
Tailwinds into 2018

The most useful piece of advice one could have offered investors at the 
beginning of 2017 might have been ‘never mind the politics’. Despite misjudged 
general elections and ongoing Brexit negotiations1 in the UK, the almost total 
ineffectiveness of Donald Trump in the US and an unhelpful Federal election 
result in Germany, investment markets have continued to rise. Markets are, for 
now at least, completely oblivious to the circus of global politics. This is evident 
in the fact that 2017 saw the lowest equity market volatility since the 1960s, 
with the key development for investors being, not the antics of Mr Trump, but 
accelerating economic growth. This underpinned corporate earnings growth and 
took share prices to a series of new highs. In this note, we briefl y look back on 
the investment landscape in 2017, before addressing the question of whether the 
tailwinds from this year will continue into 2018. 

If the catch phrase in 2015 was secular stagnation, 2017’s equivalent would certainly have been 

synchronised global pickup. This pickup can be seen in Fig. 1 (see next page). Robust growth, something 

that has eluded developed economies since the fi nancial crisis, fi nally arrived in 2017. Better still, despite 

stronger growth, infl ation indices continued to be well behaved. Defl ation, a highly damaging downward 

spiral in prices, had been the key concern of the post-crisis era. No more. Super-accommodative 

monetary policy seems to have fi nally seen off this threat. This is very good news for policymakers 

and investors alike. Almost as good is the fact that infl ation, which is now fi rmly in positive territory, is 

nevertheless becalmed at low levels – remaining, with the exception of the UK, below central bank targets. 
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1   Earlier this week the government was defeated in a vote on Dominic Grieve’s amendment to clause 9 of the EU Withdrawal Bill.  As 

a result, an Act of Parliament is now required to approve the terms of the UK’s withdrawal from the EU.  This is highly signifi cant as 

it puts the House of Commons in control of the terms of Brexit.  Mrs May will now have to work hard to fi nd a deal acceptable to a 

majority of MPs or risk the withdrawal bill being voted down or referred back for a second referendum.



Looking ahead, the good news seems set to continue; in its latest economic outlook, the Organisation 

for Economic Co-operation and Development (OECD) once again raised forecasts for economic growth. 

The global economy is now expected to grow by 3.7% in 2018, its fastest pace since 2011, and then by 

3.6% in 2019. These figures are boosted by faster growth in emerging markets including, for 2018, 6.6% in 

China and 7.0% in India – the second and sixth largest economies in the world. However, at long last the 

developed economies are also playing their part. 

Growth at this pace is not far short of the heady pre-crisis days. So, can we say that the healing process 

from the global financial crisis is at last complete? The short-term outlook for the global economy is 

certainly on a firm footing. However, as we look further ahead, there are some key questions to be 

answered, particularly around unemployment and the future path of inflation and interest rates. Exploring 

these gives us some useful insights into what we might expect from investment markets in the year ahead. 

Unemployment, productivity and the path of inflation and interest rates.

One subject to which economists and the financial 

press have returned to repeatedly this year is the 

Phillips curve. Named after economist William 

Phillips, this ‘curve’ describes the observed 

relationship between unemployment and inflation. 

In brief, it suggests that when unemployment is 

high, inflation tends to be low and, conversely, 

when unemployment is low, inflation rises. The 

logic is, at least on first consideration, self-evident. 

When workers are in demand, they can command 

wage rises, causing firms to raise prices and 

pushing inflation higher. At the other end of the 

curve, when unemployment is high, workers sit 

tight and wage growth and inflation fall back. This 

was first observed in the 1950s, though it became 

largely discredited in the 1970s as inflation and 

unemployment soared at the same time. 

The relevance of the Philips curve today is that, 

despite the common sense relationship it suggests, 

it is again failing to provide useful information 

about likely future inflation. In the US and here in 

the UK, unemployment is low, prompting central 

bankers, economists and financial markets to 

maintain a close watch for signs of rising inflation. 

Central bankers need clues as to whether more 

rapid increases in interest rates are warranted, 

given the risk that low unemployment prompts 

higher wages and accelerating inflation. So far, 

there is little sign of this. While there appears to 

be jobs aplenty, employees do not seem to be 

demanding or receiving wage rises. With wage 

growth subdued, inflation has remained low, leaving 

central bankers reticent about increasing interest 

rates. This is manna for investment markets; as 

long as low inflationary growth continues, equity 

markets can make further headway. 
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Fig 1. Developed world economic growth accelerates 

Source: Thomson Reuters Datastream



So can economies continue to grow without inflation moving higher?

Our view is that non-inflationary growth 

can continue in the short term. This belief is 

underpinned by our long held view on some of the 

secular trends evident in today’s global economy. 

Chief amongst these is the ongoing effects of 

globalisation on the production of many goods 

and services, together with the disruptive and 

deflationary impact of technology. These trends 

are close cousins, and share the characteristic 

of having a strongly negative effect not only on 

goods prices, but also on the wage bargaining 

power of employees in developed economies. 

These trends are responsible, we believe, for low 

wage growth - and we do not see this changing 

in the near term. Global giants such as Amazon, 

Uber and Google are changing the way we shop, 

travel and spend our leisure time. This has huge 

implications for businesses as disparate as high 

street stores and local newspapers, as well as those 

that work in them. Without the pressure of rising 

wages, inflation can stay low and interest rates, 

while set to rise gradually in the coming years, may 

well also remain very low by historical standards. 

While these secular drivers bring with them 

some short term positives, this is far from the 

whole story. We view the greatest threat to 

equity markets and asset prices more widely in 

the medium term as coming from the impact of 

globalisation and technological advances on social 

cohesion. This, we believe, is already manifesting 

itself through the rise in populist sentiment across 

the world, as is evident in the election of Donald 

Trump in the US, the Brexit vote in the UK and 

in various anti-globalisation movements across 

continental Europe. August bodies such as the 

OECD are now, belatedly, waking up to these 

concerns. The latest OECD Economic Outlook, 

referenced above, refers again and again to the 

need for more inclusive growth – growth per se 

is no longer sufficient to maintain support for the 

pro-market consensus that has dominated the 

economic agenda of governments since the 1980s. 
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Fig 2. Onward and upwards: equities year to date (rebased) – in sterling 

Source: Thomson Reuters Datastream
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Portfolio Positioning

It is possible that more rapid economic growth can 

deliver rising incomes sufficiently strong to head 

off populist sentiment; however, this appears to 

be a long shot. The world of business and work 

is changing ever more rapidly. Those displaced 

or disadvantaged will, unsurprisingly, vent their 

dissatisfaction at the ballot box. It is through 

this lens that investors in the UK are becoming 

increasingly concerned about a genuinely socialist 

response from Mr Corbyn’s Labour Party to the 

populist backlash against globalisation. Arguably, 

it is the US where the greater challenges lie. Mr 

Trump seems almost uniquely unqualified to 

address the concerns of a widely dissatisfied 

electorate or to ameliorate the effects of growing 

income and wealth inequality in the United States. 

Perhaps the next president will come from the 

opposite end of the spectrum and will have very 

different policy ideas. These, as with some of the 

proposed policies of Mr Corbyn, are unlikely to be 

investor friendly. 

To conclude, while investors have been well 

rewarded for holding risk assets during 2017  

(Fig. 2 see previous page) and although the 

immediate outlook remains positive, we must be 

increasingly cognisant of the secular challenges 

looming in the medium term. Our recommended 

portfolios are neutrally positioned with regard 

to risk assets at present. We believe this remains 

appropriate as we continue to weigh the short-

term opportunity against the medium-term risks. 

If you have any questions on the above, do please contact me or your usual adviser. 


