 

the Fed fund rate three times, to a range of 1.25% - 1.50%. 

The Fed expects to hike three times again in 2018 and 

the expectations of the markets are not too divergent. A 

pick-up of inflation could derail this scenario, especially 

as the FOMC appears to be a little more hawkish 

following the nominations of several new members. The 

markets will also closely monitor the communication of 

the ECB as it nears the end of QE and prepares for likely 

2019 rate hikes. 

Tight spreads leave credit markets vulnerable   

Credit markets performed strongly again in 2017 on the 

back of relatively smooth sovereign debt markets. The 

asset class has also been supported by an environment 

of solid growth without inflation and ample liquidity. This 

might be about to change and, even if fundamentals still 

appear as solid, very tight credit spreads do not offer 

much protection against rising interest rates and a lower 

degree of support from central banks’ asset purchases. 
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EQUITY OUTLOOK 

A more moderate outlook on equities 

Global equity markets have just had an outstanding year 

but we cannot realistically expect their performance 

to be matched in 2018. On the positive side, economic 

trends are supportive, valuations relative to other asset 

classes are not excessive and the risks of a recession 

over the next twelve months are low. On the other hand, 

global earnings growth is likely to decelerate, there 

is little scope for a P/E re-rating and the withdrawal 

of liquidity is a risk with rising bond yields negatively 

impacting equity valuations as well as the cost of 

companies’ interest payments. The very low levels of 

volatility should also normally start to climb, at the risk 

of setting off outflows from passive investments and 

triggering lower equity allocations within quantitative 

strategies such as risk parity or CTA.

Valuations of equities are unlikely to collapse  

On an absolute basis, equity valuations are high, 

especially in the U.S. However, relative to macro 

conditions and the other asset classes, the valuations 

of equities imply an above-average equity risk premium 

(ERP). We therefore do not expect valuations to be put 

under pressure but rather for the ERP gap to be closed 

due to higher bond yields. 

Take advantage of market corrections that could be 

deeper    

We expect equity markets to lose some of their serenity 

in 2018 with higher levels of volatility and deeper 

corrections. We would look to take advantage of such 

periods of market stress by then boosting our equity 

exposure and targeting relatively short-term capital 

gains.

ALTERNATIVE INVESTMENTS 

Hedge funds have performed better 

At the onset of 2017, the hedge fund industry found 

itself under severe pressure due to an extended period 

of disappointing performance. The past year can be 

considered to have been very positive for hedge funds 

in the light of much improved performance and also 

due to net inflows following five consecutive quarters of 

outflows between Q4 2015 and Q4 2016.  

Tighter monetary policies could benefit hedge funds   

In comparison to traditional assets, and fixed-income 

ones in particular, hedge funds should be in a better 

position to adjust to tighter monetary policy. The 

likelihood of greater and more frequent market 

dislocations should provide opportunities. Also, lower 

correlation between and within asset classes has 

historically been beneficial for active management; 

hedge fund managers can potentially diversify more 

effectively and also take more risk when appropriate.

The important role of hedge funds in portfolios   

The transition towards a gradual normalisation of post-

crisis monetary policies could present more headwinds 

for traditional long-only funds and the wide range of 

hedge fund strategies will enable to build more resilient 

portfolios.    
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CURRENCY OUTLOOK 

The U.S. dollar is unlikely to outperform  

Despite the reform of the U.S. tax code, the widening 

interest rate differential and the well-flagged path of 

future Fed monetary policy, the U.S. dollar is not picking 

up any momentum. It appears that a lot of good news is 

already priced in and that the twin U.S. current account 

and fiscal deficits continue to weigh on the currency; 

the dollar also tends to weaken during periods of robust 

global growth. This outlook could be negated by an 

unexpected rise of inflation and an ensuing acceleration 

of Fed tightening and much higher Treasury yields.        

The euro is on a solid footing     

We expect the euro to remain well bid as it benefits from 

Eurozone growth upgrades, favourable flow dynamics 

and trust in the ECB’s ability to manage political risks. 

During the second part of the year, the euro should 

also benefit from rising expectations that the ECB will 

announce the end of its asset purchases. An overall 

positive consensual view on the common currency, 

reflected by a very bullish EUR market positioning, 

represents one of the main headwinds. 

Few reasons to be bullish on the Swiss franc    

The regained confidence in the European economy has 

been reflected by the depreciation of the Swiss franc. 

The value of the franc has also been affected by low 

demand for safe haven assets in view of strong global 

growth. We expect the Swiss franc to continue gradually 

losing some ground against the euro and would target a 

parity of 1.20 francs per euro. In the light of a transition 

towards the normalisation of monetary policies by the 

key central banks, this level could potentially see the 

Swiss National Bank also consider to start shrinking its 

balance sheet.     

GOLD OUTLOOK 

A challenging environment for gold

Following its strong performance to the end of 

summer, gold lost its momentum due to weak demand 

for safe-haven assets, rising real interest rates, the 

stabilisation of the dollar and lower physical demand. 

In the near term we do not expect gold’s current trend 

change to significantly; anticipations relative to the 

Federal Reserve’s rate hike cycle are well anchored and 

geopolitical tensions have receded. 

The diversification role of gold   

The unattractive short-term prospects for gold prices 

should not detract from the fact that gold is a safe 

haven asset and a hedge against the more extreme risks. 

There are always pitfalls ahead that could dampen the 

current bullishness for risk assets and boost gold prices, 

including geopolitical conflicts in the Middle East or 

North Korea, as well as totally unpredictable events.
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2018: ASSET ALLOCATION 

DEBT INSTRUMENTS 

Our allocation to fixed-income asset class remains 

underweight

Our allocation to debt instruments is underweight as 

we expect bond yields to gradually rise, in a context of 

monetary policy normalisation and solid global growth. 

Our investment-grade exposure is very underweight 

as we prefer to limit duration risk and deem that tight 

credit spreads offer little protection. We have exited 

pure high yield bond positions following an exceptional 

rally but remain exposed to European bank loans.   

     

We like unconstrained fixed income strategies and 

convertible bonds  

Our allocation into what we call “specialist bonds” is 

close to the maximum of the range. The main positions 

within this part of the portfolios are convertible bonds 

and unconstrained bond funds. These funds are 

currently positioned defensively, with a very limited 

exposure to emerging market debt and high yield and a 

low duration risk. Looking forward, we expect volatility 

to start picking up and this should benefit convertible 

bonds due to the embedded optionality of the asset 

class as well as its defensive qualities.           

EQUITIES 

A more modest overweight allocation into equities

Our overweight exposure to the equity asset class 

was reduced in November as we trimmed some of the 

positions that had outperformed. While equities are still 

our favourite asset class, we believe that 2018 will be a 

more challenging year that will require a more tactical 

approach. We are therefore currently holding more cash 

that we intend to deploy in case equity markets were to 

start the fresh year on a weak tone.           

We maintain a well-balanced equity exposure   

We do not have a strong bias in terms of regional 

allocation and are exposed across all the main regions. 

European equities benefit from cheaper valuations than 

U.S. ones but their earnings momentum has turned 

slightly negative due to the appreciation of the euro. The 

outlook for equities of emerging markets is positive but 

they now offer a lesser discount relative to developed 

markets than a year ago.           

We still like Japanese equities   

We continue to consider Japanese equities as one 

of the most attractive asset classes. Low interest 

rates, improving corporate governance, reasonable 

valuations and a strong earnings momentum are the 

main supporting factors for Japan’s equity markets. 

The potential depreciation of the yen would represent 

another positive driver.        
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COMMODITIES 

Commodity fundamentals have improved 

Strong global economic activity across all regions should 

provide support for commodity demand and prices, 

especially as the dollar does not appear to be on the cusp 

of a strong appreciation trend. As always, we will refrain 

from making predictions on the asset class considering 

the diversity of its individual components, specific 

demand-supply balances and varying inventory levels. We 

have no direct exposure to the asset class and consider 

that diversified commodity indexes do not sufficiently 

compensate investors for high volatility over the long run. 

           

The path of oil prices will largely depend on U.S. shale 

supply    

The recent agreement reached by OPEC and non-OPEC 

producers has contributed to reduce the imbalance 

between demand and supply; inventories in advanced 

nations has fallen to 111 million barrels in October from 291 

million barrels a year ago. Whereas OPEC predicts that the 

re-balancing will be complete by late 2018, the International 

Energy Agency (IEA) sees inventories remaining steady. This 

difference partly lies in their conflicting views of the supply 

source represented by U.S. shale oil. We tend to consider the 

IEA’s outlook as the most plausible and do not anticipate 

any significant rise of oil prices from the current levels.

HEDGE FUNDS 

The allocation to hedge funds to remain stable

We are in the camp that still believes that hedge funds 

can add significant value to portfolios and play a key 

diversification role. Our allocation is close to what we 

consider to be a maximum and do not expect it to 

significantly change in the medium term. 

Our hedge funds exposure is focused on liquid 

strategies     

Our main hedge fund exposures are into liquid strategies 

such as Long/Short, Mergers & Acquistions, Global Macro, 

and CTA. We have also recently added an exposure to 

Alternative Risk Premia which includes a certain number 

of lowly correlated underlying strategies. The objective 

of this strategy is to deliver a diversifying source of 

return with limited sensitivity to global market conditions. 

Despite supportive conditions for the mergers and 

acquisitions strategy it has had a disappointing year and 

will be closely monitored in the quarters ahead.  

GOLD 

We have no exposure to physical gold 

We see few reasons to be exposed to gold at this stage. 

In a context of monetary tightening where real interest 

rates should gradually begin to rise and an economic 

environment where strong global growth should limit 

demand for safe haven assets, we prefer to invest elsewhere. 

Gold will always be on the watch list if market conditions 

were to change drastically.        
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FFG PORTFOLIO CONSTRUCTION 

The construction of an investment portfolio and the 

selection of its individual components are the result of a 

well-defined investment process. This process begins with 

the determination of the client’s risk profile, base currency 

and the chosen investment strategy. This framework will 

then lead to the tactical positioning of the portfolio within 

strategic asset allocation ranges for each asset class. 

The choice of the base currency is of particular 

importance as it will affect the way the investment 

strategy is carried out; firstly, through the determination 

of the most appropriate level of hedging of currency 

exposures (if any) and, then, by the selection of the best-

suited underlying investments.     

The determination of the allocation to the different asset 

classes is the main driver of the portfolio’s performance 

and serves as the keystone around which the other 

investment decisions are taken. The role of your 

investment manager at the Forum Finance Group is to 

build portfolios based upon all the relevant information 

and through the selection of investment products from a 

pre-determined approved investment universe.

Each individual investment has a specific role to play and 

the selection of any product is based on both its inherent 

features as well as its complementary properties within 

the portfolio. It is necessary to fully understand each 

investment product in order to be able to predict to a 

large extent its behaviour depending on different market 

scenarios and to better evaluate its purpose in relation to 

the other assets.

Therefore, the performance of any specific investment 

cannot be measured against its peer group without 

taking into consideration the remainder of the portfolio. 

Typically, the portfolios’ risk budget will be spread 

across directional assets such as equities, commodities 

and high-yielding debt. The portion of the portfolios 

dedicated to the preservation of capital will be invested 

into assets less correlated to market trends, such as funds 

of hedge funds, highly-rated bonds and certain structured 

products.
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STRUCTURED PRODUCTS 

From our point of view, structured products also 

provide an alternative way of investing into traditional 

asset classes such as equities, debt instruments and 

commodities. The different structures of these products 

vary considerably and the selection of a specific 

structure is not only a function of the prevailing market 

conditions and the outlook for the underlying asset, but 

also a function of the capacity of the product to mitigate 

risk within the global portfolio. 

Structured products are classified within the most 

relevant asset classes at any defined moment. This 

allows us to better analyse the overall levels of risk 

of each asset class than if structured products were 

classified separately. Structured products are, by 

nature, hybrid instruments and the evolution of their 

different components will determine whether it becomes 

necessary to reclassify a particular structured product 

into a different asset class. 

HEDGE FUND MANAGERS 

The Forum Finance Group invests into Funds of Hedge 

Funds and, for the clients that have approved this asset 

class in their mandates, into Single Hedge Funds.

Funds of Hedge Funds offer diversification and low 

volatility, while Single Hedge Funds focus on specialist 

strategies with an emphasis on risk management. We 

consider Single Hedge Funds to be genuine alternatives 

to the traditional asset classes, providing access to 

outstanding fund managers and improving the risk-

return profile of portfolios.  

Whereas Funds of Hedge Funds will continue to be 

classified as a separate asset class, the majority of 

single manager hedge funds will be classified within 

the traditional asset classes. Therefore, as an example, 

the allocation to equities will not only include the direct 

equity positions and the investments into equity funds, 

but may also include strategies such as Long/Short 

equities or Event Driven equities.
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ASSET ALLOCATION GRID 2018

For our balanced accounts, we apply the following grid:  

ALLOCATION JANUARY 2018

SHORT-TERM DEPOSITS 0 – 20% 8%

DEBT INSTRUMENTS 15 – 55% 29%

Investment grade bonds 5 – 45% 8%

EM & high-yield bonds 0 – 20% 7%

Specialist bonds 0 – 15% 14%

EQUITIES 20 – 60% 45% 

Developed markets 15 – 50% 40%

Emerging markets 5 – 30% 5%

COMMODITIES 0 – 15% 0%

Physical gold 0 – 5% 0%

Other commodities 0 – 10% 0%

HEDGE FUNDS 0 – 25% 18%

100%
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