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•

Global growth of 3.7% in purchasing power parity this year,
benefitting most countries.

• A situation of almost full employment in many large economies,
including the United States, Japan, Germany and the United
Kingdom.
• Inflation below 2% almost everywhere, despite persistent liquidity
injections.

• A recovery in global trade, +3.6% in 2017.
• A few grey areas: weak corporate credit, wage stagnation, increasing
inequalities and persistently spiralling growth of global debt, which
according to estimates by the IIF (International Institute of Finance)
amounts to 3.2x global GDP.
• Despite more restrictive monetary policies, the economic environment

will remain favourable in 2018.
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•

The growth cycle since June 2009 has lasted 100 months and is coming
close to the record of 106 months between 1961 and 1969. So far, no signs
of an imminent recession are perceptible.

• In 2017, growth is expected to stand at 2.2%.
• The short-term macroeconomic indicators remain positive: building permits
stable at 1.2 million, GDP growth expected to reach 2.1%, the ISM
confidence index at its highest level of the past thirteen years, default rates
which are close to an all-time low, persistently high private-sector job
creation, an unemployment rate of 4.1%, the lowest level since the year
2000, and a broad unemployment rate (including, in particular, those working
part-time who would like to work full-time) of 7.9%, the lowest level since
2006, resilient consumption, household debt of 70% of GDP, well below the
98% level noted in 2007, and a poverty rate which, at 12.7%, has fallen to the
pre-2008 level.
• To this can be added the prospect of tax reform: a reduction of $1,500 billion
over 10 years, applied in 2018 or 2019. The vote in the Senate is still
uncertain, and the impact on earnings is not easy to assess because the
current effective rate of 18% is well below the official rate of 35% and the
planned 20% level.
• Following this vote, and after an 18% year-on-year rise by the S&P and 31%
by the Nasdaq, the market could pause, because one should not
overestimate the impact of the tax reform, probably limited to +0.2% on
growth and at best 5 percentage points on earnings, and the risk then is that
there may be no catalyst to push the market up further.
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• The US economy lost 9 million jobs in the recession of 2007-2009, but
since then it has created 17 million jobs, at a high average rate of around
170,000 jobs per month, exceeding the 7.5 million jobs created between
2001 and 2007.
• The fall in the participation rate (people employed/people of working age)
from more than 67% in 2000 to 62.7% in September 2017 is a major trend
which is still not very well understood, because the reverse phenomenon
is noted in the United Kingdom and Japan.
• Set against population growth of 1% annually during the last decade,
employment has increased by only 0.5% annually.
• Between the employment market trough in February 2010 and the end of
2015, the US population increased by 15 million, to 252 million, but the
labour force increased by only 3 million, to 157 million.
• Regarding income, the Census Bureau shows that the median wage
regained its 1999 level only in 2016, and the less skilled half of the labour
force has even suffered a fall in income since 1999.

• Among the obstacles to wage hikes we may note the following:
I.

The big technology firms create fewer jobs than big industrial
firms. Illustrating this, research by Krueger at Princeton
underlines the fact that the leading ten technology firms employ
only 1.5 million workers whereas, in 1979, the leading ten
industrial companies had 2.2 million workers.

II.

Outsourcing by the big firms is constantly expanding.

III.

Insecure work is increasing: more than 18% of those employed

work part-time.
• Despite the low level of unemployment, annual wage growth does not
exceed 2.4%, and this is compensated for by borrowing.
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• While US GDP is about 15 percentage points higher than its 2007 level,
the eurozone's GDP is scarcely 5 percentage points higher, which
underscores the 3-year time lag in the cycle and the catch-up potential.
• Growth, at 2.2% this year for the second year running, will be equal to or
even greater than growth in the United States.

• The growth indicators are positive: in October confidence sentiment was
at a 17-year peak, manufacturing production increased by 3.2% year-onyear, and the unemployment rate, at 9.1% after the creation of six million
jobs since 2009, is declining regularly.
• The recovery of the peripheral countries continues:
I.

Ireland, with 5.2% growth in 2016 and then 3.5% in 2017,
unemployment at less than 8%, down from 15%.

II. Spain, with a fall in the unemployment rate to 16.3% in the third

quarter versus 27% at the peak of the crisis, and an increase in
foreign direct investment (FDI) of more than 20% in 2017.
III. Portugal, with 3% growth year-on-year and an unemployment
rate reduced to 8.5%.
IV. Greece, which now expects 2.4% growth in 2018 and another
primary budget surplus.
V. Italy, with 1.5% in 2017, posts its best growth of recent years.
• We remain overweight on the eurozone: the market valuation is lower
than in the United States and earnings growth is higher, because while
the earnings of the S&P500 are one-third higher than in 2008, earnings in
the eurozone are still 25% lower.
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• The composition of the German government is more important than the vote on Catalonia for assessing the
potential for reform in Europe.
• The outcome of the Catalonian vote is uncertain, but from an economic viewpoint an exit would be a
mistake like Brexit: with 16% of the population and 19% of GDP, Catalonia, together with Madrid, is the
leading economic zone in Spain but it has 27% of the country's debt and would be severely weakened, in
terms of jobs and tax revenue, by the relocation of more than 1,500 companies and by an exit from the
eurozone.
• Europe could reinforce banking, budgetary, monetary, economic and fiscal integration:

I.

Banking integration, because only 130 of the 6,000 European banks are covered by the banking
union established at the end of 2014, non-performing loans still amount to €865 billion and the
amounts earmarked for the resolution of a possible crisis are too small.

II.

Monetary integration, because the ESM (European Stability Mechanism) must, like the IMF,
become a European Monetary Fund which can grant emergency loans.

III.

Economic integration, because more joint policies on issues of European interest, such as
defence and energy, are possible and because measures are needed to protect against social
and environmental dumping.

IV.

Fiscal integration, because although it is not realistic to plan for convergence of wages which,
including social security contributions, are only €1.1 per hour in Bulgaria versus €42 in Denmark
(source: Eurostat), the harmonization of tax rates could be a long-term objective.

V.

Budgetary integration, because a budget which represents only 1% of the European Union's
GDP, 0.8% of which is used for redistribution to the States and only 0.2% of which is disposable,
offers hardly any leeway for greater integration. The countries should be able to agree to an
allocation of 2% of GDP for defence, 2% for energy and to combat global warming, and 2% for
the digital economy, research and education, to help improve competitiveness.
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• At the current dollar exchange rate, the larger the tax cuts, i.e. the

potential for growth stimulation and a rise in interest rates, the stronger
will be the dollar's rise.
• Conversely, improved Franco-German agreement to consolidate Europe
will strengthen the euro.
• So two political factors, the attainment of a majority in Congress and the
composition of the German government, give grounds for caution

regarding currency exposure.
• For the time being, we maintain the dollar hedge in euro accounts which
has prevailed for most of the year. But as the exchange rate moves
closer to 1.20, we could initiate dollar exposure.
• This hedging policy also prevails for CHF accounts, because we believe
that the CHF is destined to strengthen against the euro.
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• The published statistics converge to corroborate the economic mistake
represented by the Brexit vote.
• The process has not begun, but for the first time in many years growth
has fallen to a level (1.3%-1.5%) below that of the eurozone. The
purchasing managers index for September points to a possible
recession, construction started declining in September, the reduction in
immigration is creating a shortage of labour in services, investment by
British companies is slowing, that by multinational firms is suspended,
and consumption is stagnant even though the savings rate is very low
and spiralling growth in consumer credit, up 10% year-on-year, worries
the Bank of England.

• Purchasing power has declined in international markets by the
percentage of the pound sterling's depreciation, and on the domestic
level by the differential between 3% inflation and 2.2% wage growth.
• The country derives no benefit from the depreciation of the pound, by
15% against the euro since Brexit. A single example is sufficient to
explain this: the automotive sector, which exports significantly, but which
receives two-thirds of its components from abroad.
• Manufacturing production, a mediocre 10% of GDP, will be unable to

take off despite the pound's depreciation, and the trade balance will
remain deeply in the red.
• In short, our view is unchanged: the economic statistics can only get
worse, and that will cause public opinion to mostly switch to the
"Remain" camp.
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• The 15% depreciation of the pound since Brexit has caused a rise
in imported inflation.
• One of the reasons for the depreciation is related to capital flows:
in the first half of 2016, FDI (foreign direct investment) inflow of
$120 billion; first-half 2017, outflow of $25 billion.
• The United Kingdom has the highest inflation rate of all the major
OECD countries, at 3%. This spiralling inflation has pushed up
interest rates from 0.25% to 0.50%.

• The pound fell after the interest-rate hike, because the governor
stressed the economic slowdown caused by the prospect of
Brexit, and he hinted that there would be no interest-rate hike
before the end of 2019.
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• The stock market is still over-weighted in our portfolios, because
the market indicators and sentiment indicators converge to

encourage optimism.
• Companies' cash holdings have never been as abundant
($3,000/$4,000 billion).
• The valuation of 1.5x book value is one-third lower than in the
other major markets, share buybacks, which for a long time were
non-existent, are expanding and the Bank of Japan continues to
buy ETFs tracking the Japanese index, at a rate of 1% of the
market capitalization each year, while many international
investors still ignore Japan in their asset allocation.
• To this we may add positive economic indicators, whether it be
the figures for GDP, for exports (10% growth in volume terms),
construction boosted by the preparations for the 2020 Olympic
Games, or consumer and business confidence.
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• Longer-term, we are more cautious, due to question marks
concerning the growth of a country reluctant to accept immigration
and whose population is contracting.
• In the year 2000, the 20-29 age group counted 18.3 million people.
The figure is currently less than 13 million, and by 2040 they will be
hardly more than 10 million.
• The labour force, comprising 65 million people at present, will be
reduced by 23 million people by 2050!
• One cannot even dream of a higher employment rate, because at
75% it exceeds that of the other major countries (as a reminder, the
figure is hardly 70% in the United States).
•

And the unemployment rate, at 2.8%, is already lower than that of
all the other major countries.
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• Like the IMF and S&P, for example, we fear the rapid accumulation of debt, and
we can suspect that state planning is not an ideal system in an economy

increasingly focused on the service sector. The Chinese authorities are not
concerned by this; they are striving to conquer the world and they now target
growth of 5% to 6% annually.
• Despite weak balance sheets, in many sectors very powerful groups are
appearing, both public and private (the latter represent 50% of the capitalization
versus 20% in 2010). These groups are capable of buying out their major
international competitors, increasing their market share, and winning contracts by
disregarding profitability and the observance of patent law.

• Last year, foreign direct investment was a record amount of €155 billion.
• At the same time, Chinese consumption is being boosted by the increase in
wages by a factor of ten since the end of the 1990s, the expansion of the middle
class, and the dissemination of new technologies, especially mobile payments.
• Thus, the very good performance of the Chinese market, up 43%, has been
boosted by the exceptional rise in the price of technology stocks (up 72%),
because technology now accounts for 40% of the Chinese market capitalization,
versus 2% ten years ago. But Tencent, with a market capitalization of $520
billion, has a PER of 41x 2018 versus 27x for Facebook., which assumes robust
growth in advertising revenues.
• Despite this recent performance, we maintain our exposure to China, a market
which had underperformed in recent years and for which the valuation levels are
therefore still moderate. Apart from technology, we believe that there is still
potential in the automotive sector, education and packaging.
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• A less favourable economic environment despite ambitious reforms.
India is impacted both by the withdrawal of 80% of bank notes in
circulation, by a reduction in foreign investments, by weak private
investment, weak exports, persisting infrastructure bottlenecks and a
budget deficit of 3.2%. Its growth is unfortunately slowing to probably
5.7%.
• Its main handicaps are the weakness of industry, of infrastructure and
of corporate finances.
• Another handicap is the persistence of administrative barriers.
• An opportunity: fantastic population growth.
• From the monetary viewpoint, Moody’s more favourable opinion

regarding Indian risk has meant a reduction in the interest-rate spread
and a 4.5% appreciation of the currency against the US dollar this
year.
• From a stock market viewpoint, at more than 20x projected earnings,
the market is expensive.
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• High prices and then the effects of the recession had caused a 10%
contraction in demand for oil in OECD countries between 2005 and 2014.
• Low prices in recent years have contributed to an increase in consumption
in OECD countries of around 1% per year since 2015, i.e. 400 000 bpd, in
addition to the increase of 1m bpd annually in emerging countries. Overall,
in 2017 demand for crude oil increased by 1.6m bpd, to 97.7m bpd.
• Overcapacity, which stood at 4m bpd a few years ago, has collapsed as oil
companies have reduced their research spending.
• Higher prices are both a windfall of more than $10 billion for the Russian

budget in the run-up to the elections, an opportunity for Saudi Arabia which
wants to maximize the value of Aramco before the forthcoming initial public
offering, and an incentive for American producers who have reduced their
production costs to $30 per barrel..
• The production discipline of the OPEC members and Russia in reducing
volumes by 2% has been effective and prices are therefore now at the high
end of the range of $45/55 per barrel that we defined last year.
• We believe that the agreement between OPEC members and the
understanding with Russia will be extended for the coming nine months.
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• The liquidity provided by the major central banks will increase by a
further $2,000 billion this year, or more than 10%. These injections
will continue because, aware of the large debt burden of
governments and many companies, central bankers want to prevent
an upward spiral in long-term interest rates.
• The Fed has hiked its base rate four times since halting its bond
purchases at the end of 2014, and Janet Yellen has succeeded in
preventing a rise in 10-year interest rates. They were 2.58% then,

and are now 2.33%. In the second phase now, the balance sheet was
normally to be reduced by around $800 billion by the end of 2019, but
the new Fed chairman will possibly change this policy. The Fed funds
rate will probably be raised again in December, and two or three
times in 2018.
• At the ECB, the balance sheet represents the equivalent of 40% of
GDP, compared with 24% at the Fed. Mario Draghi has decided to
reduce bond purchases from 80 to 30 billion euros per month until
September 2019 without indicating an end date. He also maintains
the re-investment of securities at maturity, 3-month refinancing until
the end of 2019, and the current interest rates after the end of the
liquidity injections.
• At the Bank of Japan, the balance sheet is already equivalent to 95%
of GDP, the Bank has 40% of the JGB market but is unable to buy
Yen 60-80 billion per month. The stated objective is to continue the
injections, to prevent a rise in 10-year interest rates.

Against a

backdrop of a reduction in liquidity in the United States and smaller
liquidity injections in Europe, such a policy is likely to weaken the
yen, which we therefore still hedge in the portfolios, even though
Japan's current-account surplus is close to 4% of GDP.
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• The recent upturn in commodity prices will have a transient
impact on headline inflation in the coming months.
• At present the core inflation rate (i.e. excluding energy) is only
0.3% in Japan, and 1.3% in the United States.
• It is clear that inflation is often somewhat underestimated:
insufficient allowance for real estate prices, underestimation of
the spiralling growth of healthcare costs in the United States
(prices rising by 6% annually, weight in GDP 18% but in the price
index 8.5%), or education costs.
• But inflation will not represent a threat because there are many
countervailing forces: creation of low-skilled jobs, retirement of
well-paid baby-boomers, ongoing globalization, competition from

robots, an increasing proportion of self-employed workers,
reduced sensitivity of service economies to commodity prices, fall
in the percentage of the population who are trade union members
(United States 20% in 1983, 11% in 2015), etc.
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- Some fear the effects of monetary policy tightening on markets, and

even fear an end to the growth cycle, or even a recession, but this is
not our position.
- The fact that valuations are considered high by the vast majority of
investors is reassuring: we do not see in investors the feeling of
exuberance such as that which prevailed in 2000.

- Among the positive factors we may note the persistence, in the
coming quarters, of moderate but sustainable economic growth
worldwide, rising profits, the lack of alternatives (bonds or real estate)
to equities, probably $1,000 billion worth of liquidity injected by central
banks in 2018, central bankers' diligence to prevent an upward spiral
in long-term interest rates, greater fiscal easing in many countries,
and a persistently low level of core inflation.

This document is neither an offer nor a solicitation to buy or subscribe to financial instruments. The information contained in this document comes
from carefully selected public sources. Although all due diligence has been performed to ensure that this information is accurate at the time of its
publication, no guarantee is given regarding its accuracy, exhaustiveness or reliability. Any opinion contained herein in the current context may
be changed at any time without notice. Past performance is not necessarily a reliable guide to future performance.
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