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CLOSE THE BOOK ON 2017. NOW WHAT? 

THE 2018 SET-UP 

As investors close the books for 2017, they are faced with a 

number of challenges.  Equity valuations are stretched.  The 

Federal Reserve is raising rates.  Corporate bond spreads are 

at decade lows.  Geo-political risks abound.  The list goes on-

and-on.  And while 2018 investment performance will hinge 

on a number of factors, there are a few themes we think will 

play out over the next year: 

1)  U.S. economic growth will continue to be 

robust – Real GDP growth between 2.5% and 3% 

2) Interest rates will rise across the curve 

3) Late cycle sectors like commodities and 

industrials will outperform the broad market 

4) Core inflation will rise above the Fed’s 2% target  

ECONOMIC GROWTH –  NO RECESSION IN 2018 

The tax bill should give a bump to economic growth in 2018, 

pulling forward future demand.  Business investment will 

likely increase as companies repatriate offshore retained 

earnings, and as they take advantage of the full capex 

deduction.  Increases in business investment, however, are 

likely to be tempered by a slight decrease in consumer 

spending.  Although consumer sentiment is high, and wage 

growth is poised to pick up, consumption has increasingly 

been funded by debt financing.  As a result, savings rates 

have fallen to post-Recession lows.  Given the evidence that 

low-end consumers are already strapped for cash, and the 

percolating problems in subprime auto loans, the consumer is 

vulnerable.  Rising interest rates in 2018 will likely add 

pressure to the low-income consumer who, while optimistic, 

seems to be living beyond their means.     

 

 

 

 

Figure 1 - Savings Rates are probing decade lows 

Consumer spending poses a risk to growth, but accelerating 

wage growth will likely mitigate the effects of low savings, 

debt, and rising interest rates.  Following the passage of the 

tax bill, a number of companies announced wage increases – 

Boeing, Wells Fargo, Comcast and AT&T to name a few.  And 

while they directly cited tax-relief as the reason for the wage 

increases, let’s be frank, companies don’t hike wages unless it 

is beneficial to do so.  The tax bill was a convenient excuse for 

a wage bump, a necessary step to combat what is becoming a 

glaring labor shortage in the U.S.  Rising wages will likely be 

an important theme in 2018 and should help maintain 

consumption growth at 2.5%. 

One of the larger concerns of investors is that the current 

expansion has lasted almost a decade.  In fact, if there is no 

recession in 2018, it will be the longest expansion ever.  The 

chart below illustrates that the duration of this expansion is 

not the only peculiar element of the recovery.  Cumulative 

Real GDP growth has been a less-than-robust 15%, lower than 

most expansions, and definitively lower than the average 

rebond of 22%.  So while this recovery feels as though it is 

“long-in-the-tooth,” it is quite plausible that it still has room 

to run.  Certainly, the inflationary pressures that have 

accompanied prior late-stage recoveries, have yet to 

materialize. 
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Figure 2 – Source: Strategas Research Partners 

There has also been increasing concern regarding the 

flattening of the yield curve, which is typical in late cycle 

expansions.  Flattening is not a problem.  It reflects Fed 

tightening in the face of a stronger economy.  The chart 

below illustrates that economic weakness generally follows 

an inversion and by this measure, a recession is likely two 

years out. 

Figure 3 - Source: Guggenheim 

We expect Real GDP growth to be between 2.5% and 3% in 

2018 as business investment picks up any slack from a 

weakness in consumption. 

BOND VIGILANTES ARE FINALLY VINDICATED 

I know, I know.  We have heard forecasts for the end of the 

bull market in bonds many times.  As recently as 2013, when 

the ten-year yield breached 3%, everyone was calling for 

rates to rise.  The chart below shows the persistent 

downtrend in longer-term rates.  We have tested upper 

resistance on numerous occasions and failed, most recently in 

2007.  So why will 2018 be any different?  I propose there are 

a number of reasons.  First of all, the Federal Reserve is just 

beginning to normalize short-term rates.  Prior tests occurred 

at the end of a rate-hiking cycle.  Term premiums are still 

negative, meaning investors are actually paying a premium to 

take on additional duration risk.  With the Federal Reserve 

likely to raise 3+ times next year, it seems that 2018 will 

finally be the year in which this trendline breaks.  We are also 

predicting a pick-up in wage growth and inflation next year, 

both of which are poised to break the bulls back. 

Figure 4 - Source: Bloomberg 

Ultimately, interest rates are a function of supply and 

demand.  The Federal Reserve, the largest holder of U.S. 

treasuries, is now shrinking its balance sheet.  The case is 

often made, that due to interest rate differentials between 

the U.S. and Germany and Japan, that foreign buyers will fill 

the Fed’s void.  However, as the graph below illustrates, the 

cost to hedge currency risk is now high enough that foreign 

buyers are unlikely to be a source of sizeable demand since 

hedged 10-year treasury yields are negative.   

Figure 5 - 10 Year hedged UST now has a negative yield 
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The Federal Reserve is no longer buying, and yields are not 

attractive enough to entice foreign buyers.  This is a perfect 

set-up for the thirty-year downtrend in rates to break, and 

break hard.   

LATE CYCLE SECTORS WILL OUTPERFORM 

The major concern with U.S. equities is not future growth, 

governmental regulation, or the U.S. economy, it is 

valuations.  The problem is that valuations have been a 

terrible predictor of subsequent twelve-month returns.  

However, they have been extremely accurate at predicting 

ten-year annualized returns.  Currently, the Shiller PE ratio 

(also known as the Cyclically Adjusted Price to Earnings Ratio 

or CAPE) is sitting at a nosebleed 32.6.  A ratio this high 

implies that ten-year broad market equity returns are likely to 

be between zero and two percent per annum.  For long-term 

investors, U.S. equities are starting to lose their appeal.  The 

2017 investment playbook was based on multiple expansion 

not dynamic earnings growth.  In fact, if Energy was to be 

excluded from S&P 500 earnings in 2017, year-over-year 

growth would only be 6.9% (down from 9.6% overall). 

Figure 6 - Energy accounted for most of SPX earnings growth 

in 2017 

Curiously, the energy sector was the worst performing sector 

in 2017.  We think that a major theme in 2018 will be the 

outperformance of this group.  Commodities have 

underperformed the broad market over the last decade, and 

given that they typically outperform in a late-cycle 

environment when the yield curve flattens, we believe that 

trend will reverse.  Financials will also perform well, while 

high dividend paying sectors like telecom, REITS, and 

consumer discretionary will underperform. 

     

Figure 7 - Source: Morgan Stanley Research 

Overall 2018 will be a year where equity performance is more 

dependent on earnings growth and broad market multiples 

actually contract -- as they often do in a rising rate 

environment.  Additionally, cash positions have dwindled to 

historical lows by many measures (below), and therefore the 

market is more susceptible to geo-political risks.   

Figure 8 - Dry powder is in short supply, source: MS 

Again, we would like to differentiate between asset values 

and fundamentals.  We think 2018 will be a year of robust 

economic growth, but asset return expectations should be 

tempered.  It would not at all surprise us to find the major 

market averages sitting at the same levels by the end of 2018, 

having finally experienced a 10-15% correction in the face of 

rising inflation, rising rates, geo-political uncertainty, and 

stretched valuations.  

INFLATION PRESSURES ARE MOUNTING 

The last five years have brought much debate surrounding 

the failure of the Phillips curve.  Low unemployment rates 

have yet to result in higher core inflation.  The breakdown in 

the relationship between unemployment and inflation has 
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many causes, most of which have affected wage growth – low 

participation rates, “sticky” wages during the recession, and 

part-time labor to name a few.  Wage growth has been the 

missing link for validation of the Phillips Curve.  We believe 

2018 will witness the most robust growth in real wages since 

the Recession.  Anecdotally, accelerated wage growth is 

already a reality for cities experiencing below-average 

unemployment.  

Figure 9 - Wage Growth is occurring in cities with below-

average unemployment rates 

With a national unemployment rate that is likely to breach 

4% this year, more and more companies will be forced to 

raise wages, for retention and growth – they will have no 

choice. 

Median wage growth bottomed out in 2010, but has yet to 

accelerate.  Currently it is growing at about 3% year-over-

year.  We expect this to be a more robust 4% by year-end.  

Accelerating wage growth, coupled with low year-over-year 

commodity comps, likely means that core inflation will be 

running above the Fed’s two percent target, with 

considerable risk to the upside.   

If robust inflation data materializes in the first half of the 

year, the Federal Reserve will likely move faster than they 

currently expect.  We believe the Federal Reserve will end up 

hiking rates 4 or 5 times in 2018.   

Figure 10 - Wage growth bottomed in 2010 but has yet to 

accelerate 

FIXED INCOME VALUE 

With rates poised to rise across the curve, fixed income will 

encounter some serious headwinds.  Historically, in such an 

environment, high yield and investment grade corporates, 

TIPS, and floating rate debentures have outperformed.  We 

particularly like short duration TIPS which have breakeven 

inflation rates under 1.7%, and Baby Bonds.  These are 

exchange-traded senior unsecured notes issued by Business 

Development Companies.  They have limited duration, and 

coupons that are high enough (6%) to absorb rate increases 

on the short-end of the curve. 

Figure 11 - There are asset classes that can perform in a 

rising rate environment, Source: Lord Abbett 


