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Weatherproof 
Your Portfolio 
In the face of late-cycle risks and more normal levels of volatility, 
a more selective, defensive approach may be required.

Rick Lacaille 
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US equities continue to be supported by strong growth and contained inflation. While it’s 
prudent to watch out for volatility in the US dollar and oil prices, we believe there will be 
attractive opportunities in the months ahead for skilled stock pickers.

As we head into the second half, our core views for the year in Step Forward, Look Both Ways 
remain intact. Robust growth, notwithstanding some signs of softening outside the US, and 
contained inflation continue to provide a supportive backdrop for risk assets. Meanwhile, 
protectionism and geopolitical uncertainty remain the major downside risks. Still, we see 
enough late-cycle signs of tightening labor markets, quickening inflation and elevated 
valuations to recognize that this is the time for investors to be more cautious than usual 
about managing a turn in the cycle. A more selective and defensive approach is needed as 
valuations become more challenged and volatility returns to more normal levels. 

Despite fundamental strengths supporting equities, markets remain acutely sensitive to 
changes in Treasury yields, as we saw when the US 10-year breached 3%. While the yield 
curve has flattened, it is still comfortably in positive territory with no signs of a pending 
inversion (an indicator of recession). With consumer sentiment strong, we believe the 
current rise in yields looks more grounded in economic growth prospects than the last time 
it approached 3% in 2013. One could argue that the rise in Treasury rates was overdue, given 
the positive outlook for global growth and higher inflation expectations. Our view is that the 
10-year real rates are now at a cyclical peak.  

As we discussed in detail in our recent investment magazine, Life After Easy Money, 
transitions to new monetary and fiscal regimes are marked by higher volatility and 
uncertainty. That is especially true as US President Donald Trump makes good on his 
campaign promise to behave differently from previous administrations and overturn 
long-standing norms around trade, immigration and security alliances. We also know that 
historically global equities are usually challenged during periods of rate normalization. 
Heightened geopolitical risk as well as any sign of faster-than-expected inflation unsettled 
markets in the first half of the year, and we expect markets to remain on edge, carefully 
weighing up the cyclical and structural forces that could lengthen or curtail the current cycle.

Following a stellar Q1 earnings season in which S&P® 500 companies were on track to 
post nearly a 25% increase in earnings compared with last year, investors finally rewarded 
companies in early May as the US equity market retraced its losses from earlier in the year. 
Meanwhile, there are growing signs that the immediate expensing provision in the US tax 
reform is indeed driving strong capital investment, as US companies reporting by the end 
of April indicated capital spending increased by 39%, the fastest rate in seven years.1 

For some, that strong showing raises concerns over potential overheating in the US 
economy, with so much fiscal stimulus at a time when unemployment is at a 17-year low. 
Yet recent language from the Federal Reserve (Fed) seemed aimed at reassuring investors, 
suggesting a readiness to be patient, letting the stimulus take its course and raising rates 
only gradually — even if the economy overshoots the Fed’s 2% inflation target for a while.

1 Lu Wang, “Trump Tax Windfall Going to Capex Way Faster Than Stock Buybacks,” Bloomberg, 26 April 2018.

US  
Investment 
Driving Strong 
Momentum 

Overview  
Looking at the 
Big Picture
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The debate continues over why we have not seen even tighter labor markets in the US and 
other advanced economies lead to persistent wage and price inflation, or what economists 
refer to as a continued flattening of the Phillips curve. US inflation expectations have shifted 
upwards, but are still lower than they were four or five years ago. 

One reason might be the increased use of automation. A striking theme in our fundamental 
teams’ Q1 conversations with companies about the difficulties of finding workers was a 
consistent reference to technology-driven approaches to bridge labor gaps at companies 
like Walmart and Kimberly Clark. McDonalds, for example, is introducing self-order kiosks 
while Starbucks is using robots in its distribution centers. Many of the business leaders our 
analysts spoke to expressed their own astonishment that they had been able to introduce 
automation so quickly and effectively in ways they had not thought possible several years 
ago. Moreover, given the tightness of labor markets, the increased capital expenditures 
made by US companies will feed directly through to improvements in productivity growth, 
providing a natural cap on inflation. Still, we believe at a certain point, labor shortages will 
begin to push wages higher, as we are beginning to see in select areas of the economy like 
trucking. But that will take time and does not, in our view, pose a risk to persistent inflation in 
the second half.

In other advanced economies, there appear to be signs of faltering growth, with momentum 
waning in Europe and Japan’s much more severe labor shortages constraining its high-
water mark for growth (for every 100 Japanese job seekers, there are 159 vacancies, with 
unemployment at nearly a 25-year low). A softening in UK data no doubt played a role in the 
Bank of England’s decision to forestall an expected rate hike in May. 

Meanwhile the US dollar’s volatility and increased oil prices have been a double-edged 
sword for emerging markets. The recent dollar strength coupled with rising interest rates and 
higher oil prices provide distinct challenges to emerging markets. Our view is that we could 
see continued dollar strengthening for the remainder of the year.  

Oil prices also look likely to stay elevated for the rest of the year as a result of supply 
constraints. This could add inflationary stress to oil-importing countries, but will likely have 
only a temporary effect on the US, given the supply of domestic production and the less 
energy-intensive nature of the US economy.

Inflation  
Risks Tempered 
By Automation

Outside the US 
Watch for Dollar 
and Oil Volatility
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In terms of regions, we now prefer the US over Europe given the fundamental strengths that 
could extend the cycle. In terms of global equities, we recognize the defensive advantages 
small-cap stocks dependent on the domestic economy will have in the case of escalated 
trade tensions. We continue to favor global banks, less-crowded tech innovators, healthcare 
and deep value stocks in the industrials, materials and energy sectors. 

For our tactical positioning in fixed income, we are underweight US intermediate investment 
grade bonds and global government bonds outside the US where long-term rates relative 
to fundamentals are misaligned. We are neutral in both intermediate and longer-term 
investment grade credit as spread compression suggests limited gains in these sectors 
as the cycle extends. We have reduced our allocation to high yield as we believe this is the 
time to begin paring back on credit risk and to seek higher quality opportunities further up 
the capital structure. Despite the recent sell-off in emerging market debt (EMD), we believe 
investors can still find select opportunities in local currency EMD that is less sensitive to US 
rate rises and dollar fluctuations.

We have also increased our allocation to commodities to hedge rising inflation expectations, 
though we do not expect a persistent spike in inflation for the remainder of the year. 

As we move to a more volatile and uncertain stage in the global capital markets, we believe 
this is the environment in which skilled managers are likely to find fertile ground for new 
growth and value opportunities, while seeking to steer away from the biggest drawdown risks.

Implications 
Uncertainty 
Creating 
Opportunity 
for Skilled 
Stock Pickers 

Figure 1 
Model Portfolio 
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Global Growth 
in 2018: 
Deciphering 
the Signals 
Does 2018 represent a cyclical peak in global growth  
or are we finally embarking on a structural breakout?

Christopher Probyn, PhD  
Chief Economist

Simona Mocuta  
Senior Economist

Macro View
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As we suggested at the start of the year, we expect global growth to be solid and steady 
in 2018 before slowing slightly in 2019. While inflation remains contained for the most 
part, despite some upward pressure in the US, momentum may be slowing sooner than 
anticipated in some markets. In light of these trends and rising geopolitical tensions, the risks 
to our view are now more skewed to the downside than to the upside.

Along with the International Monetary Fund (IMF), we have revised our 2018 expectations for 
global gross domestic product (GDP) growth upward to 3.9%, the best in seven years (Figure 
1). This pick-up comes on the back of improvements in developing economies such as India. 
The advanced economies are unlikely to improve on the whole, as fiscally induced growth in 
the US is offset by slowdowns across the rest of the G7. 

So while the remainder of the year appears constructive for risk assets, the bigger question 
is what comes next. Does 2018 represent a cyclical peak in global growth following a painfully 
slow, decade-long economic recovery, or is the global economy embarking on a structural 
break-out after years of subpar performance?

The IMF believes we are seeing elements of both. Indeed, it estimates that potential growth 
picked up, on average, by 0.4 percentage point between 2011 and 2017 for 10 large advanced 
economies, compared with an average uptick in actual growth of 0.6 percentage point. 
Moreover, it believes the improvement is sustainable, arguing that: 

“ … about 40 percent of the 1.7 percentage point revision to cumulative growth in 
advanced economies during 2016–21 (relative to the October 2016 WEO projections) 
is attributed to faster closing of output gaps [a cyclical recovery in demand]; the rest 
is attributed to faster potential growth [implying a structurally stronger recovery].” 

However, further progress may prove elusive. The acceleration thus far reflects the gradual 
weakening of crisis-related headwinds on total factor productivity; there is no sign yet of 
any pickup in the contributions from either capital or labor. Hence, in the absence of broad-
based policy initiatives designed to stimulate investment and offset the effects of aging on 
the workforce, medium-term global growth prospects remain subdued. 

Figure 1  
Global Growth in Line with 
Long-Term Average

 World Real GDP % chg y/y

 SSGA Economics Forecast

 Long-Term Average 

Sources: State Street Global Advisors Economics, Macrobond, International Monetary Fund as of April 25, 2018. 2018 and 2019 
are forecasts.
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Our outlook for inflation in the advanced economies is little changed, with headline 
consumer prices expected to rise 1.8% in both 2018 and 2019. Admittedly, energy prices can 
affect inflation in the short term — and the recent runup in oil prices certainly skews the risks 
to the upside — but the flattening of the Phillips Curve in many countries likely prevents a 
more persistent deterioration. Indeed, we are anticipating that, by 2019, solid growth and 
moderate inflation prompt a gradual synchronous tightening cycle around the G7 (with the 
possible exception of Japan).

Trade policy is the wild card for the global economy. Nothing that has been done so far 
rises to the level of a macroeconomic event, but the situation could deteriorate into a 
serious threat to growth and inflation. The Organisation for Economic Co-operation and 
Development (OECD) has run simulations to assess the impact of a 10% increase in the costs 
of all goods imports to the US, China and Europe. (This would be roughly equivalent to raising 
the cost of international trade to the levels prevailing in 2001 — so certainly within the realm 
of possibility.) The effect would be to lower global GDP by 1.5%. European and Chinese GDP 
would come down by 2% and US GDP by 2.5% — a sizable impact around the world. 

The outlook for the remainder of 2018 and 2019 is obviously affected by late-cycle fiscal 
stimulus. The multiplier from the US tax cut is unlikely to be large; we expect it to add only 
20–30 basis points (bps) to growth this year and even less in 2019. Most of that increase 
is likely to come from business investment, reflecting the immediate expensing of capital 
expenditures. The budget (spending) agreement should add another 20–30 bps to growth 
this year and 40 bps next year. But, even in the absence of fiscal stimulus, we would still 
have expected a slight acceleration of growth this year, most likely to around 2.5%, given 
the current momentum in the mining and manufacturing sectors. 

Headline inflation has accelerated over the last two years, partially because of rising oil 
prices. But we believe the latest run-up in oil has been overdone, and prices will retreat 
over the next two years. Hence, inflation should stabilize close to current levels, especially 
as there has not been the spillover to wages necessary for it to become entrenched. Core 

Inflation Risk 
Trade Policy Is 
the Wild card

US Outlook 
Gradual 
Tightening Amid 
Fiscal Stimulus

Figure 2  
US Inflation Accelerating 
But Relatively Benign 

 US Core PCE % chg y/y 

 Target Inflation 

 Recession

Sources: Macrobond, Bureau of Economic Analysis (BEA), National Bureau of Economic Research (NBER), State Street Global 
Advisors Economics as of May 15, 2018.
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Personal Consumption Expenditures (PCE) inflation has also accelerated, reaching 1.9% 
year over year in April, close to the Federal Reserve's (Fed's) target (Figure 2). But there 
appears little reason to anticipate a significant deterioration, even though we expect the 
unemployment rate to fall further. Inflation expectations have risen, but remain close to 2.0%. 
Productivity growth has begun to recover after years in the doldrums. And wage inflation 
remains contained, although the employment cost index suggests some pickup among 
private industry workers.

Solid but unspectacular growth together with relatively benign inflation keeps the tightening 
cycle gradual. We anticipate two more hikes this year (although concede that depending on 
the size of the fiscal multipliers and the associated degree of labor market tightening, it could 
be three more). We expect three hikes in 2019, leaving the funds target around 3.0% by the 
end of next year.

Europe was the upside growth surprise of 2017, largely reflecting an improvement in net 
exports. However, there are signs that momentum is waning, particularly in manufacturing 
where the purchasing managers’ index (PMI) has retreated from last year’s highs (Figure 3).

We expect growth to reach 2.3% this year and moderate to 1.9% next year, in part a reflection 
of the lagged effect of the euro’s appreciation during 2017. But we believe growth will remain 
solid enough for the European Central Bank (ECB) to end its asset purchase program by the 
end of this year. 

In the United Kingdom, the transitional Brexit agreement is likely to reduce business 
uncertainty over the near term, which should help to reduce the unusually large gap that 
opened up between high capacity utilization and muted business investment. We still 
expect that the Bank of England (BoE) will raise rates once in 2018, perhaps in November, 
and continue tightening in 2019.  

Europe Outlook 
Mixed Signals Due 
to Manufacturing & 
Transitional Brexit 
Agreement

Figure 3  
Eurozone Manufacturing 
Sector Slowing 

 France 

 Germany 

 Italy
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 Eurozone

Sources: State Street Global Advisors Economics, Macrobond, IHS Markit as of June 7, 2018. 
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There is some evidence that Abenomics may finally be working. And growth certainly 
surprised to the upside last year, with GDP rising 1.7%, about twice its potential pace. But we 
think that represents the highwater mark for growth, given the extreme tightness of the labor 
market. Indeed, with the unemployment rate at 2.5%, the economy is simply running out of 
spare workers, forcing growth to slow to potential.

We see GDP growth in the emerging markets reaching a five-year high of 5.0%. That would 
typically be cause for celebration, but our sanguinity is dampened by fears surrounding the 
US-China trade relationship. Additionally, rising interest rates and the loss of the liquidity 
injection associated with the dollar’s 2017 depreciation could challenge EM economies via 
reduced capital flows and higher borrowing costs.

However, while it may be a bumpy road, we do not expect a full-blown trade war. Ultimately, 
we feel that, similar to the Brexit negotiations, the US-China relationship is “too big to fail” 
(Figure 4). If cooler heads prevail, China should do well, and, by extension, so should EM 
commodity exporters.

Emerging 
Markets Outlook 
Much Riding 
on US-China 
Relationship 

Japan Outlook 
Tightness of 
Labor Market May 
Slow Growth

Figure 4  
US Still Accounts for 19% 
of Chinese Exports and 
3.5% of Chinese GDP

  China Exports to the US as % 
of Total Chinese Exports (lhs) 

  China Exports to the US as % 
of Chinese GDP (rhs) 

Sources: State Street Global Advisors Economics, Macrobond, International Monetary Fund (IMF), China National Bureau of 
Statistics (NBS) as of April 26, 2018. 
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Looking Forward 
Breakout 
Dependent 
on Corporate 
Spending and 
Productivity

We believe that China wants to deal with its debt problem and make progress deleveraging. 
However, should the economic outlook deteriorate, we expect the government to ease 
policy. We see this in the softer wording regarding the financial and housing markets. It seems 
the government is positioning for the possibility that trade tensions result in a prolonged 
period of uncertainty and will probably not exacerbate the situation by tightening. Debt is 
an issue, but trade is the issue du jour.

Meanwhile, the nascent recoveries emerging in Brazil and Russia are now threatened by 
political developments. In the case of the former, we are concerned about the upcoming 
elections and a lack of progress with the reform agenda. In the case of the latter, sanctions 
risk is offsetting optimism from rising commodities prices. India is probably one of the 
better EM stories in the near term as it does not face any of the political clouds that hang 
over China, Brazil and Russia. They have pushed through policies to boost productivity and 
competitiveness and are over the hump in terms of last year’s growing pains.

The opposing forces of US fiscal stimulus and trade tensions will dominate the macro 
picture for the remainder of the year, while strong corporate earnings should provide a 
favorable backdrop for risk assets. The medium-term prospects will at least partially reflect 
how US companies react to the recent tax changes. If they boost capital spending, that 
should ultimately aid productivity growth. The current recovery might then morph into a 
genuine structural breakout.
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US Stimulus 
Extends Equities 
Runway 
Even as US large-caps benefit from increased capital 
expenditure, the time is right to be more defensive.

Gaurav Mallik  
Chief Portfolio Strategist

Global Equities
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Heading in to 2018, we anticipated an equity market correction sometime during the year, 
as valuations in certain sectors looked extended, and that is exactly what we saw in Q1. Our 
big question for the US equity market was how much of the fiscal stimulus had already been 
priced into stocks or whether the potential of increased capital investments could extend 
the nine-year US bull market even further. Investors finally began to reward US companies 
toward the end of the first half for one of the strongest earnings seasons on record, with 24% 
year-on-year growth. 

Meanwhile, the immediate expensing provision of the new tax rules has dramatically boosted 
capital expenditure, especially at US tech companies, driving productivity growth higher. In 
Q1 alone, capex spending by S&P 500 companies was estimated to have risen by 24%, the 
highest year-over-year growth in seven years.1 While there is some evidence that shares 
in companies that invest heavily in capex tend to underperform the broader stock market, 
higher spending could alleviate worries that profit growth at S&P 500 companies might have 
peaked. With concerns growing about a lack of workers as the economy marks decades-
low levels of unemployment, investments in automation could help companies bridge those 
labor gaps and lengthen what is already a very long business cycle.

In other developed markets, Europe and Japan have struggled to repeat the stellar 
performance of 2017, as sentiment data softened in the first half. Following a year in which its 
stock market was one of the best performing in the world, Japan’s Topix was down by 8% in 
the first quarter in dollar terms and by 2% in yen terms. As we discuss in our macroeconomic 
outlook for the second half, Japan seems to have reached its growth peak, mainly due to its 
severe shortage of workers. Still, our investment team continues to find attractive companies 
to invest in, as the Bank of Japan keeps monetary policy loose and company earnings reach 
all-time highs.

Heading into the second half, European stocks found new sources of strength after a weak 
start to the year, as earnings improved, the euro declined and the European Central Bank 
announced it would roll back its quantitative easing program later in the year but leave rates 
on hold until 2019.

Equities 
Overview 
US Surprises  
to the Upside

Figure 1  
Change from Previous 
Year in CapEx among 
S&P 500 Firms 

Sources: Wall Street Journal, Credit Suisse as of May 15, 2018. Data for the first quarter of 2018 is based on preliminary Credit 
Suisse estimates. 
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That announcement was good news for China and emerging markets in general, whose 
stock markets have been buffeted by higher currency volatility and rising oil prices. Higher oil 
prices are good news for oil exporters but less so for emerging countries whose economies 
are more energy-intensive than developed markets. We remain constructive on emerging 
market equities, especially China, though we are closely watching political events in potential 
hotspots like Turkey, Venezuela, Argentina and Brazil. Figure 2 shows relative valuation 
across global equity markets as of the end of May.

1 “Capital Investment Soars at Firms,” Wall Street Journal, May 16, 2018.

Figure 2  
Relative Value Across 
Global Equity Markets: 
US Still Has the Edge

 Current

 15 Year High 

 15 Year Avg.

 15 Year Low

Sources: Bloomberg Finance, L.P., State Street Global Advisors. As of May 31, 2018. Characteristics are as of the date indicated 
and should not be relied upon as current thereafter.
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Figure 3  
Correlation for Utilities 
and Financials Problematic 
for Defensive Portfolios

  Maximum

  Median

  Minimum

Sources: State Street Global Advisors, MSCI, FactSet as of February 28, 2018. USD. Averaged over prior five years. Correlation 
measures the degree to which two variables are related. Correlation coefficients range from -1.0 to 1.0. A coefficient of -1.0 
indicates perfect negative correlation between two variables, while a coefficient of 1.0 indicates perfect positive correlation. 
A coefficient of 0 indicates there is no relationship.
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Figure 3 shows the equity sectors most exposed to rate risk such as real estate and utilities 
with negative correlations, while financials and energy correlate more positively. The 
correlation dispersion between utilities and financials has ratcheted up considerably in the 
last few months. This can be problematic for highly defensive portfolios, which often contain 
bond proxies such as utilities.
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Healthcare and financials remain our two most favored sectors for 2018, though we 
recognize that cyclical sectors like energy and industrials now face favorable tailwinds for 
the second half as oil prices move higher (Figure 4). Within the tech sector we prefer less-
crowded innovators.

Figure 4  
Rising Oil Prices Creating 
Opportunity for Energy 
and Industrials

  S&P 500 Energy Sector 
Relative to S&P 500 Index (lhs)

  WTI Crude (rhs)

Source: Macrobond as of May 21, 2018. 
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Investment 
Implications 
Not Quite 
There Yet

Because large-cap benchmarks are so disproportionately skewed by tech names, the 
extremities of factor performance across growth, value and sentiment (or momentum) 
manifest themselves dramatically in those large-cap indexes. Apart from less exposure 
to potential trade disputes, small-cap and mid-cap names are less affected by factor 
skewness. For example, value has diverged much more severely in large-caps than in small-
caps, as well as between emerging and developed markets.

While we will not hazard to call the top of the equity markets, we know we are closer to 
the end of this cycle than to the beginning. That is what drives us to be more cautious 
and take some risk off the table. While we still maintain an overweight to US large caps, 
we are underweight to Europe and retain a small overweight to both Japan and emerging 
market equities. With the increased capital expenditure in the US, we see the potential 
for lengthening the runway for US stocks. But there are enough uncertainties still around 
geopolitics, trade protectionism and inflation risk for us to adopt a more defensive approach 
and deploy our teams’ stock-picking skills to identify attractive, late-cycle opportunities. 
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Time to Dial
Back Risk 
Late Cycle Caution Warrants Careful Selection  
Across Sectors

Niall O’Leary  
Global Head of Fixed Income  
Portfolio Strategists

Fixed Income



State Street Global Advisors 2018 Mid-Year Global Market Outlook 17

Global bonds may face headwinds in the second half of the year due to monetary tightening, 
but growth and inflation fundamentals should remain favorable. At the start of the year, 
we made the case for modest upward pressure on interest rates and yields, but no bear 
market in bonds. Since then, we have seen US Treasury rates break above the symbolic 3% 
threshold, credit spreads widen, international trade tensions rise and more volatile equity 
markets. Nonetheless, the wage inflation fears that sparked the February sell-off have 
faded somewhat, the outlook for global growth is positive and there are no signs of runaway 
inflation, despite near-full employment in several major economies and higher oil prices. 
Against this backdrop, we expect fixed income as a whole to perform solidly but with lower 
absolute returns than in the past five years, and with a greater dispersion of returns, meaning 
investors may wish to be more selective. 

In the context of higher US Treasury yields, we are keeping an eye on the shape of the yield 
curve, which captures the difference between long- and short-term rates. Two-year rates 
have been going up even faster than 10-year ones, flattening the curve. In the past, this 
has often been a precursor to the inverting of the curve, which typically signals a market 
downturn and recession. So far the curve has remained in positive territory and is therefore 
not an immediate cause for concern; but if inflation ramps up, we could see short-term rates 
spike and the curve invert, potentially heralding the end of the credit cycle. 

Overview 
Selective 
Opportunities 
As the Cycle 
Matures

Figure 1  
Yield Curve Flattens

 May 17, 2018
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Source: Macrobond as of May 17, 2018. 
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The current cycle has been prolonged by historical standards, thanks to underlying 
structural forces such as central bank intervention. This prevented the collapse of the 
financial system in 2008 but caused the normal conduit between savers and borrowers 
to break, limiting growth. Bank regulation post-crisis initially constrained lending, but US 
financial deregulation could now increase credit availability nine years into the recovery. 
There has also been a surge of private capital into the credit markets in recent years through 
securitizations and direct financing. While the debt market has grown larger, bank balance 
sheets have shrunk (although technically better capitalized), so liquidity may become an 
issue if higher-risk bonds come under pressure, potentially leading to greater price volatility. 
US tax reform, meanwhile, has provided further stimulus at the latter stages of the credit 
cycle, encouraging firms to increase hiring and capital expenditures.

From a cyclical standpoint, credit fundamentals — especially in the US — have deteriorated 
and corporate risk taking is on the rise, but not necessarily to a point at which investors should 
be overly concerned and, as noted, credit availability and increases in capital investments 
will likely extend the cycle. Expectations for default rates are benign following the commodity 
mini-cycle in 2014–2016 and consumer and business confidence is improving. 

All these factors mean that while credit availability is still good, as interest rates tick upwards, 
investors may wish to be more selective about their fixed income exposure. We have already 
seen greater dispersion of returns across fixed income sectors (Figure 2) and we expect this 
to persist, both at the asset class and individual company level.

Figure 2  
Sub-Asset Class Returns 
(Fixed Income) for the Year 
to May 31, 2018

Source: SSGA. For illustrative purposes only. Year to date returns to May 31, 2018. Representative index returns based on 
Bloomberg Barclays for all segments except Emerging Market Debt (EMD) which are based on JP Morgan Indices. Index returns 
reflect capital gains and losses, income, and the reinvestment of coupons. Past performance is not a guarantee of future results.
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Government 
Bonds Outlook 
Potential for a 
Longer-Term 
Squeeze

Investment 
Grade and High 
Yield Outlook 
Quality Matters 
as Risks Increase

Higher Treasury yields present a buying opportunity, in our view, given anemic trend 
productivity and labor force growth, volatile equity markets and contained inflation. 
Additionally, domestic pension funds continue to be attracted to 10-year Treasuries at the 
3% level, while a large number of short positions in the Treasury market could create buying 
pressure as these shorts are covered. But investors should be cognizant of a potential 
longer-term squeeze on government bonds. There are a number of factors at play. Treasury 
supply is rising to fund the US fiscal deficit, while European and Asian yield hunters, who 
had been buyers of US Treasury debt, are now finding the cost of dollar hedging prohibitive. 
Inflation-linked bonds (TIPs) may protect against further consumer price rises in the second 
half, but longer-term inflation trends are mixed. 

For European and Japanese bonds, the interest rate cycle is further behind. An added 
complication is the recent political uncertainty in Italy and Spain. Until recently European 
bonds had been rallying despite expectations that the European Central Bank would roll 
back its quantitative easing program in the autumn. Given weaker growth and divergent 
economic performance in Europe, those plans may have to be postponed. Bond prices may 
therefore continue to be supported by policy, even if European economic growth falters. Low 
inflation in Japan is likely to keep ultra-loose policy in place for some time yet.

US and European investment grade bonds have underperformed so far this year as spreads 
have widened. While inflation remains in check and the credit cycle has further to run, 
spreads should tighten, providing an opportunity for better returns. 

High yield historically trades with lower duration than stated. At present, strong earnings 
mean interest coverage remains healthy at above 4.5 times, offsetting some concerns 
from the overall large increase in debt levels. While default rates may fall further, we are 
underweight high yield in our tactical portfolios, with a preference for quality names higher up 
the credit spectrum given the lower compensation available for the amount of risk taken. 



State Street Global Advisors 2018 Mid-Year Global Market Outlook 20

Emerging market (EM) debt in local currency had a great run in 2017. More recently, the 
asset class has suffered from trade tensions and US tariffs, country-specific risks in Russia, 
Turkey and Argentina and renewed dollar strength. Nonetheless, the outlook remains 
positive in our view. EM growth should benefit further from global economic expansion 
and oil price recovery, additions of EM countries to the Global Aggregate Bond Index and 
a mixed but broadly supportive policy environment. EM debt still provides investors with a 
spread (Figure 3) over US Treasuries, and lower US interest rate risk than USD hard currency 
EM bonds, though investors may need to be more selective over the next six months.

Investment 
Implications 
Approaching the 
End of the Cycle

Emerging Market 
Debt Outlook  
Some Bright Spots 
for the Discerning 
Investor

Figure 3  
Emerging Market Debt Yield 
Spreads (Local Currency)

 JPM GBI-EM Yield

 US Treasury Index Yield

 Spread

Source: SSGA, JP Morgan, Bloomberg, as of May 11, 2018, JPM GBI EM is the JP Morgan GBI-EM Global Diversified Index, 
US Treasury Index Yield is the Bloomberg Barclays US Aggregate. Treasury Index. Past performance is not a guarantee of 
future results. 
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At this later stage in the credit cycle, we continue to watch for recession triggers that could 
result in a sharp rise in credit risk premiums. The typical pattern when a recovery reaches 
this stage of maturity is for credit availability to diminish, which pushes borrowing costs 
higher and profitability lower, eventually raising default risk. However, in our view, we are not 
there yet. Easy money from central banks has helped lengthen the credit expansion phase, 
but this period is reversing, implying a higher risk premium for credit. This will likely be offset 
by plans for lighter regulatory requirements and fiscal stimulus, which could help extend the 
cycle a bit longer.
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Emerging markets (EM) have come under pressure in the second quarter due to 
idiosyncratic problems in a few countries as well as global trade tensions, a strengthening 
US dollar and higher US Treasury yields. Many of the tailwinds that caused EMs to 
outperform in 2017 such as accommodative monetary policy, a weakening US dollar and 
the growth differential over developed markets (DM) have subsided or started to reverse. 
As a result, as of early June, we saw the highest outflows from both EM equity and debt in 
18 months.1

However, across the EM universe, economic fundamentals remain broadly supportive, 
inflation relatively under control and currencies undervalued in aggregate. The growth 
differential between EMs and DMs is expected to widen over the next few years, higher 
commodity prices should bolster EMs in aggregate and EM yields remain attractive. In such 
a climate, we have brought our EM equity exposure down a gear, but remain cautiously 
overweight and ready to capitalize on opportunities created by short-term volatility. We 
remain constructive on EM debt, though with a preference for local currency bonds and 
increasingly selective as the credit cycle ages.

1 Source: Bloomberg, June 5, 2018

At the start of 2018, world production growth appeared robust, but in March, it dropped 
sharply (see Figure 1). This may be partly due to the year-on-year comparison with a peak in 
2017, as well as the timing of the Chinese New Year when activity typically dwindles. However, 
it is likely that some of this falling off is due to unease over global trade tensions caused by 
the US’s threatened imposition of tariffs and the inevitable retaliation from other countries.

Global Trade 
Volumes  
Potential Tariffs 
Weigh Heavily

Figure 1  
Deceleration in Global 
Trade Volume Growth  

  World, CPB World Trade Monitor, 
Total, Volume, SA, Index

  World, CPB World Trade Monitor, 
Industrial Production Excluding 
Construction, SA

Sources: State Street Global Advisors, Macrobond, Netherlands Bureau for Economic Policy Analysis (CPB)  as of June 8, 2018. 
Note: SA = seasonally adjusted.
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While global GDP growth on the whole remains strong and global trade volume growth may 
reaccelerate following the recent downshift, this bears watching closely. Export orders in 
EMs have softened just as the domestic policy backdrop is becoming less supportive (i.e., 
rate hikes). Protectionist rhetoric already appears to be having a disproportionate impact on 
EMs, even before material restrictions have been applied. Mexican bonds and the peso, for 
example, have suffered amid tough NAFTA renegotiations.

Political uncertainty in Europe (especially in Italy) and lower-than-expected Eurozone growth 
have contributed to euro weakness against the dollar. Capital flows to Europe, which last 
year offset tighter US monetary policy and kept the dollar range-bound, have paused. As a 
result, we believe we could see continued dollar strength this year. However, according to our 
measures of fair value, EM currencies are in aggregate 5–6% undervalued against the dollar, 
this compares favorably to the start of the Taper Tantrum in 2013. It is this relative value 
opportunity that underpins our constructive view on EM local currency debt (see Figure 2 
and Figure 3).

US Dollar  
Strength Ahead 
Helps EM Local 
Currency Debt

Figure 2  
EM Debt Index Returns 
in Local Currency

Source: Bloomberg data as of December 31, 2017. Past performance is not a guarantee of future results.  Index returns do reflect 
capital gains and losses, income, and the reinvestment of dividends. Performance is  calculated in USD.  
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Figure 3  
EM Currencies vs 
the US Dollar

Source: State Street Global Advisors estimate of fair value of EM currencies versus the US dollar as of May 31, 2018. This 
information should not be considered a recommendation to invest in a particular currency. It is not known whether EM 
currencies will be profitable in the future. Past performance is not a guarantee of future results. 
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Many EMs now issue debt in their local currency as opposed to hard currency (e.g., the US 
dollar), much of which is held by domestic investors, making it less subject to the vagaries 
of international flows and less sensitive to dollar moves. EM balance sheets are typically 
better managed than in the past and many have been able to reduce interest rates thanks 
to successful inflation-targeting by central banks. While monetary policy in aggregate is 
beginning to change direction, more EMs have been issuing longer term debt, meaning that 
they should be able to service it for some time yet, despite the dramatic increase overall in 
EM debt issuance since the global financial crisis.

While external shocks may pressure the more vulnerable EMs, we believe healthier 
aggregated EM current account balances should reduce the likelihood of contagion risk 
from embattled countries such as Turkey, Argentina and Brazil. Against a backdrop of higher 
US interest rates and a stronger dollar, Brazil’s difficulties might ultimately infect other EMs, 
but we are not there yet. While EM inflation between 3.5% and 4% remains higher than in 
developed markets, it is far lower than in previous decades for both EMs and DMs.2

Despite short-term macro risks such as dollar strength and the potential for further trade 
turmoil, we prefer local currency over hard currency EM debt. Local currency credit quality 
is often higher and typically offers better spreads over hard currency debt while being less 
sensitive to US interest rate risk. Local currency debt should benefit from any medium-term 
correction in the undervaluation of the currencies against the US dollar.

2 Source: State Street Global Advisors, Moody’s, Bloomberg, as of May 31, 2018.

EM equities outperformed DMs last year, but the earnings growth differential has since 
narrowed. According to consensus forecasts, EM earnings should grow 15.9% in 2018 
versus 15% in DMs. Last year, the differential was 500-600 basis points. This narrowing is 
principally due to the immediate impact of the US tax cuts, so we expect the differential to 
start widening again in 2019 as this effect plays out. Last year, earnings accounted for the 
largest proportion of EM returns since 2010 (Figure 4). This year, earnings and dividends are 
still positive but weighed down by negative currency and price-to-earnings (P/E) effects. 
However, earnings expectations for the rest of 2018, while below last year, are still ahead of 
the five years before 2017.

Earnings Growth  
EM/DM Differential 
Narrows

Debt  
A Focus on 
Local Currency 
Credit Quality
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Given the earnings story is less compelling than in 2017, it is no surprise that the noise 
around higher rates, currency moves and idiosyncratic country risk have undermined 
confidence in EM equity markets. However, the reversal in flows to EM equity markets is 
unearthing new attractive entry points for long-term investors, especially if the US 10-year 
rate stabilizes around 3%. Moreover, the underlying fundamentals for many countries and 
companies remain strong, and differentiation with weaker areas is growing, offering greater 
opportunities for skilled stock pickers. 

For example, our fundamental equity team has been underweight to Brazil, Turkey, Mexico 
and South Africa, but had small overweights to countries like the Philippines and Indonesia 
due to their long-term growth drivers. The fundamental equity team is also overweight 
China, despite its corporate indebtedness, and India, where they see opportunities in 
the rural sector. At the same time, the team continues to pay close attention to whether 
there is adequate compensation for the increased risks. They are also cautious about the 
disproportionately large overweight to the IT sector in some EM equity markets.

While EM outperformance over DM has melted away in the first half of 2018, we believe 
both EM debt and equity markets continue to offer value, though investors need to be more 
discerning. Markets have moved to a higher level of risk aversion, but better global growth, 
stable Treasury yields and greater certainty on trade negotiations in the second half could 
go a long way to increasing support for EMs whose fundamentals remain sound. Many EMs 
remain attractive on a yield basis compared to DMs (even with higher DM interest rates) 
and, in our view, continue to present growth opportunities for long-term investors who are 
selective in their exposures and feel comfortable with more normal levels of volatility than we 
saw in 2017.

Figure 4  
Earnings in 2017 
Accounted for Largest 
Proportion of EM 
Returns Since 2010

  Earnings

  Dividends

  Currency

  Price-to-Earnings

  Total Returns ($)

Source: Datastream, MSCI, UBS as of June 8, 2018. Past performance is not a guarantee of future results.
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As investment challenges grow more complex, our Global Market Out-
look is designed to alert investors to portfolio risks and opportunities in 
the coming year, based on the research of our investment teams. 

Research around near-term and longer-term market issues is at the 
heart of who we are as investors. It drives the kinds of outcome-oriented 
portfolios we create for clients, drawing on the full range of our beta and 
alpha solutions as well as our asset allocation expertise. 

In this issue of the Global Market Outlook for 2018, we have sought to 
improve the user experience through a more intuitive digital formats 
(visit ssga.com/gmo). 

We hope this new approach makes it easier for you to quickly access 
relevant content to help you plan for 2018 and beyond.
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(BPS) Basis Point 
One hundredth of one percent.

CapEx 
Capital Expenditure

Credit cycle 
The expansion and subsequent 
contraction of access to credit over 
a period of time.

Credit spread 
The gap between two bonds with the 
same maturity but different quality. 

Hike 
An increase in interest rates by a 
central bank.

Large Cap 
A company with a market 
capitalization of over $10 billion.

Mid Cap 
A company with a market 
capitalization between $2 billion 
and $10 billion.

Monetary policy 
The process by which central banks 
manage the cost of borrowing in an 
economy. Tight monetary policy 
means interest rates are going up, 
whereas loose monetary policy means 
interest rates are going down.

Personal Consumption 
Expenditures 
An index that is designed to track 
monthly changes in the price of 
consumer goods and services in order 
to analyze inflation.

Purchasing Managers’ Index (PMI) 
An economic indicator based on 
monthly surveys of private sector 
companies.

Small Cap 
A company with a market 
capitalization of less than $2 billion.

Tightening cycle 
An environment in which a central 
bank is raising interest rates.

Glossary
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Important Information:

Investing involves risk including the risk of loss of principal.

The information provided does not constitute investment advice and it 
should not be relied on as such. It should not be considered a solicitation 
to buy or an offer to sell a security. It does not take into account any 
investor's particular investment objectives, strategies, tax status or 
investment horizon. You should consult your tax and financial advisor. All 
material has been obtained from sources believed to be reliable. There is no 
representation or warranty as to the accuracy of the information and State 
Street shall have no liability for decisions based on such information.

The whole or any part of this work may not be reproduced, copied or 
transmitted or any of its contents disclosed to third parties without SSGA's 
express written consent.

This document may contain certain statements deemed to be 
forward-looking statements. Please note that any such statements are 
not guarantees of any future performance and that actual results or 
developments may differ materially from those projected in the forward-
looking statements.

The views expressed in this material are the views of each of the respective 
authors noted through the period ended June 1, 2018 and are subject to 
change based on market and other conditions. This document contains 
certain statements that may be deemed forward-looking statements. 
Please note that any such statements are not guarantees of any future 
performance and actual results or developments may differ materially from 
those projected.

Bonds generally present less short-term risk and volatility than stocks, but 
contain interest rate risk (as interest rates raise, bond prices usually fall); 
issuer default risk; issuer credit risk; liquidity risk; and inflation risk. These 
effects are usually pronounced for longer-term securities. Any fixed income 
security sold or redeemed prior to maturity may be subject to a substantial 
gain or loss.  

Increase in real interest rates can cause the price of inflation-protected 
debt securities to decrease. Interest payments on inflation-protected debt 
securities can be unpredictable. 

Investing in high yield fixed income securities, otherwise known as junk 
bonds, is considered speculative and involves greater risk of loss of 
principal and interest than investing in investment grade fixed income 
securities. These Lower-quality debt securities involve greater risk of 
default or price changes due to potential changes in the credit quality of 
the issuer.

Foreign investments involve greater risks than U.S. investments, including 
political and economic risks and the risk of currency fluctuations, all of 
which may be magnified in emerging markets.
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