
• Potential progress on a trade deal remains 
a key upside risk for equities, but with 
weaker momentum and high central bank 
expectations, a more judicious allocation 
to stocks may be warranted.

• Firm and diverse demand for high quality 
bonds likely to help keep interest rates 
stable to modestly lower, while policy 
uncertainty may weigh on commodities, 
with the exception of gold.

Source: State Street Global Advisors, FactSet.
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Source: IMF, State Street Global Advisors Economics. 
The above forecasts are estimates based on certain 
assumptions and analysis. There is no guarantee that the 
estimates will be achieved.

• Growth prospects for emerging markets 
are closely tied to factors impacting their 
developed counterparts, although some 
countries may benefit from US-China 
trade issues as global supply chains shift. 

• Our growth estimates for China in 2019 
and 2020 are slightly lower at 6.1% and 
5.8% respectively.

Figure 2 
China Growth 
Eases Slightly
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Figure 1  
Global Growth to Pick Up 
in 2020

 World Real GDP Growth, 
% chg y/y 

 Long-term Average 
Growth (3.67%)

Source: State Street Global Advisors, Oxford Economics, 
International Monetary Fund (IMF). The forecast is an 
estimate based on certain assumptions and analysis made 
by the State Street Global Advisors Economics Team. 
There is no guarantee the estimates will be achieved.

• Worsening trade tensions between the 
US and China have deepened a global 
slowdown that started to materialize in 
2018. A synchronized global downturn will 
likely see growth record a post-crisis low 
of 3.2% for 2019.

• Central banks have increasingly shifted 
to looser monetary policy, a stance that is 
likely to persist into 2020.
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Mounting trade-related concerns and the associated 
downturn in economic forecasts have raised the specter 
of recession, although global growth is still set to pick up 
to 3.4% in 2020 from 3.2% this year.

Worsening trade tensions between the US and China have deepened a global slowdown that 
started to materialize in 2018. The world economy has swung from a synchronized global upturn 
that saw global GDP growth accelerate to a six-year high of 3.8% in 2017 to a synchronized 
global slowdown set to reduce growth to a post-crisis low of 3.2% this year. The slowdown is 
broadly distributed, with both advanced and emerging economies slowing, but the relative 
outperformance of the US is quite noteworthy. Indeed, the US likely grows 2.3% this year, which 
would be the best among the G7 countries. Moreover, this, as well as our 1.9% GDP growth 
projection for 2020, has not changed since March. Another important observation is that this 
slowdown has been disproportionately centered on manufacturing, whereas global services 
activity is holding up relatively well. This “resilience in divergence” is central to our view that the 
global economy will likely avoid a recession. 

Consumer spending has proven another relatively bright spot. Admittedly, we can’t take this 
for granted, and the consumer story is not entirely uniform. For instance, consumer sentiment 
has taken a hit in the UK, Australia, and other economies where households struggle with 
political risks, high debt, and housing corrections. Persistent labor market strength still offers 
considerable support and represents an important cushion that should help carry the global 
economy through until, as we still anticipate, trade tensions (temporarily) subside as we approach 
US elections. Nonetheless, the trade war has already taken a considerable toll. Global trade 
volumes are contracting at the fastest rate since the Global Financial Crisis (GFC) and global 
industrial production growth is on a par with the lows seen during the depths of the euro crisis 
and the 2015-16 slowdown. But, on the assumption that a trade “truce” is reached that prevents 
further tariff escalation, a bottom should start forming soon. This might then give way to a modest 
improvement in activity in 2020 when global growth likely quickens to 3.4%.

Global Picture: 
Deepening Slowdown 
Amid Policy Support
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The much talked-about inflation “deficit” persists across developed markets despite continued 
labor market healing that has brought unemployment rates to multi-decade lows. Having 
highlighted the inflation “mystery” a couple of years ago, the Fed, alongside other central banks, 
has engaged in a more focused review of concepts such as NAIRU (non-accelerating-inflation 
rate of unemployment) and the neutral interest rate. From the Fed to the Bank of Canada (BoC) 
to the Reserve Bank of Australia (RBA), the widely held conclusion among policymakers is that 
economies can now support considerably lower levels of unemployment without generating 
undue inflationary pressures. NAIRU estimates have been lowered, neutral policy rates have 
come down as a result, and policy interest rates have fallen in many economies as a direct result. 
At the same time, it does appear that we may finally be approaching a point of labor market 
tightness where wage inflation is turning higher. Cycle-high wage inflation in the US and UK 
would seem to suggest as much. We are not concerned about an inflation “event”, but it would 
be incorrect to assume that inflation is altogether dead. Rather, we view it as “manageable”.

Changing central banks’ views around NAIRU and the neutral rate, combined with heightened 
risks to the outlook, have driven another round of monetary easing globally. The Fed has by now 
delivered the two rate cuts that we had incorporated in our June forecast and it may yet cut 
again. The RBA has also cut twice and is poised to do so again. The ECB has cut further and is 
restarting quantitative easing (QE). Other central banks have delivered various doses of stimulus. 
Policy support in the context of intensifying risks makes sense. But given the already low level of 
interest rates globally, we would much prefer to see a more balanced policy response, with more 
emphasis on fiscal policy. India’s recent policy announcements are noteworthy in this regard.

For some time now, investors have been grappling with two types of questions about the US 
economy. One has to do with the length of the expansion: can this cycle, already the longest on 
record, keep going? The other has been more of a relative-type question: while the US greatly 
outperformed its developed market peers in 2018, would it be able to do so again in 2019? The 
answer so far has been yes on both counts. Moreover, we look for US outperformance to persist. 
Much ink has been spilt over this since the spring, but unless there is additional tariff escalation 
or some other major shock, we see the chance of a US recession over the next 12 months at 
around 20–25%. And while it is true that the US economy has and will continue to modestly slow, 
its relative performance vis-à-vis key trading partners (Eurozone, Japan, China) will be little 
changed. The early stages of a genuine convergence with the rest of the world should become 
visible — US slows, rest of the world improves modestly — over the course of 2020. But even 
then, the US remains the best-performing economy among the G7.

The rationale for our US outlook is not necessarily US specific. Rather, it is more that the positives 
appear strongest in the US, just as the negatives appear less intense. In other words, there is 
“resilience in divergence”. We’ve identified two key divergences in the global economy. One is 
the divergence between manufacturing (teetering on contraction) and services (generally doing 
quite well). But these two sectors are not created equal: manufacturing accounts for 10% of the 
US economy, while services make up 90%!

Global Inflation 
Well Contained

New Round of 
Monetary Easing

“Resilience 
in Divergence”

US:  
Still Outperforming
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The other key divergence is that between business investment, which has fizzled out after a 
good run in 2018, and consumer spending, which has rebounded nicely in recent months. Again, 
investment is important, but private consumption accounts for roughly 70% of the US economy. 
To recall a favorite tag line of ours: “as long as the consumer and services hold, the US economy 
holds!” When we look at employment (very high) and wages (elevated), the household debt 
service burden (very low historically) and the personal savings rate (close to cycle highs), we 
draw one conclusion: the US consumer is in great financial shape. Fed Chair Jerome Powell said 
this much in his press conference after the September meeting of the Federal Open Market 
Committee (FOMC). It is true that the labor market is generally a lagging indicator, but with over 
seven million open positions in the US and not that many unemployed people, there would appear 
to be considerable strength in the pipeline to carry us through for some time. Even with what we 
expect to be slower job growth in 2020, it still seems likely that the unemployment rate continues 
to hover below 4.0% next year. The Fed’s summary of economic projections shows a similar 
expectation, with the unemployment rate seen steady at 3.7%.

Another positive is that we now have a two-year budget deal that has eliminated the risk of 
automatic spending cuts into the next fiscal year. On the contrary, spending caps have been 
raised and we anticipate a small fiscal stimulus in 2020. The debt ceiling has also been raised 
through July of 2021, eliminating a recurring source of risk/volatility.

Business investment has slowed, but it is far from collapsing, and not all that weakness has to do 
(directly) with trade uncertainty. Residential investment has been the weakest link by far, but it 
may very well be here that the Fed’s recent easing could make a significant difference. It is quite 
possible that, having consistently declined since the start of 2018, residential fixed investment 
may yet revive before long. The impressive rebound in housing starts and permits in August keep 
this hope alive. Weakness is apparent elsewhere, with lower oil prices depressing rig activity and 
structures investment.

Inflation is not dead. Core consumer price inflation sits at a cycle high and while the headline 
measure has been buffeted by a combination of methodology changes and lower oil prices, we 
do expect it to converge higher towards the core rate in the coming months. Core PCE inflation 
(which is the Fed’s preferred target) has been softer, but this gap between the two measures 
has historically persisted. The Fed, as well as ourselves, see even this measure of inflation rising 
gently towards 2.0%. 

After two rate cuts that have left the FOMC committee deeply divided over what the next step 
should be, absent new information or events that drive a change of views regarding the outlook, 
we think the best move is to stay put for a while and reassess. Data does not suggest another cut 
is urgently needed and, for what they are worth, the latest median dots (from the Fed’s ‘dot plot’) 
do not reflect it. Still, the reality is that the Fed had opened multiple paths toward 50–75 basis 
points worth of “mid-cycle” easing with a triad or arguments: 1) weak inflation expectations; 2) 
heightened risks amid intensifying trade tensions; and 3) lower estimates for the natural rate of 
interest (also known as r*, which reduced by 30 basis points to 2.5% in June). The first argument 
seems less convincing given recent data, but trade uncertainties and the realities of a lower r* 
remain. So, another insurance cut is quite possible, but we would caution against expecting any 
further cuts beyond that.      

What About the 
Weaker Links?

What About the Fed? 
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Italy’s political troubles have been much discussed. But it is the macro policy paralysis within the 
eurozone that troubles us just as much, if not more. The region is currently undergoing a cyclical 
slowdown. Such a deceleration should not be either surprising or particularly problematic; It is 
widely recognized that the eurozone’s 2017 growth rate of 2.5% was unsustainable. The trouble 
really lies in the structural impediments to growth, which, unlike in a typical nation-state, are 
intimately linked to the region’s incomplete monetary union and lack of an institutional framework 
designed to facilitate a flexible deployment of fiscal policy when required. 

There is an urgent need for national-level reforms in many eurozone countries. Italy’s complaint 
that the common currency has shackled its industry has some validity, but is not the whole story. 
After all, Spain has the same single currency constraints, yet the Spanish economy has greatly 
outperformed Italy’s. There must be something more to the Italian underperformance story. 
The answer lies in national-level structural reforms (such as labor market reforms) that Italy has 
persistently avoided but Spain has pushed through. A quick glance at the working-age female 
labor force participation (FLFP) in these two countries is quite revealing. Back in 1992, FLFP in 
Spain and Italy was almost identical at around 44%. Today, the rate in Spain stands at close to 
70%, whereas it is far behind in Italy at just 56%. This is a severe limitation but also an opportunity 
that, with the right policies, could be harvested to lift Italy’s potential growth. 

But even in a best-case scenario of considerable growth-enhancing reforms, changes are 
needed to the union’s institutional framework in order to facilitate a more flexible and effective 
deployment of fiscal policy to augment the so-far single-handed monetary policy intervention. 
Alternative solutions, such as fiscal spending aimed at mitigating the short-term pain of structural 
reforms, strikes us as a more impactful policy mix. It remains to be seen whether in coming ECB 
President Christine Lagarde — although in that role is probably unlikely to wade very publicly 
into the fiscal policy debate — could wield influence behind closed doors to energize the political 
establishment to move in this direction. Evidence that such a policy shift is underway would 
make us feel more sanguine about the region’s medium-term prospects. 

For now, the region is stuck in low gear, with GDP growth unlikely to exceed 1.1% this year and 
1.3% in 2020. Not only have both the weak and the strong been hurting in this downturn, but 
the traditional roles have even reversed somewhat. Germany is poised to grow just 0.6% this 
year, having narrowly escaped a technical recession in late 2018. And the road ahead remains 
exceedingly bumpy: Germany’s manufacturing PMI has been stuck in contraction territory 
for over half a year, with few signs of improvement. In fact, it has fared worse than Italy, which 
did undergo a mild technical recession in 2018. By contrast, France is shaping up to be the 
growth leader among the “Big-3” this year, an unusual situation that to some extent mirrors the 
dichotomy seen around the world between a weak manufacturing sector and a much more 
resilient services sector. France is still expected to manage 1.4% growth this year, whereas Italy 
will be essentially flat.

Progress on inflation has been slow. The core measure is unlikely to move materially above 1.0% 
for some time yet given the backdrop of softer growth. Meanwhile, the headline rate likely dips to 
1.3% in 2019, largely on account of oil prices, and only moves up a couple of tenths next year. 

Eurozone:  
Policy Diversification 
Is Desperately 
Needed, Will It Come?

In Low Gear
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Against this backdrop, the ECB eased progressively, with the deposit rate falling to zero in 2012, 
-20 basis points in 2014,-30 basis points in 2015, and to -40 basis points in March 2016. It also 
introduced a genuine QE program in January 2015 and subsequently made a slew of adjustments 
and enhancements to it. As growth accelerated and the threat of a broad-based deflation 
receded, the Bank changed direction in 2017, starting to “taper” QE that April and ending the 
program in December 2018 (although reinvestments continued). 

But the ECB’s hopes of initiating genuine policy normalization have been thwarted once again. 
On the contrary, after repeatedly altering its forward guidance in response to the region’s sharp 
slowdown and announcing another longer-term refinancing operations program (TLTRO-III), the 
Bank cut the deposit facility rate to -0.50% in September. And despite considerable opposition, 
the bank announced it would restart QE in November. We are skeptical that this new round 
of stimulus will accomplish much. After all, we do not think the eurozone’s real problem is the 
high cost of capital, yet all that further monetary easing can hope to accomplish is to reduce 
borrowing costs. Still, until a better policy mix can be deployed, something is probably better 
than nothing. 

The ongoing Brexit drama has cast a long shadow over the UK economy for three years now. 
While performance proved resilient in the early phase, with GDP up 1.8% each in 2016 and 2017, 
deeper cracks began appearing last year. Momentum waned in the early part of 2018, although 
it reaccelerated in the second and third quarters on a combination of the World Cup, Royal 
Wedding, and unusually warm weather. Nevertheless, sluggish real wages and fragile home prices 
(particularly in London) have hindered consumption, while Brexit chaos weighed on business 
sentiment, causing fixed investment to come to standstill. Hence, the economy advanced just 
1.4% in 2018, matching the lowest outcome since 2012.

Unfortunately, 2019 has brought neither clarity as yet on the next path forward for Brexit, nor 
relief for business or consumer confidence. We are thus still in a scenario where the economy 
fails to manifest the better growth that its otherwise decent fundamentals would suggest, rather 
than a situation in which those fundamentals have been materially undermined. We find it telling 
that, even amid Brexit, the labor market continues to tighten and wage inflation just touched a 
post-GFC high. Even fixed investment is merely stuck in low gear rather than collapsing outright. 
We look for private consumption to grow by 1.8-1.9% this year, similar to its 2018 performance, 
and for fixed investment to come in roughly flat (after a 0.2% increase last year). Given this, 
it should not be too surprising that our overall GDP growth projection does not show a major 
slowdown either. Indeed, while we have brought this year’s forecast down by a tenth, we still see 
the economy expanding 1.2% this year. 

A more binary story seems likely in 2020, depending on how Brexit plays out. The huge 
divergence of views among professional forecasters tells the story well, with the September 2019 
Consensus Forecasts publication showing an extraordinary 2.0 percentage points gap between 
the low and the high estimates. Assuming a cliff-edge is avoided, growth should marginally 
improve in 2020, not dissimilar to our expectations for the eurozone. 

ECB Shifts

UK:  
Treading Water
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Inflation accelerated sharply in 2017 on a combination of rising oil prices and the depreciation of 
sterling following the referendum result. Indeed, headline consumer price inflation jumped 2.0 
percentage points to 2.7%, by far the highest in the G7. Since then, though, headline inflation has 
steadily retreated and stood at just 1.7% y/y in August. Core inflation has followed a similar path, 
spiking to 2.7% y/y in the latter part of 2017, but is now down at 1.5%. Still, the Bank of England 
(BoE) views this as likely temporary, noting in its September policy statement that “unit wage 
cost growth has also risen, to a level above that consistent with meeting the inflation target in the 
medium term.”

Given Brexit uncertainties, the BoE can’t do much for the time being. Indeed, having cut the Bank 
Rate to 25 basis points in the immediate aftermath of the referendum and then raised twice (in 
November 2017 and August 2018), the BoE has since stayed pat. It stands ready either to cut in 
the event of a hard Brexit, but also to hike (though only “gradually and to a limited extent”) should 
the more benign scenario of a favorable resolution play out. The promise — and the premise — 
remains the same: “in all circumstances, the Committee will set monetary policy appropriately 
to achieve the 2% inflation target. The MPC judges at this meeting that the existing stance 
of monetary policy is appropriate.” In our view, the same stance will likely prove appropriate 
throughout 2020 as well. A real possibility exists, however, that the BoE may yet be forced to 
provide some policy accommodation should the more negative Brexit scenario materialize. 

Japan is one of the rare economies where activity has held up a little better than expected 
this year, driving a 0.2 percentage point (ppt) upgrade to our 2019 forecast, which is now 0.9%. 
However, the economy is vulnerable both to external risks and to the negative impact of the 
upcoming VAT hike. While the 2020 Olympics should support growth, the entirety of the macro 
dynamics is such that we have simultaneously lowered the 2020 growth forecast by two tenths to 
0.3%. Longer term, structural reforms such as a more open migration policy, along with efforts to 
accelerate productivity are required to offset the aging workforce and revive potential growth. In 
this respect, we are encouraged by the clear pick-up in female labor force participation, but more 
will be needed to offset Japan’s considerable demographic drag.

Public investment supported growth in the first quarter, while consumption was a drag. In the 
second quarter, they reversed roles. Consumer spending hasn’t exhibited the sort of surge 
one might anticipate ahead of a VAT tax hike, indicating a more muted overall spending cycle, 
perhaps less accretive to growth. Manufacturing has been gripped by persistent weakness with 
the PMI languishing below 50 for much of this year. Exports have similarly underperformed. 
Slowing growth in key export markets such as China and spillover effects from global trade spats 
remain a principal concern to companies; the risk of Japan-South Korea relations deteriorating 
further merely adds to the already-strong headwinds. 

Brexit and Inflation Focus 

Japan:  
More Policy Support 
Will Be Needed
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Inflation has been anemic but the Bank of Japan insists that it is making progress on 
achieving the 2% target. Wage inflation has averaged a negative 0.6% over the course of the 
year, mainly impacted by the usually volatile bonus component. The silver lining has been a 
steady improvement in regular earnings, which strips off the bonus component. The impact of 
methodological changes in computing labor cash earnings will wear off in early 2020 and we 
might actually see an improvement in wage inflation. But intense competition will limit pricing 
power and cost pass-through to consumers. Although the Bank of Japan’s measure of the 
output gap still points towards inflation of above 1%, we expect inflation to come in at only 0.6% 
in 2019 and improve only one tenth to 0.7% in 2020.

The Bank of Japan has watched several central banks make pre-emptive rate cuts, but has so far 
remained on the sidelines. That may change soon. Given limited fiscal space, the BoJ will again 
be expected to do the heavy lifting come 2020. Earlier in the April meeting, the BoJ made minor 
tweaks to the policy setting, relaxing eligibility criteria for provision of credit and expanding the 
eligibility criteria for collateral. We tend to believe that a broader slowdown in 2020 will force the 
BoJ to act. BoJ Governor Kuroda in a recent interview with Nikkei said that moving rates further 
into the negative territory is definitely an option, and we have factored in a 20 basis points cut into 
our forecasts, taking the policy rate to -0.30% in 2020.

Inflation Anemic, but 
Bank of Japan on Watch
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Emerging Markets Outlook

Simona Mocuta
Senior Economist 
Global Macro and Policy Research

Three key forces are shaping the near-term outlook for 
emerging markets: the trade war, the global slowdown and 
US Federal Reserve policy. However, the impact will vary 
by country.

The EM macro story is always one of many twists and turns as there are as many narratives 
as there are emerging economies (Figure 4). Still, some common threads always exist. In our 
view, the three key forces shaping the short-term EM outlook—namely the trade war, the global 
slowdown and Fed policy—remain very much front and center. But these factors will not impact 
all countries equally. The degree of openness to trade, degree of overall indebtedness and 
especially exposure to dollar-denominated debt, economic structure, fiscal policy settings, 
progress on domestic structural reforms, etc., are all going to be important in differentiating one 
emerging economy (and financial market) performance from another. Indeed, some emerging 
market economies may even benefit from US-China trade tensions as global supply chains shift. 
Regardless of external conditions, though, we believe that the domestic macro policy quality will 
likely become increasingly important over time as the natural growth advantage of emerging over 
developed markets narrows in line with less favorable demographics and diminished scope for 
catch-up growth. As the EM population ages, and as EM labor costs rise, the advantages of the 
past will diminish and macro policy aspects should become more prominent differentiators.

Figure 4 
Select EM Real GDP 
Growth Forecasts 
for 2019

Source: State Street Global Advisors, Macrobond as of September 30, 2019. There is no guarantee that the estimates  
will be achieved.

Emerging Markets: 
Important, But 
Heterogeneous
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China:  
Growth Deceleration 
Unfolding, Some 
Data Oddities

India:  
A Better Place 
for Business?

Brazil:  
Getting Closer 
to Delivering On 
Pension Reform

Amid intensifying trade tensions, China’s GDP growth slowed from 6.8% year-over-year (y/y) at 
the start of 2018 to 6.2% y/y by the second quarter of 2019. Further deceleration is likely despite 
more accommodative domestic fiscal and monetary policies. Industrial profits have experienced 
the biggest declines since the Global Financial Crisis, fixed asset investment growth has slowed 
sharply, and car sales have been declining y/y for more than a year. Housing indicators remain 
mixed, with land area purchased by developers down noticeably from a year ago; however, there 
are some signs of stabilization in house prices. The manufacturing sector has been caught in the 
cross fires of the trade war. And yet, there have been some signs of stabilization even here as the 
Caixin manufacturing PMI rose to a 19-month high in September. The challenge for investors is 
that the latest tariff escalation is probably not yet captured in this data, and so the risk of renewed 
deterioration is significant. Much will depend on how the latest round of trade talks plays out. 
Even if acute tensions subside, the medium-term trajectory for China remains one of moderate 
deceleration in line with a declining potential growth rate. We see growth slipping to 5.8% in 2020 
and closer to 5.5% by 2021.

The domestic policy backdrop has turned more supportive in India, even though the benefits 
may not necessarily become visible right away. In fact, although more isolated from the trade 
conflict given its reduced dependence on export demand, India’s economy has also lagged 
recently. In fact, high frequency indicators remain decidedly subdued across a spectrum of 
sectors. The most recent GDP print showed household spending growth more than halving 
to an uncharacteristically low 3.1% y/y. Fixed investment was barely better. Only government 
spending has held up as the administration taps fiscal stimulus. Having raised interest rates 
twice in late-2018, the Reserve Bank of India has since changed course, lowering rates by a little 
over one percent this year. This has kept the rupee under pressure, though off the record lows hit 
a year ago. 

The combination of fiscal and monetary stimulus should help lift growth by about one percentage 
point to 6.8% next year. But more so than this cyclical rebound, there may be a more compelling 
medium-term growth proposition for India as recent reforms, including the recent corporate tax 
cut, have the potential to boost the country’s productivity. That these efforts coincide with what 
appear to be persistent pressures to adjust global supply chains amid ongoing China-US tensions 
is probably quite fortuitous with India. It is too early to say whether India will be able to really 
capitalize on the opportunity, but it at least appears to be taking necessary steps to improve its 
chances. India’s placement in the World Bank Doing Business survey has improved markedly: 
after essentially no progress in the entire prior decade, India has moved up in the rankings by 
53 slots in just the last two years alone. This is a welcome development and bodes well for the 
medium term.

As in India, the high-frequency macro data in Brazil remain underwhelming. Industrial production 
continues to decline on a year–on-year basis, retail sales are still trying to decisively bottom, 
and while housing seems to have stabilized, momentum is still subdued. Under the cover of an 
easier Fed and modest domestic inflation, monetary easing resumed in July after an extensive 
pause. The Selic rate has been lowered by 100 basis points to 5.5%. This should help stabilize 
activity, though growth likely remains quite subdued through 2020. More important than today’s 
growth, however, will be the outcome of Brazil’s much-awaited pension reform, as passage 
and accompanying savings would speak to a much-improved trajectory for public finances. 
Fortunately, after some earlier disappointments, reform momentum has picked up noticeably 
of late, with pension reform advancing through several key stages. Final passage would not 
necessarily do much for near-term growth, but would be a considerable boost to confidence 
and, most importantly, to medium-term fiscal sustainability.
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Global Capital Markets Outlook

Jerry Holly
Senior Portfolio Manager 
Investment Solutions Group

An eventful third quarter and a mixed outlook for the 
remainder of the year may see investors maintain a 
cautious stance as they await developments on the 
economic and trade fronts. 

It is difficult to say whether capital markets are operating on a stronger foundation at the end 
of the third quarter than they were at the beginning of the period, with prices for many assets 
(except bonds) barely changed. Economic growth prospects, though slightly downgraded by 
some international economic agencies, are not much different in our view. And policy support 
continues to re-emerge as central banks have largely shifted to reducing short-term policy rates 
while maintaining or reviving asset purchase programs; there have even been some indications 
of fiscal stimulus. But these admittedly simplified characterizations have been confronted 
by a number of formidable obstacles, including external shocks (some new, some old), sharp 
dislocations and shifting market internals across different asset classes.

One old external shock that has continued to influence markets is the state of global trade. 
Markets entered the third quarter with a sense of cautious optimism following the G20 summit 
in Japan, where the United States and China reached a truce on the ongoing trade conflict and 
also agreed to restart trade negotiations. The favorable sentiment would prevail for much of 
July as the S&P 500 Index eclipsed 3,000 for the first time ever, but as the calendar shifted into 
August and September the mood in markets became more circumspect. The Federal Reserve 
(Fed) reduced its target for the federal funds rate for the first time since 2008 in late July and 
would go on to cut again in September. Both moves were expected but the July cut, in particular, 
disappointed market expectations. President Trump’s announcement on August 2 that the 
United States would impose 10% tariffs on another US$300 billion worth of Chinese goods did 
little to assuage mounting fears surrounding prospects for global growth. However, the most 
vicious price action came later as China devalued the yuan in response to the tariff escalation 
and USD/CNY breached the psychologically important level of 7.0.

The elevated volatility led to some important milestones in bond markets as well. The US yield 
curve, measured using yields on the 10-year and two-year notes, inverted for the first time since 
the Global Financial Crisis and the 30-Year Treasury bond yield sunk to an all-time low beneath 
2% in late August and early September (see Figure 3 on Page 1). 
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And while equity prices and bond yields both moved higher in the first half of September as trade 
relations appeared to be improving between the US and China, volatility perked up in commodity 
and money markets amidst sharp dislocations in oil prices and repo borrowing rates. A drone 
strike on Saudi Arabian oil facilities led to the largest single day rise in the price of crude oil since 
2008. And the following day, the New York Fed had to intervene in money markets for the first 
time since the GFC in order to tamp down borrowing rates for overnight funds. Throw in some 
short-term relative outperformance from out-of-favor equity segments such as value stocks and 
small cap shares and investors were left wondering whether something in the market landscape 
was shifting.

The net effect was mostly sideways trading across equity markets in the third quarter, with 
the MSCI All Country World Index posting a miniscule loss of 0.03%. Even with the sharp 
reversal of interest rates in September, bond markets delivered healthy gains, with the FTSE 
World Government Bond Index (WGBI) advancing 2.7% in local terms (+0.85% in US dollars).

Given all that investors had to digest during the third quarter, many have questioned how equity 
markets have been able to hold the line, even if the year-to-date appreciation in stocks took a 
breather in Q3. After all, aren’t plummeting interest rates and inverted yield curves harbingers 
of gloomy times ahead? Bond markets have their own idiosyncratic forces at work, but won’t 
slowing earnings growth eventually become a drag on further stock market appreciation? Even 
the US market — where earnings and share prices have been most resilient — is currently in the 
midst of a profits recession with (mildly) negative earnings per share (EPS) growth in the first two 
quarters of 2019 and a decline of 4% expected for Q3.1

On the whole, we respect these concerns and have dialed back our exposure to equities — 
we now maintain a small underweight to the asset class. Our shift out of equities has been 
driven mainly by weaker momentum indicators as well as the idea that markets may be relying 
too heavily on central bank support (and pricing too much in). But we also recognize that 
sentiment can shift quickly amidst shocks that span trade developments, foreign exchange 
intervention, geopolitical risks and money market unrest — hardly factors that one would 
consider equity market fundamentals. Thinking about longer-term patterns, it should be noted 
that stock markets have demonstrated a reliable pattern of outperformance during the third 
year of a Presidential term. But with global equities already up 16.2% this year, a favorable 
annual outcome may still be earned even if the fourth quarter market environment proves 
less constructive than the year-to-date experience. 

Where fundamentals may have more explanatory power could be in the relative performance 
and prospects for different equity markets around the world. For example, consider the following 
data which breaks down equity performance, using return on equity (ROE), in accordance with 
the Dupont framework. The most obvious take-away from Figure 5 is that the United States 
is operating at a significantly higher level in terms of ROE — coming in at around 19%. Given 
the strong ROE, it may not come as a huge surprise that the underlying drivers are also more 
compelling for the US market. Profitability is the best amongst the four groups of regional 
equities, efficiency in terms of asset turnover is the highest, and the leverage undertaken to 
generate these returns is the lowest. Across other developed markets, Europe ranks second in 
terms of overall ROE but that is being driven by significantly higher leverage than other markets. 
In the Pacific region, low and declining profitability remains a concern. Meanwhile, the Dupont 
breakdown for emerging markets shows no extreme outliers, but it does illustrate a meaningful 
gap with US equities. 

A More Cautious 
Outlook for Equities

US Market Looks 
Best, but Longer-term 
Risks Remain
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Figure 5 
Dupont Analysis for 
Major Equity Regions

MSCI USA Index MSCI Europe Index MSCI Pacific Index MSCI Emerging 
Markets Index

Return on Equity 19.1 12.6 9.2 12.4

Profit Margin 11.8 8.8 7.5 9.9

Asset Turnover 0.3 0.2 0.2 0.3

Financial Leverage 4.8 8.0 5.4 5.0

Source: State Street Global Advisors, FactSet as at September 25, 2019.

Our evaluation of the regional equity outlook is roughly in accordance with what this analysis 
would suggest — even though we consider a variety of other factors. The US market looks 
best, in our view, and we maintain an overweight US position while retaining either neutral or 
underweight positions across non-US equities. Longer-term risks remain for continued US 
outperformance including its relative size across global equity markets, regulatory and antitrust 
risks to the important technology sector, and the potential for corporate tax cuts to be rolled 
back under a Democratic administration (pending the outcome of next year’s Presidential 
election), amongst others. But with a better macro environment driven in part by firm consumer 
spending and a resilient services sector, the US market is our preferred region for the time being. 

Other shifts in equity markets have also set off some alarm bells. In particular, we’ve witnessed 
some significant changes to market internals even without dramatic moves in equity markets 
from an aggregate perspective. The most notable development includes a sharp reversal in 
the relative performance of value versus growth stocks, or value factors versus other factors 
like momentum. The rotation into value was dramatic and, at least so far, confined to a limited 
window in September. So has this rotation represented a sharp, but uneventful, adjustment 
or could it signal bigger changes underneath the surface of equity markets? In terms of the 
broader implications, history is a bit mixed. In the last two bear markets, for instance, the 
behavior of value and growth stocks couldn’t have been more different; value shares dramatically 
outperformed during the tech crash in the early 2000s, but faltered significantly during the 
Global Financial Crisis.

Perhaps the more relevant insight isn’t whether value or growth is currently in favor, but the fact 
that in both of these episodes the style leadership changed course roughly six months to a year 
before the onset of a recession. But in recent times, value has often made a late-year push that 
has eventually faded. In late 2016, value stocks significantly outperformed in the wake of the 
US Presidential election results, but that rally fizzled out before the year was over. Last year, 
value outperformed during a volatile fourth quarter that was characterized by a tech-led sell-off, 
concerns of monetary policy mistakes and deteriorating global growth. The most recent episode 
occurred amidst a dramatic rebound in real interest rates — a feature which was also prevalent 
in 2016 and 2018. To the extent that continued value outperformance requires interest rates to 
march steadily higher, investors with a bias for cheaper shares may continue to be disappointed. 

Is Rotation to  
Value Sustainable?
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To the extent that fundamental analysts find themselves frustrated in deciphering the 
movements of equity markets, they might be better off ignoring bond markets altogether. Certain 
developments across fixed income markets can be attributed to stronger or weaker economic 
releases, as well as the safe haven bid associated with the ebb and flow of trade negotiations 
between the US and China and other geopolitical risks. But the flow into fixed income has been 
relentless, and counter-intuitive in some cases. Consider this past August as an example. By the 
third trading session of the month, the yield on the US 10-year Treasury note had sunk by more 
than 25 basis points to 1.75% in response to elevated trade tensions. But as equities stabilized 
and then recovered during the second half of August, bond yields continued to fall — eventually 
dropping by 50 basis points on the month. 

We can also look across different bond markets and currencies for market pricing that seems 
difficult to rationalize at first glance. Negative-yielding bonds might not be so offensive to banks 
that are focused on their risk-weighted assets or dealers in need of high-quality collateral, but the 
fact that they may also represent an arbitrage opportunity requires a breakdown in fundamental 
relationships like covered interest parity — a development that has been a result of post-GFC 
banking regulations. Elevated and increasing deficit spending is also something not usually 
associated with good conditions for bond investors. But when the Congressional Budget Office 
released updated projections showing $1 trillion US deficits as early as next year, bond markets 
didn’t bat an eyelid.

In our own analysis, the fundamental influences are mixed. Some longer-term factors suggest 
interest rates are too low and others, such as slowing PMIs, are consistent with interest rates 
falling further. On balance, stable-to-slightly lower interest rates looks like a reasonable near-
term outlook — especially if the sharp jump in rates in early September prompts some market 
participants to add to their bond portfolios at levels off of recent lows. As to the dislocations in 
federal funds and repo markets, the spike in funding costs in mid-September could very well 
be an aberration triggered by corporate tax payments and elevated Treasury issuance. But 
if authorities underestimate the ability or willingness of dealers to pledge Treasury collateral 
in funding markets, additional anxiety in money markets would likely send yields swiftly lower. 
By contrast, the upside risk to interest rates that might result from unmanageable inflation seems 
less imminent — even if measures such as core CPI and average hourly earnings are running 
at cycle highs.

Some of the most dramatic action in commodity markets during the third quarter revolved 
around policy decisions and geopolitical risks. However, the ongoing uncertainty associated 
with the trade conflict between the United States and Canada, as well as persistently downbeat 
forecasts for energy consumption, also helped to keep a lid on commodity prices. Consider that 
oil prices experienced their largest daily percentage gain since 2008 following the drone strikes 
that disrupted Saudi Arabian production in September, yet oil prices still ended lower on the 
quarter. Nickel, while not as significant to the broader commodity indexes, was also propelled by 
policy and managed strong price gains for the period — the price of nickel jumped to five-year 
highs as the Indonesian government accelerated a ban on the export of nickel ore. And gold, an 
asset which we increased exposure to, can in many ways be considered the ultimate barometer 
of the political and policy environment. 

Fundamentals 
Flagging in 
Fixed Income

Policy Uncertainty 
Driving Commodities
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Figure 6 
Gold Price and 
the US Dollar

  Nominal Trade-Weighted 
Exchange Rate Index, 
Major Currencies, 
Rebased to 100  
(Mar 1973) —  
United States (Left)

  Gold, London PM Fixing 
— Close (Right)

Source: State Street Global Advisors, FactSet. Past performance is not a reliable indicator of future performance.

Going forward, the outlook for broad commodities appears roughly balanced between upside 
risks associated with improvements in the trade atmosphere and geopolitical risks and downside 
risks associated with seemingly inevitable flare-ups in trade tensions, slowing industrial sectors 
and a persistently firm US dollar. In our portfolios, we maintain a neutral stance. Gold appears 
more favorably positioned, in our view. Technical factors associated with trend identification 
suggest that the price of the yellow metal has more room to run and fundamentals such as the 
level of interest rates and gold’s inverse correlation to equities provide support on that front as 
well. One potential fly in the ointment for gold may be the strength of the US dollar, which has 
shown few signs of weakness even as expectations for Federal Reserve rate cuts have dimmed. 
But with gold showing that it can move higher, even with an appreciating US dollar, it may take a 
much more meaningful improvement in the global growth outlook to cause gold to lose its allure. 

Unless noted otherwise, all returns are in US dollars as of September 30, 2019.

Sources: Bloomberg, FactSet, J.P. Morgan, Barclays, Wall Street Journal, The Economist, MSCI as 
of June 30, 2019.
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One-Year Return Forecasts USD (%) EUR (%) GBP (%) JPY (%) AUD (%) CAD (%)

S&P 500 6.7 3.9 -1.1 -5.0 6.2 3.3

Russell 2000 4.7 1.9 -2.9 -6.7 4.2 1.3

MSCI EAFE 6.4 3.6 -1.3 -5.2 5.9 3.0

MSCI EM 10.0 7.1 2.0 -2.0 9.5 6.5

Barclays Capital Aggregate Bond Index 1.9 -0.8 -5.5 -9.2 1.4 -1.4

Citigroup World Government Bond Index -0.3 -3.0 -7.6 -11.2 -0.8 -3.5

Goldman Sachs Commodities Index 5.2 2.4 -2.5 -6.3 4.7 1.8

Dow Jones US Select REIT Index 5.2 2.4 -2.5 -6.3 4.7 1.8

SSGA Forecasts as of September 30, 2019

September 30, 2019 
(%)

September 30, 2020 
 (%)

Central Bank Rates

US (upper bound) 2.00 1.75

Australia 1.00 0.50

Canada 1.75 1.75

Euro 0.00 0.00

UK 0.75 0.75

Japan -0.10 -0.30

Brazil 5.50 4.50

China 4.35 4.25

India 5.40 5.00

Mexico 7.75 6.50

South Africa 6.50 6.25

South Korea 1.50 1.25

10-Year Bond Yields

US 1.68 1.65

Australia 0.96 0.74

Canada 1.37 1.43

Germany -0.58 -0.47

UK 0.46 0.52

Japan -0.23 -0.24

Exchange Rates

Australian Dollar  (A$/$) 0.67 0.68

British Pound (£/$) 1.23 1.33

Canadian Dollar ($/C$) 1.32 1.28

Euro (€/$) 1.09 1.12

Japanese Yen ($/¥) 108.08 96.27

Swiss Franc ($/SFr) 1.00 1.06

Chinese Yuan ($/¥ ) 7.14 7.18

2019 (%) 2020 (%)

Real GDP Growth

Global 3.2 3.4

US 2.3 1.9

Australia 1.9 2.5

Canada 1.4 1.7

Eurozone 1.1 1.3

France 1.4 1.5

Germany 0.6 1.3

Italy 0.1 0.5

UK 1.2 1.4

Japan 0.9 0.3

Brazil 0.8 1.7

China 6.1 5.8

India 5.6 6.8

Mexico 0.3 1.1

South Africa 0.3 0.9

South Korea 1.9 2.0

Taiwan 1.9 1.5

Inflation

Developed Economies 1.5 1.7

US 1.8 2.1

Australia 1.6 2.1

Canada 1.9 2.0

Eurozone 1.3 1.4

France 1.2 1.4

Germany 1.4 1.5

Italy 0.8 1.1

UK 1.9 1.9

Japan 0.6 0.7

China 2.6 2.9
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For four decades, State Street Global Advisors has served the world’s governments, institutions 
and financial advisors. With a rigorous, risk-aware approach built on research, analysis and 
market-tested experience, we build from a breadth of active and index strategies to create cost-
effective solutions. As stewards, we help portfolio companies see that what is fair for people and 
sustainable for the planet can deliver long-term performance. And, as pioneers in index, ETF, 
and ESG investing, we are always inventing new ways to invest. As a result, we have become the 
world’s third-largest asset manager with US $2.9 trillion* under our care.
 

*  AUM reflects approximately $36 billion (as of June 30, 2019), with respect to which State Street Global Advisors Funds 
Distributors, LLC (SSGA FD) serves as marketing agent; SSGA FD and State Street Global Advisors are affiliated.

ssga.com 
Marketing communication.

Glossary

Basis Point One basis point is equal to 
one-hundredth of 1 percent, or 0.01%. 

Capital Expenditure (Capex) refers to 
investment by a company to acquire or upgrade 
physical assets, such as a building, IT hardware 
or a new business. 

Citigroup World Government Bond 
Index The WGBI is a widely used benchmark 
that currently comprises sovereign debt from 
over 20 countries, denominated in a variety 
of currencies. 

Consumer Price Inflation (CPI) A widely 
used measure of inflation at the consumer level 
that helps to evaluate changes in cost of living. 

Deflation A decrease in the general price level 
of goods and services over a given period. 

GFC The global financial crisis, or GFC, refers 
to the period of extreme stress in financial 
markets and banking systems between 
mid-2007 and early 2009. 

Goldman Sachs Commodities Index GSCI is 
the first major investable commodity index and 
includes the most liquid commodity futures. 

Gross Domestic Product (GDP) The 
monetary value of all the finished goods and 
services produced within a country’s borders 
in a specific time period. Economic growth is 
typically expressed in terms of changes in GDP. 

Group of Seven (G7) A group consisting of 
Canada, France, Germany, Italy, Japan, the 
United Kingdom and the United States. 

MSCI EAFE Index An equities benchmark 
that captures large- and mid-cap representation 
across 22 developed market countries around 
the world, excluding the US and Canada. 

MSCI Emerging Markets Index The MSCI 
Emerging Markets Index captures large and 
mid-cap representation across 23 emerging 

markets countries. With 834 constituents, 
the index covers approximately 85% of the 
free float-adjusted market capitalization in 
each country. 

MSCI World Index The MSCI World 
Index is a free-float weighted equity index. 
It includes about 1,600 stocks from developed 
world markets, and does not include 
emerging markets. 

Organization of Petroleum Exporting 
Countries (OPEC) 13-member group of oil 
exporting nations founded to manage global 
supply and coordinate pricing. 

Personal Consumption Expenditures 
(PCE) is the value of the goods and services 
purchased by US residents. 

Purchasing Managers’ Index An indicator 
of the economic health of the manufacturing 
and services sectors compiled from a survey 
of purchasing executives. 

Quantitative Easing (QE) An extraordinary 
monetary policy measure in which a central 
bank buys government fixed-income securities 
to lower interest rates, encourage borrowing 
and stimulate economic activity. 

Russell 2000 Index A benchmark 
that measures the performance of the 
small-capitalization segment of the 
US equity universe. 

S&P 500 Total Return Index The 
benchmark that reflects returns after 
reinvestment of dividends of the 500 large 
cap stocks in the S&P 500 Index. 

The US Dollar Index Measures the 
performance of the US Dollar against a basket 
of major currencies. 

Value Added Tax (VAT) is a broadly-based 
consumption tax assessed on the value added 
to goods and services. 

Yield Curve A graph or line that plots the 
yields of bonds with similar credit quality, 
typically from shortest to longest duration.

Endnotes 1 FactSet as of 09/30/19.

http://ssga.com
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