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At a glance
· With employment still robust, inflation contained, liquidity available and 

relatively affordable across most of the western and emerging world, we would 
argue that this economic cycle has further to go.

· Tax negotiations have resumed in the US, with some cuts to be possibly enacted 
ahead of the 2018 mid-term Congressional elections – even though the 
economy is currently in no need of additional fiscal impetus.

· Year-to-date euro appreciation should be considered a reflection of economic 
outperformance, rather than a threat to future growth in the region.

· In Japan, the longevity of the current easing framework is a more important 
consideration than business cycle classifications – particularly since the terms 
of top monetary policy decision-makers end in a few months.

· Latin America admittedly trails Asia in terms of economic fundamentals and 
credibility, but nonetheless also stands to benefit in the near-term from the 
improved global environment.

· The pick-up in global activity calls for continuity in terms of portfolio 
positioning, in risk-on mode. Growth assets will continue to outperform and a 
stronger euro now seems to be factored into European equity markets.
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Affordable cost of capital – globally – underpins 
this bull market

balance sheet is widely – and rightly – viewed 
as a tightening factor. Less discussed is the 
fact that it will be taking place after a 10% 
fall in the value of the US dollar, a typical 
loosening factor. Overall, despite two rate 
hikes (perhaps a third in the making) and the 
announced balance sheet contraction, 
financial conditions have actually eased in 
the US this year. Put differently, greenback 
depreciation has allowed economic 
conditions to remain stable, maintaining the 
overall profitability of the corporate sector.
With employment still robust, inflation 
contained, liquidity available and relatively 
affordable across most of the western and 
emerging world, we would thus argue that 
this economic cycle has further to go. Until 
we see clear signs of overheating and/or 
deterioration of financial conditions, which 
would be a leading indicator of an eventual 
struggle in the corporate sector, we intend to 
keep our risk-on portfolio positioning, 
favouring US credit, European equities, 
emerging debt in local currency as well as 
emerging market equities.

Samy Chaar, Chief Economist

So, really, it is only in the US that the recovery 
is long in the tooth. European earnings just 
recently started to recover, with economic 
dynamics now firmly in positive territory. As 
for the emerging world, the interrelated 
trends of falling commodity prices, weaker 
currencies, imported inflation and a rising 
cost of capital finally all stabilised 18 months 
ago, enabling a reversal of the negative macro 
spiral into a virtuous one.
That said, we would not be so bold as to 
imagine that global financial markets could 
endure a recessionary bear market in the US. 
Our conviction, rather, is that such a risk is 
not imminent.
Indeed, as regards cycle longevity, the only 
question that should be asked is whether we 
remain in an environment that will enable 
companies to generate sustained profits – be 
it in the US, in Europe, or across the emerging 
world. Our simple answer, looking both at 
economic trends (i.e. aggregate demand – see 
chart I, page 04) and financial conditions (i.e. 
cost of capital – see charts II and III, page 04) 
is yes.
It is admittedly easy to draw up a scenario 
under which these economic and financial 
conditions deteriorate, driving down 
corporate margins and profits. But this would 
first require a pick-up in wages and inflation, 
forcing central banks to accelerate their 
tightening of monetary policy. And not only is 
no deterioration perceptible for the time 
being, but the concrete realisation of such a 
sequence would take time before becoming 
truly detrimental to economies and financial 
markets.
Also, one should be careful to keep a 
disciplined approach in measuring current 
conditions, particularly financial. The coming 
reduction of the Federal Reserve (Fed) 

Note: Unless otherwise stated, all data mentioned in this publication is based on the following sources: Datastream, Bloomberg, 
Lombard Odier calculation.

“The current economic and 
market cycle is over-extended”  

is an oft-heard cautionary  
refrain these days. That the 

recovery began eight years ago  
is indisputable – but one  

should not forget that it was 
initially confined to the US. 

Europe suffered an extremely 
severe sovereign debt crisis in 
2011-2012, while the vicious 

four-year down cycle in emerging 
markets ended only mid-2016.
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II. Eurozone and US financial conditions
 Broadly neutral, leaning on the easy side

Sources: Bloomberg, Lombard Odier calculation, as of 18 September 2017

I. Global growth diffusion index
 Versus global growth

* left hand scale, ** Gross Domestic Product, *** right hand scale 
Sources: OECD, Lombard Odier calculation

III. Chinese rates remain low
 Interbank lending slower but still high

Sources: Datastream, Bloomberg, Lombard Odier calculation
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For the past 40 years every US recession has been preceded by a rise 
in real interest rates, triggering a sharp decline in investment and in 
durable goods consumption. Admittedly, the Fed has effected only 
four hikes thus far this cycle and, in real terms, rates remain 
negative. But the neutral interest rate level is lower today than in the 
past, meaning that fewer hikes may be enough to trigger a recession 
(see chart IV).
The Fed has made clear its determination to reload its guns – 
considering that ammunition (i.e. ability to loosen policy) will be 
necessary when the next recession does unfold. Without a rebound 
in inflation we doubt that the US central bank will be able to raise 
rates as much as it has communicated. Rather, we expect balance 
sheet management to become its main tool.
Will this unwinding of the Fed balance sheet affect financial 
conditions? 2018 and 2019 will undoubtedly see a reduction in 
central bank supplied money, to the order of USD 300-400 bn per 

United States
Monetary and fiscal policy moving in opposing directions

In a nutshell
· In proceeding with its progressive tightening of monetary 

policy, the Fed will have to rely more on balance sheet 
management than on interest rate hikes.

· Banking system and foreign demand should be sufficient to 
absorb the ensuing growth in US government bond supply – 
limiting the impact on the yield curve.

· Tax negotiations have resumed, with some cuts to be possibly 
enacted ahead of the 2018 mid-term Congressional elections 
– even though the US economy is currently in no need of 
additional fiscal impetus.

annum, offsetting most of the credit created by commercial banks. 
That said, the pace of balance sheet reduction will remain measured. 
And whatever the growth in supply of US Treasuries, it should be 
absorbed by the banking system and foreign demand, limiting the 
impact on the yield curve.
On a different note, tax reform is back in the news. A politically 
complicated and drawn-out process lies ahead but we do expect 
some measures to be enacted before the November 2018 mid-term 
elections – notably on the corporate tax front. The direction being 
taken is one of pure tax cuts (financed by a larger budget deficit) 
rather than a broad (budget-neutral) revamp of the tax code. Note 
also that the scale and form of tax cuts will be driven by Congress 
rather than the Administration, given the former’s interest to score 
points ahead of the elections. And the end result will be much less 
impactful economically than President Trump’s original blueprint.
In fact, from a purely economic standpoint, the US is in no need of 
additional fiscal impetus. Fiscal authorities would be better advised 
to follow the Fed in keeping dry powder for when the economy stalls.
All told, the main risk lies on the monetary front and we will be 
closely watching for any signs of deterioration in financial 
conditions. For now, though, worrying about a recession in the US 
seems a little premature.

Samy Chaar, Chief Economist

IV. Real Fed funds and the natural rate of interest
 In %

* Large Scale Asset Purchases, ** Consumer Price Inflation 
Sources: Datastream, San Fransisco Fed, Lombard Odier calculation

V. US tax regime versus (vs) GDP growth
 In %

Sources: T. Piketty, Datastream, Lombard Odier calculation
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Even the most Eurosceptics are coming to realize that a turning 
point is approaching. After several years of extraordinarily easy 
money, the European Central Bank (ECB) should announce a 
gradual tapering of its asset purchases at its October meeting. Strong 
2.3% 2nd quarter GDP (Gross Domestic Product) growth, broadly 
positive leading indicators and abating political risk indeed make 
this an opportune moment for the ECB to shift away from crisis 
management. In turn, financial markets are adjusting their 
expectations: futures now suggest that interest rate normalisation 
may start around the end of 2018.
Currency markets have been the most reactive, with the euro up 
12.5% year-to-date against the US dollar. Contrary to some to 
concerns, we do not consider euro strength as a threat for the 
region’s economic expansion.
For a start, although net exports were an important driver in the 
early stages of the recovery, domestic demand has accounted for 
almost all of Eurozone growth over the past couple of years. This 

Europe
The picture continues to improve

In a nutshell
· The European Central Bank looks set to shift from crisis-

management mode to monetary policy normalisation, with a 
likely announcement in October of a gradual tapering of its 
asset purchases.

· Year-to-date euro appreciation should be considered a 
reflection of economic outperformance, rather than a threat 
to future growth in the region.

· Currency strength aside, broader Eurozone financial 
conditions remain constructive.

does not mean that a sharp euro upmove cannot hamper growth via 
a drag on exports, but it does suggest that the slowdown should be 
modest and certainly not of the recession-generating variety (see 
chart VI).
We also expect the ECB to react differently to currency appreciation 
resulting from economic outperformance than during prior episodes 
of euro strength – President Draghi has himself stated that demand-
driven currency appreciation is qualitatively different to exogenous 
shocks and expected to have less of an impact on inflation (see 
chart VII).
Finally, focusing solely on the eurodollar is misleading. Its large rise 
this year results from both euro strength and dollar weakness (with 
the latter down against most major currencies). Measured against 
19 major trade partners, the euro is up only 5.5% year-to-date. This 
is the more important figure from an economic perspective.
More concerning for growth would be a broad-based tightening of 
financial conditions. For now, while the euro has appreciated, 
interest rates remain low and strong appetite for risk is keeping 
credit spreads tight and equity valuations robust. An abrupt change 
in ECB stance could of course threaten this equilibrium but, given 
the current inflation outlook, a gradual policy shift still seems most 
likely. As such, our constructive outlook on the Eurozone remains 
squarely in place.

Bill Papadakis, Macro Strategist

VII. No currency/inflation correlation
 EUR index vs annual inflation rate

Sources: Datastream, Lombard Odier calculation

VI. Loose currency/trade correlation
 EUR index vs trade contribution to growth

Sources: Datastream, Lombard Odier calculation

Eurozone annual 
inflation rate (r.h.s.)

Over the past 20 years the correlation 
between inflation and the euro is zero. 

Euro trade-weighted 
exchange rate (l.h.s., 
inverted)

Euro trade-weighted 
exchange rate  
(r.h.s., inverted)

The correlation between 
the euro and trade is 
relatively loose. 

Trade 
contribution 
to Eurozone 
growth (l.h.s.)
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No country refutes the basic tenets of business cycle analysis better 
than Japan. Market observers tend to term “recession” any quarter 
or two of negative real GDP growth. The problem is that such a 
classification scheme loses all value in a country like Japan where 41 
of the last 122 quarters saw negative real GDP growth – as compared 
to only 11 for the US. If “recessions” are so frequent, then there is 
little value in even trying to detect or classify them.
One could counter that Japan’s real GDP performance is indeed 
poor, due to well-known demographic factors. While true to some 
extent, such justification of conventional business cycle analysis 
only serves to further undermine its case, since many other 
industrialised countries are headed for a similarly stark 
demographic situation. If an analytical framework is likely to prove 
useless at some point in the future, why cling to it now? More 
importantly, such a counter-argument does not explain why 
quarterly real GDP growth has been more volatile in Japan than in 
the US, despite relatively low trade dependency (17% of GDP). 
Worse, Japanese unemployment fell and equity markets rose during 

Japan
Revisiting business cycle theory

In a nutshell
· The volatility in Japanese quarterly real GDP growth makes 

business cycle classifications somewhat redundant.
· A more important consideration is the longevity of the 

current easing framework – particularly since the terms of top 
monetary policy decision-makers end in a few months.

· Should its Board be fully replaced or a new prime minister 
disparage its ineffective easing, will the Bank of Japan stay 
the course?

the 2014 “recession” that followed the consumption tax hike. These 
are by no means “recessionary” indicators.
A financial news columnist once described Japan as an “economic 
laboratory where theories go to die”. By simply being at the forefront 
of the global struggle with ageing demographics and deflation, Japan 
has bedevilled many outside observers who used to think that a 
limited set of macroeconomic and market principles acquired from 
other countries would also apply there.
At the root of Japan’s high output volatility, stagnant nominal GDP 
(see chart VIII), towering debt and deflationary expectations lies 
Bank of Japan (BoJ) policy. It is thus more important to pay attention 
to the longevity of the current easing framework than to business 
cycle classifications. With the terms of its top decision-makers 
ending in the spring of 2018, uncertainty is slightly higher today 
than in previous years. The BoJ is of course expected to continue to 
fight deflation, but political commitment could come to lack. After 
all, it was pushback from the banking sector with respect to negative 
rates that forced the BoJ to adopt the confusing yield curve control 
policy last year – and implicitly embark on a tapering of bond 
purchases (see chart IX). Should the Board be fully replaced or a new 
prime minister disparage its ineffective easing, will the BoJ stay the 
course?

Homin Lee, Macro Strategist - Asia

IX. 12-month change in BoJ government bond purchases 
 In trillion JPY

* Quantitative and Qualitative Easing, ** per annum 
Sources: CEIC, Lombard Odier Asia

VIII. Nominal GDP trajectory since 1997
 Q1 1997 = 100

Sources: CEIC, Lombard Odier Asia

Japan

Range for G10 countries

BOJ JGB holdings 
12-month change

Second phase of QQE 
(JPY 80 trillion p.a.)

Introduction of 
negative rates 
(Jan 2016)

First phase of QQE*  
(JPY 60-70 trillion p.a.**)

Yield 
curve 
control 
(Sep 
2016)
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When reflecting on the powerful economic turnaround staged by 
emerging markets over the past 18 months, Asian countries spring 
to mind, as the most credible with already well-established 
fundamentals. Latin America (Latam) has – rightly – been viewed as 
the weak link within the emerging space, because of high political 
uncertainties, poor fundamentals and an inescapable need for 
structural reform. While all this remains mostly true, the current 
environment of stable global growth, commodity prices, US dollar 
and Chinese dynamics is supportive for Latam also. Time will tell 
whether the political elite has the drive to lay the ground for 
sustainable growth. For now, though, we see strong enough 
near-term prospects to offer interesting investment opportunities.
Brazil’s recovery has been impressive, with currency strength 
driving down inflation and allowing the Banco Central do Brasil 
(BCB) to aggressively cut rates. In turn, 2nd quarter growth was 
positive for the first time since 2014. Going forward, the cyclical 
impulse of lower rates may last a few more quarters, but heavy 
structural adjustments will also be needed. Brazil’s public deficit 
remains close to 10% of GDP due to a largely loss-making pension 
system. Unless this deficit can be narrowed, single-digit interest 
rates will spark new bouts of inflation and force the BCB back into 

Emerging Markets
Latin America also deserves investor attention

In a nutshell
· Latin America admittedly trails Asia in terms of economic 

fundamentals and credibility, but nonetheless also stands to 
benefit in the near-term from the improved global 
environment.

· Currency appreciation has enabled Brazilian monetary 
authorities to embark on an interest rate-cutting cycle – 
Mexico should shortly be able to follow suit.

· While still vulnerable to negative shocks, Argentina’s 
turnaround story is unfolding, with receding inflation and 
reform-enhancing political prospects.

tighter policies. The October 2018 general election and ensuing 
appetite for reform will thus be key to Brazil’s long-term outlook.
Mexico saw its currency drop more than 20% when President 
Trump was elected, leading to accelerating inflation and rapid 
monetary tightening. Conversely, the peso’s recent rebound could 
pave the way for rate cuts in 2018. North American Free Trade 
Agreement (NAFTA) renegotiations are a concern, but we do not 
expect a prolonged breakdown in trade links with the US. Finally, 
Mexican fundamentals are supportive with favourable 
demographics (still growing working-age population), a competitive 
labour force (surpassing China) and a string of reforms over past 
years (e.g. liberalization of the energy sector).
Argentina’s chances for reform were bolstered by the August 
legislative primaries – boding well for the ruling coalition’s prospects 
in the October elections. The twin deficit remains large, but should 
start to narrow thanks to public subsidy cuts and rising revenues. 
Inflation has slowed from over 40% a year ago to below 25%. As the 
effects of the lower utility subsidies fade, the fiscal deficit narrows 
and expectations become better-anchored, inflation should 
gradually return to the central bank’s 12-17% target. That said, still 
high inflation, a significant budget shortfall and recent defaults 
mean that Argentina remains vulnerable to negative shocks.

Stéphanie de Torquat, Macro Strategist

A brief review of other Latam countries
In Colombia, recent developments have generally been supportive with the FARC (Revolutionary Armed Forces of Colombia) peace accords 
making progress and the oil price rebounding. Twin deficits nonetheless remain high, and a new equilibrium of lower growth, higher 
inflation and a wider external deficit might continue to prevail as compared to the pre-oil shock era. Chile still deserves its status of Latam 
safe haven, despite a large dependence on copper prices. It boasts a contained current account balance, robust capital inflows and a large 
stock of foreign reserves. In Peru, one of the least indebted Latam countries, a large fiscal stimulus is expected to support economic activity. 
Substantial political risks do, however, threaten near-term prospects following the ousting of the entire President’s cabinet by the Peruvian 
Congress, via a vote of no confidence.
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Risky asset markets remained broadly well-supported during recent 
months. Although the summer lull was punctually interrupted by 
escalation in the US-North Korea rhetoric and the tropical storms, 
pullbacks were contained. Rebounding economic data, particularly 
in the Eurozone and emerging economies, fuelled a global re-
synchronisation, with most countries simultaneously in positive 
growth territory for the first time since 2007. As such, growth assets 
such as equities, emerging markets and industrial metals gained 
traction. Our longstanding exposure to both emerging debt and 
equities, further strengthened by the implementation of our new 
Strategic Asset Allocation framework in September (see Box A, 
page 10), has thus been rewarded. Going forward, we think that the 
current financial backdrop is here to stay and expect more continuity 
than disruption in our investment positioning over the coming 
quarter.

Asset Allocation
Taking advantage of global re-synchronisation

In a nutshell
· The pick-up in global activity calls for continuity in terms of 

portfolio positioning, in risk-on mode.
· Growth assets will continue to outperform and a stronger 

euro now seems to be factored into European equity markets.
· An overly rapid appreciation of the single currency could 

nonetheless be detrimental to our positioning.
· Another possible adverse development would be an above-

expectations tax deal in the US. While broadly supportive for 
growth assets, such a scenario would strengthen the dollar 
and hurt our emerging exposure, at least in relative terms.

Normalisation of the Fed balance sheet will start as soon as this 
month but, although definitely an event from an economic textbook 
standpoint, we do not expect it to be particularly disruptive when it 
comes to the US yield curve and the fixed income space in general. It 
has been well publicised and its potential impact on markets should 
be gradual (academic studies estimate upward pressure not to 
exceed 20 basis points (bp) per annum, all things being equal). After 
a couple of months dampened by low inflation prints, markets 
recently revised up their US rate expectations, on the back of both a 
more hawkish Fed and President Trump’s renewed reflationary 
push. Strikingly, European yields only partially retraced their 
downward trend. In particular, the 10-year Bund yield remains 
10 bp lower than it was when Fed tapering was first announced. 
Short-term rates are anchored below zero and limited supply can be 
brought forward, but we would still expect upward pressure in 
coming months when details of the tapering are revealed.
Turning to credit, performances were mainly driven by rate moves. 
Spreads widened some during the summer but tightened again in 
September when markets returned to risk-on mode. The economic 
environment should remain supportive for the corporate space. We 
also note that commercial banks are taking over companies’ 
financing needs, preventing a surge in corporate defaults.
Finally, we continue to favour emerging market local currency debt. 
Beyond the attractive carry, we feel comfortable with the long-term 
prospects for currencies that have depreciated heavily against the 
US dollar during the last few years. Decreasing inflation is also 
allowing some central banks to adopt a more accommodative 
stance.

XI. For the first time since 2011, MSCI EM index components 
reported double-digit earnings growth

 12-month trailing earnings growth (in % yoy*)

* year on year 
Sources: Datastream, Lombard Odier calculation

X. Our medium-term target for the EUR/USD is 1.25
 EUR/USD vs Purchasing Power Parity (PPP)

Sources: Datastream, Lombard Odier calculation

Stoxx 600

S&P 500

MSCI EM

EUR/USD
PPP fundamental 
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10% under/
overvaluation

Recession (NBER)
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A. Changes to our Strategic Asset 
Allocation
As of September, our portfolios have structurally higher 
emerging market, small-cap equities and corporate debt 
exposure. We adjusted our Strategic Asset Allocation (SAA) to 
account for key new structural trends, and reflect world of lower 
expected growth and investment returns. The SAA is the 
backbone of a multi-asset portfolio, designed to support it 
through the full business cycle. Although we usually comment 
on our tactical positioning in this publication, meaning our 
reaction in terms of portfolio positioning to the medium-term 
financial outlook, we intend to briefly expose here the changes 
made to our SAA.
As fundamental investors, we acknowledge the fact that the 
returns of many traditional asset classes are dampened by 
today’s environment of low but stable economic growth with 
controlled inflation on the one hand, resulting from ageing 
demographics and low productivity, and more “normal” 
monetary policies on the other hand. We thus assessed 
prospects across a broad spectrum of traditional and less 
traditional asset classes, so as to expand our opportunity set. 
Crucially, we believe that emerging markets and credit will be 
important factors in driving future returns. As a result of this 
remodelling, our SAA now incorporates the following:
· Reduced cash holdings – to increase the possibility of 

generating higher returns.
· Reduced government bond exposure and increased high-

yield bond exposure – to seak better risk-adjusted returns 
within the traditional fixed income space.

· Increased emerging market exposure – both equities and 
local/hard currency debt – to benefit from past multi-year 
underperformance, relatively low valuations, higher 
structural growth rates and undervalued currencies.

· Introduction of small-cap equities – tapping into a new source 
of equity returns and an “illiquidity premium”, or 
compensation for investing in more thinly traded equity 
markets.

· Introduction of convertible bonds – tapping into a new source 
of equity and credit-like returns.

· Introduction of Swiss-listed real estate in Swiss franc 
portfolios – to benefit from an “illiquidity premium”, or 
compensation for investing money over long periods of time.

Major currencies, and specifically the EUR/USD pair, continued to 
be a main focus in recent months. The relentless appreciation of the 
single currency against the greenback was halted mid-September by 
the disappointing German election outcome and President Trump’s 
reflationary tax cut proposal. With our medium-term EUR/USD 
forecast of 1.25 in mind, we took advantage of this pullback to 
strengthen our USD hedges in European portfolios (see chart X, 
page 09).
The Swiss franc continues to suffer against the euro. With the Swiss 
National Bank (SNB) to lag behind the ECB in normalising policy 
(the inflation picture remains structurally depressed in Switzerland), 
we see more upside than downside risk on the EUR/CHF over the 
medium term. The amplitude of the move will, however, likely be 
limited by the euro position on the SNB balance sheet that should 
ultimately be reversed.
Finally, the British pound’s recent appreciation is rather surprising 
from a fundamental standpoint, with economic activity only 
muddling through and Brexit negotiations underway. That said, the 
hawkish stance adopted by the Bank of England at its last meeting 
warrants relative currency strength in coming weeks.
Turning to equity markets, we see the current macroeconomic 
backdrop as supportive for our risk-on stance. US equities may look 
expensive from a valuation standpoint, but, in the current stable 
growth and positive but contained inflation environment, we do not 
consider that to be a sell signal so long as earnings dynamics 
remains robust – see Box B (page 11). And, although we expect final 
figures to be revised down after weeks of political negotiations, the 
tax cuts just proposed by President Trump will improve the earnings 
outlook for domestic small- and mid-size companies.
In Europe, sales and earnings expectations were revised down for 
the fourth consecutive month, on the back of the stronger currency. 
Mid and small capitalisations saw lesser downward earnings 
revisions than large ones, due to the domestic bias in their revenues. 
Although European markets did suffer from this revised outlook, it is 
worth mentioning that, in currency-adjusted terms, they 
outperformed their US peers, buttressing our regional positioning. 
Furthermore, after two months of consolidation, we think that the 
effects of euro appreciation have been factored into asset prices and, 
going forward, expect robust domestic dynamics to again support 
Eurozone earnings.
Beyond attractive valuations, emerging markets are benefitting from 
the regionally improving economic backdrop. For the first time since 
2011, the 2nd quarter saw MSCI EM index components report 
double-digit earnings growth, a trend that should continue this year 
and into 2018 according to analysts (see chart XI, page 09). 
Emerging Europe boasts a notably benign outlook, helped also by 
the positive growth momentum in the Eurozone. We thus maintain 
our positive bias towards the region, with exposure further 
strengthened in September by the implementation of our new 
Strategic Asset Allocation framework.
Commodities continue to post positive returns: oil fundamentals are 
improving in line with our expectations, and industrial metals have 
showed impressive price action carried by emerging demand. The 
three-month outlook for commodity prices is generally positive, now 
that industrial and precious metals have retraced some of their 
strong summer gains.
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B. Should we fear high equity valuations?
By many measures, stock markets can currently be considered 
overvalued. Since 2012, price-to-earnings ratios have risen 
continuously on the back of expansionary monetary policies, 
especially in the US. Late 2016, equity multiples stretched 
further, on optimism regarding pro-business policies by the US 
Congress and Administration, much of which remains in 
planning stage. As a result, traditional valuation ratios now 
stand close to decade highs, albeit lower than the levels reached 
during the Internet bubble.
In our view, the ongoing shift in economic paradigm towards 
structurally lower growth and interest rates means that past 
valuation metrics may not be a good guide for the future. 
Notably, price-to-earnings ratios seem sensitive to the inflation 
regime. Using very long-term historical data provided by 
Professor Shiller, we find that an economic environment of 
positive but contained inflation – typically between 1% and 3% 
–  supports higher valuations than extreme inflation regimes 
such as deflation or hyper-inflation. As such, the current “soft 
goldilocks” market environment (i.e. low but stable growth, 
with positive but contained inflation) tends to favour higher 
valuations. As do the improved global macroeconomic outlook 
and the richness of other asset classes such as credit or 
government bonds.
We would thus not consider current equity valuations as a 
bearish signal per se. Instead, we expect this backdrop to prevail 
so long as earnings dynamics are robust. The last earnings 
season saw most companies significantly exceed expectations. 
Going forward, our outlook for the US economy supports a 
continuation of this trend. Depending of the final size of tax 
cuts, 2018 US earnings estimates might even be lifted. More 
importantly, the current global re-synchronisation warrants 
sustained earnings momentum for the quarters to come.

In the oil sector, we see the consequences of the recent hurricanes as 
short-lived while the underlying positive dynamics should prove 
robust. US production is rolling over, suggesting that shale 
companies are revising down their capital expenditures with WTI 
(West Texas Intermediate) futures trading around USD 50 per 
barrel. After a couple of above-target months, compliance with the 
ongoing OPEC/non-OPEC (Organization of Petroleum Exporting 
Countries) output agreement also improved in August, while most 
agencies raised their oil demand estimates for 2017 and 2018. Oil 
upside will nonetheless be capped by the additional supply that 
could be triggered by WTI prices significantly exceeding shale 
production costs.
Finally, gold contributed to commodities’ outperformance, 
benefitting from geopolitical concerns. Still, we expect it to remain 
in our USD 1,100-1,300 per ounce range, as US yields gradually 
move up.
All told, our current positioning is very much a continuation of past 
quarters, remaining in risk-on mode and preferring emerging assets 
to US assets, and risky assets to “safe” assets. Barring geopolitical 
risk, we identify two potential game changers that could 
significantly challenge our baseline scenario in coming months: 
EUR/USD overshooting and successful US tax reform. While the 
latter might be most detrimental in terms of relative positioning, we 
see the former as most disruptive in terms of absolute performance.
Indeed, a EUR/USD rising above, say, 1.30 by year-end, would not 
only far exceed its fundamental value, but the extreme pace of 
appreciation implied (almost 25% over one year) would afford 
companies little time to adapt their financing. It would not be 
sustainable for export-driven sectors, eventually threatening the 
Eurozone recovery. As such it would trigger outflows from European 
equity and debt markets. The outflows would not necessarily extend 
to emerging markets, for whom a weaker US dollar would be 
supportive.
Our second risk factor, an above-expectations US tax deal, could 
lead to faster tightening of monetary conditions and a stronger 
greenback, eventually hurting emerging and commodity exposure – 
while supporting US equities. Hedge funds managers should, 
however, be able to take advantage of greater sector and regional 
dispersion.

Sophie Chardon, Cross-Asset Strategist 
Grégory Lenoir, Head of Asset Allocation
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