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Turkey Turmoil, Trade Tensions & Brexit Uncertainty Cast Shadow on Equity Markets, but 
Strong Earnings Outlook & Solid Growth Momentum Likely to Help Stocks to Grind Higher
The Turkish lira crisis, US-China trade tensions, Brexit and Italian fiscal uncertainty continue to cast 
a shadow on stock markets. However, stocks remain supported by blockbuster Q2 earnings, upward 
revisions to Q3 earnings expectations, and solid growth momentum. Further, policy normalization by the 
Fed, ECB and BoE remains gradual.

Stock Market Outlook:
 � August was a microcosm of the up-down-but-generally-up pattern thus far in 2018 and what we 

expect for the balance of the year. Stocks (at least in developed markets) generally rose early; sold 
off in the middle, with the plunge in the lira stoking fears of EM contagion and risks to European 
banks; and then rallied late in the month, as some of those tail-risk fears subsided. For the month, 
DM gained 1.1%, for YTD gains of 4.4%; EM declined −0.7%, taking YTD decline to −3.5%.

 � Stocks remain supported by 3 major factors…
1. Strong earnings outlook: Globally, earnings remain solid, around 18% for 2018, led by 

the US (Q2 tracking around 24% YoY and Q3 earnings expectations being revised higher) 
followed by EM (16%), Eurozone (7%) and Japan (6%).

2. (Mostly) solid GDP growth (for now): Although trade, Turkey and Fed rate hikes have raised 
challenges for EM, Q2 saw a strong rebound in US GDP (4.2%), and more modest rebounds 
in the UK, Eurozone and Japan. Late H2, however, growth could suffer from trade tensions.

3. Gradual policy normalization: Even with the Fed on track to hike rates in September and 
again in Q4, the BoE raising rates in August, and the ECB planning to end QE buying in 
December, the policy normalization remains “gradual”. The BoJ, meanwhile, assures that 
accommodative policy will continue for an “extended period of time.”

 � … but stocks still face 3 major risks:
1. The Turkish lira crisis still remains unresolved
2. While US-EU, US-Mexico trade tensions have eased, tensions between the US and China 

remain elevated with the US proposing additional tariffs and China retaliating
3. Brexit uncertainty remains high with no agreement yet between the UK and EU as the 

October deadline approaches, increasing the risk of “No-Deal” or a “Hard Brexit.”

Bond Market Outlook:
 � Safe-haven demand is back on the table, with bond yields falling in August from the Turkish 

lira crisis and EM contagion fears; the same factors, along with rising US-China trade 
tensions, Brexit and Italian fiscal uncertainty, should support bond prices going forward.

 � Also supportive are the continuation of BoJ liquidity for an extended period,” and inflation 
that generally remains low, especially in the Eurozone and Japan.

 � However, on balance, we see bond yields facing more upward pressure than down, from…
1. Solid GDP growth momentum in Q3 after the Q2 rebound
2. Fed on track to hike rates in September and Q4 and the ECB set to end QE
3. Upward pressure on inflation in the US with strong GDP growth and tight labor market, 

and in EM with still-elevated oil prices and spreading currency weakness.
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Stocks Supported by Strong Earnings Growth. Q2 Earnings Surprise on the Upside, Q3 Earnings Expectations 
Revised Up. Solid Global Growth Momentum in Q3 with Q2 GDP Rebound. EM Growth Outlook Dented by Fed 
Rate Hikes, Trade Tensions & Turkey Turmoil
August recap: Global equity markets got off to a mixed start to August as developed market stocks gained on solid Q2 
earnings announcements and positive growth outlook, while emerging market stocks continued to decline with ongoing trade 
tensions, currency weakness and China growth concerns. Stocks sold off in mid-August with the Turkish lira crisis triggering 
a sell-off in global markets on fears of contagion to other emerging markets and risks for Eurozone banks. Stocks rebounded 
in late August with a trade agreement between the US & Mexico in place of NAFTA. The developed markets index gained 
1.1% in August, for YTD gains of 4.4%. Emerging market stocks pared losses from the sell-off after the Turkish lira crisis, 
and ended the month with a modest −0.7% decline, taking YTD declines to −3.5%.

LOOKING AHEAD, stocks remain supported by strong corporate earnings, solid growth momentum and gradual policy normalization:

1. Strong earnings outlook after blow-out Q2 earnings: Global 
earnings outlook remain solid with earnings expectations for 
Q3 being revised higher after blockbuster Q2 earnings. The 
US Q2 earnings results are coming in stronger-than-expected 
and currently tracking around 24% YoY, driven by strong GDP 
and revenue growth, while expectations for Q3 have been 
revised up to over 20%. Eurozone earnings expectations are 
around 7% for 2018 and 10% in 2019. However, earnings 
expectations of European Financials that are exposed to Turkey 
could be cut in coming months, resulting in downward revisions 
to overall earnings. European Q2 earnings results are coming 
in better than expected, tracking around 9.9% YoY, up from 
expectations of around 8.1% growth earlier. Revenue growth is 
expected around 3.9% for the quarter. Japanese earnings are 
expected to rise around 6% in 2018 and improve to around 8% 
in 2019. Japanese companies are benefiting from GDP growth 
rebounding to a stronger than expected 1.9% in Q2. Exporters 
are benefiting from solid global demand and supported by the 
yen depreciating to around 111/$ in July from below 110/$ 
in Q2. Companies’ exchange rate expectations are stronger 
at 109.66/$ for FY2018-19. Emerging markets earnings are 
expected to grow around 16% for 2018. Earnings expectations 
remain solid although there is a risk that these expectations 
could be dialed down in coming months with the increase 
in trade tensions and likely cuts to Turkish earnings and risk 
of contagion to other emerging markets. EMEA earnings are 
expected to rise around 20% in 2018 after 17% in 2017. 
LatAm earnings are expected to improve to 20% from 16% 
last year. EM Asia earnings expectations remain stable at 14% 
growth for 2018 after 26% in 2017.

2. Solid growth momentum in Q3: The global growth outlook 
remains solid in Q3 with a strong Q2 rebound in the US (4.2%), 
a more modest rebound in the UK (1.6%), a disappointing 
rebound in the Eurozone (1.6%), and Japan resuming growth 
with stronger than expected GDP gains in Q2. However, the 
growth outlook in late H2 is likely to be under strain from 
elevated US-China trade tensions. Central banks have expressed 
growing concerns about the increased “uncertainty and risks 
associated with trade policy.” The first round of US-China trade 
tariffs seem to have minimal impact, but the impact could 

Strong Q2 Earnings Growth & Upward 
Revisions to Q3 Earnings Expectations
Global Equity Markets–EPS Growth

2018 (%) 2019 (%)

Estimate Forecast

USA 23 10

UK 11 7

Eurozone 7 10

Japan 6 8

Emg Mkts 16 12

EM Asia 14 10

Latin America 20 15

EM EMEA 20 10

World Index 18 9

Source: IBES, Reuters, Factset; Data as of 8/29/2018

Solid Global Growth Momentum in Q3 with 
Q2 GDP Rebound
Developed Economies–GDP Growth

QoQ Annualized %

Q1 2018 Q2 2018

USA 2.2% 4.2%

Eurozone 1.6% 1.6%

Japan −0.9% 1.9%

UK 0.4% 1.6%

Source: FactSet
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increase with the Trump administration proposing tariffs on $200 billion of Chinese imports and China beginning to 
retaliate. Already business confidence and spending is being adversely impacted by trade uncertainty. 

GDP growth in the emerging markets was solid in H1 2018, supported by strength in oil and commodity prices. Looking 
ahead, the growth outlook for EM has become more challenging with escalating trade tensions, Turkey contagion risk, 
Fed rate hikes and policy normalization by other central banks. Further, many EM currencies have depreciated sharply 
in response to trade tensions and Fed rate hikes, forcing those EM central banks to hike rates to defend their currencies 
and/or fight inflation, while limiting the ability of other EM central banks to maintain accommodative monetary policies. 
In addition to trade tensions and Turkey turmoil, the crises in Argentina and Venezuela, and election uncertainty in 
Brazil are adding to EM growth challenges.

3. Fed, ECB and BoE continue gradual policy normalization, but policy challenges for EM central banks: The Fed, ECB 
and BoE remain on track to gradual policy normalization, but the banks have expressed growing concerns about the 
uncertainty and risks associated with rising trade tensions. The Fed left policy rates unchanged at the early August 
meeting and upgraded its assessment of US economic activity to “strong” from “solid”. The Fed remains on track for 
two more rate hikes in 2018 with the minutes of the August Fed meeting signaling that the next rate hike is likely to 
be in September. In the Eurozone, the ECB remains on track to taper its QE and end it in December. However, the 
ECB reassured that rates would remain unchanged “at least through the summer of 2019.” In the UK, the BoE raised 
interest rates by 25bps in early August. The BoE assured that future rate hikes are likely to be “gradual” and “to a 
limited extent,” given increased Brexit uncertainty. The Bank of Japan (BoJ) left policy unchanged at its late July 
meeting but tweaked its policy framework and introduced explicit forward guidance, pledging to keep accommodative 
policy “for an extended period of time.”

Emerging central banks face challenges as inflation risks have increased with sharp depreciation of many EM currencies 
against the dollar forcing rate hikes to defend currencies and fight inflation, while limiting the ability of other EM central 
banks to maintain accommodative monetary policies. Additional fears of contagion from currency crises in Turkey and 
Argentina have increased challenges to other EM central banks.

While stocks remain supported by strong corporate earnings and solid growth momentum, there are several risks which 
could keep markets volatile, including:

1. The Turkish lira crisis remains unresolved with risks for European banks contagion to other Emerging Markets.

2. Trade tensions continue to ratchet higher with the Trump administration proposing tariffs on another $200 billion of 
Chinese exports and China retaliating.

Tight US Labor Market with Strong Job  
Growth & Steady Wage Gains
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Business Confidence Remains High but Trade  
Tensions Taking a Toll
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3. Brexit uncertainty remains elevated with no deal yet between the UK and EU as the October deadline approaches. 
Failure to agree on a deal raises the risk of collapse of the May government, “No-Deal” or a “Hard Brexit”.

4. Italian fiscal uncertainty with the 5-Star-Lega coalition expected to present a “populist” budget that could breach EU 
fiscal norms.

CONCLUSION: The Turkish lira crisis, US-China trade tensions, Brexit and Italian uncertainties continue to cast a shadow on 
stock markets. However, we still expect the strong earnings outlook and solid GDP growth momentum to help stock markets to 
grind higher.

Bond Yields Fall in August with Turkish Lira Crisis. Bonds Supported by Safe Haven Demand with Trade 
Tensions, Turkey Turmoil, Brexit & Italian Uncertainties and BoJ QE. Solid GDP Growth & Fed Hikes likely to 
Push Yields Higher
Developed market bond yields fell in August on safe haven demand as the Turkish lira collapsed, raising fears of contagion 
to other emerging markets. Falling oil prices had put modest downward pressure on U.S. inflation expectations through 
the middle of the month, but the recovery in oil prices at the end of the month sent expectations back up to 2%. Further, 
the Bank of Japan left the 10-Year JGB yield target unchanged at 0% but widened the band “around zero” from ±0.1% 
to ±0.2% and introduced explicit forward guidance pledging to “maintain the current extremely low levels of short- and 
long-term interest rates for an extended period of time.” In addition, ongoing trade tensions remain a risk for growth with 
U.S. leveling new tariffs against China. The US 10-Year Treasury yield fell to 2.85% in August. Eurozone yields weakened 
−12bps to 0.33%, while UK yields declined to 1.43%. By contrast, Japanese yields are up 4bps to 0.10%.

In the near-term, bonds are likely to remain supported by: 1) Safe haven demand as the Turkish lira crisis remains 
unresolved with risk to European banks and contagion to other emerging markets, US-China trade tensions remain elevated 
and Brexit uncertainty remains high with no agreement yet with EU as the October deadline approaches raising the risk of 
“No-Deal” or “Hard Brexit”; 2) The BoJ continues to provide liquidity, pledging to maintain accommodative monetary policy 
“for an extended period of time;” and 3) Inflation remains low and below target in Japan and the Eurozone, though creeping 
higher in the US and EM. However, bond yields are likely to face upward pressure with: 1) Solid growth momentum in Q3 
with a strong Q2 GDP rebound in the US and a modest rebound in Eurozone, UK and Japan, although growth risks have 
increased with elevated trade tensions; 2) Developed central banks continue policy normalization with the Fed on track to 
two more rate hikes in 2018, while the ECB is set to end QE in December; and 3) Upward pressure on inflation in the US 
with strong GDP growth and low unemployment, and in EM with still-elevated oil prices and spreading currency weakness.

Investment Strategy:

Asset Allocation: Overweight in Stocks with Strong Earnings & Solid GDP Growth but Risks from Turkey Crisis &  
Trade Tensions

Stocks: Remain Overweight. The Turkish lira crisis and trade tensions continue to cast a shadow on global stock markets. 
However, stocks are likely to grind higher with strong corporate earnings and solid growth momentum. Further, policy 
normalization by the Fed, ECB and BoE remains gradual.

Bonds: Remain Neutral. Bonds remain supported in the near-term by safe haven demand from Turkish lira crisis, trade 
tensions, Brexit uncertainty and BoJ to continue QE buying. However, yields are likely to face upward pressure with solid 
growth momentum, Fed rate hikes and ECB ending QE.

Global Equity Markets Strategy: Overweight US on strong earnings & growth. Remain Neutral in Eurozone & Japan. Remain 
Underweight in EM

US: Remain Overweight as US stocks are likely to continue to outperform other markets on stronger earnings outlook 
and solid GDP growth after the strong Q2 rebound. Further, the US is at less risk from the Turkey crisis compared to the 
Eurozone (banks’ exposure) and EM (contagion).

Japan: Remain Neutral as Japanese stocks are likely to be range-bound with GDP growth recovery and BoJ to continue 
QE stimulus for an extended period, but offset by increased risk aversion and yen strength from trade tensions and 
Turkey lira crisis.
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Eurozone: Remain Neutral as Eurozone stocks are supported by GDP growth rebound and stronger-than-expected earnings 
results but offset by concerns about European banks exposure to Turkey’s private sector debt, ECB on track to end QE, and 
risk of Italian fiscal crisis.

Emerging Markets: Remain Modest Underweight as EM stocks are likely to continue to struggle in the near-term with risk 
of contagion from the Turkish lira crisis, trade tensions and US dollar strength. Inflation risks have risen from currency 
weakness forcing EM central banks to hike rates to control inflation.

UK: Remain Modest Underweight with Brexit uncertainty, modest GDP growth & BoE rate hikes. Brexit uncertainty remains 
elevated with UK and EU yet to reach agreement on Brexit with the October deadline approaching, raising the risk of  
“No-Deal” or “Hard Brexit”.

Global Bond Market Strategy: Bonds Supported in Near-term by Safe Haven Demand from Turkey Turmoil, Trade Tensions, 
Brexit & Italian Fiscal Uncertainty

Japan JGBs: Modest Overweight as the outlook for Japanese JGBs remains modestly positive with the BoJ pledging to 
maintain monetary stimulus and low rates “for an extended period.” Further, increased risk aversion with trade tensions and 
Turkey turmoil are likely to support JGBs.

EM Debt: Neutral as the outlook for EM Debt remains mixed. While widening spreads is a positive, risk of contagion from 
Turkey to other emerging markets is a risk. EM spreads widened to over 550bps due to the Lira crisis. However, without a 
resolution of the Turkey crisis, spreads are unlikely to narrow.

US Treasuries: Remain Neutral as US Treasuries are supported from safe haven demand with trade tensions and Turkey 
crisis unresolved. However, Treasury yields are likely to face upward pressure from strong GDP growth, rising inflation, and 
Fed rate hikes.

Eurozone: Modest Underweight as Eurozone bond yields are likely to be mixed with the Turkish crisis supporting German 
bunds but periphery yields likely to be under pressure with the exposure of the Eurozone periphery banks to Turkey’s private 
sector debt. Further, risk of Italian fiscal crisis carries risk for BTPs.

UK Gilts: Modest Underweight as outlook for Gilts remains negative with elevated Brexit uncertainty. The UK and EU are yet 
to reach agreement on Brexit with the October deadline approaching, raising the risk of “No-Deal” or “Hard Brexit”.

Global Sectors: Overweight: Industrials, Financials, Information Technology; Modest Overweight: Energy & Consumer 
Discretionary; Neutral: Healthcare, Materials, & Telecomms; Underweight: Consumer Staples, Real Estate & Utilities.
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