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With US growth on solid footing, Europe coming off a vintage 
year,  Japan experiencing its longest expansion in more than a 
decade and the emerging economies (mostly) in good shape, 
the synchronized global growth acceleration could shift up 
another gear in 2018.

 In the US, our base case has GDP growth continuing on a 
path of  2.5%-3% for the year with generally more risks to the 
upside after the passage of  the GOP tax overhaul.

 While the business cycle is clearly at a mature stage, late stages 
in slow and steady expansions have been known to last a few 
years. Based on our latest recession dashboard readings and 
analysis of  late cycles, we do not believe the next US recession 
will start until sometime in 2020.

 Global monetary conditions should remain on balance 
very accommodative, but less so on the margin. Despite the 
market’s skepticism, we look for the US Federal Reserve (Fed) 
to deliver on its planned three hikes of  its baseline rate in 2018.

 Downside risks include a nasty inflation surprise, a growth 
scare out of  China, and various geopolitical risks including 
heightened Saudi-Iranian tensions that could spur a domino 
of  rising oil prices.  

 A long-awaited acceleration in productivity headlines the 
risks to the upside. It is too soon to know how much to make 
of  Q3’s surprise 3% surge. But we note there are often lags 
between the emergence of  breakthrough innovations such as 
big data, AI, or 3D printing and their ultimate positive impact 
on economic performance. 
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We expect equities to again easily outpace bonds in 2018. 
Equity returns will likely be lower, volatility higher and 
drawdowns bigger than they were in 2017, but that still leaves 
plenty of  room for nicely rewarding gains. 

In a rare exception to the rule, we expect S&P consensus 
earnings estimates to be revised upward as the year goes on. 
Multiples should stay true to the late-cycle form of  expanding 
rather than contracting, provided the expected tightening in 
monetary policy continues to be in response to solid growth 
conditions rather than an inflation surprise.

Some of  our highest conviction is on US sector positioning. 
Our biggest overweights are to the attractively valued 
Financials sector and to Technology. Not only do the 
fundamentals for the latter continue to be a standout, forward 
P/E ratios are actually only slightly higher than for the broad 
market despite the sector’s strong 2017 performance. 

More confusing cross-currents cause us to be neutral value vs. 
growth as well as in our regional bets. US stocks could deliver 
the best earnings growth and also rank highest on quality 
scores, but are expensive relative to other regions. The other 
potential regional star, Japan, faces downside risk should a 
China growth scare occur.

We look for the US dollar to resume its rise on widening 
interest rate differentials, which should be a headwind for 
commodities. Higher rates and elevated commercial real 
estate prices should pressure REITs despite their reputation as 
a late-cycle asset class.

Conditions point to continued outperformance of  credit/
spread products relative to US government bonds. But with 
absolute returns likely very low, we think now is the time 
to start paring exposure. High yield is typically the first to 
underperform when the cycle does finally turn.

KEY POINTS
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manufacturing and non-manufacturing purchasing managers’ 
indices confirm this picture with readings of  58.2 and 57.4, 
respectively, for November (anything over 50 is considered 
expansion territory). In our base case, US growth remains on a 
solid path of  2.5% – 3% for 2018.   

Last quarter we introduced the QMA recession dashboard, 
which focuses on four indicators that we think are critical to 
monitoring recession risks. These indicators are still blinking 
green and we see low probability of  a recession in 2018. That 
said, the economic expansion in the US is at a mature phase, 
having lasted eight years. With the labor market fully employed2 
and the official unemployment rate likely to dip below 4% in 
2018, we are clearly in the later stages of  the business cycle 
expansion. But as we addressed last quarter, the late-cycle 
environment can last for a few years, especially during slow and 
steady expansions such as this one where glaring excess have 
so far failed to build (Figure 2). Based on this analysis, our best 
guess is that the timing of  the next US recession won’t be until 
sometime in 2020.3 

2/ Not Strong, but Long 

Economic Outlook:  
Goldilocks Growth and the Missing Bears
The global economy experienced a synchronized growth 
acceleration in 2017. It has been broad-based with advanced 
economies all benefitting and most emerging economies gaining 
momentum. At this time last year, we pointed out that world 
GDP growth had consistently slowed during the post-crisis 
expansion (2010 – 2016) but that 2017 was “likely to be the year 
where economic growth improves and breaks the deceleration 
trend.”1  That turned out to be the case and growth may shift up 
another gear in 2018 (Figure 1).

1/ Growth to Shift up Another Gear?

As of 12/20/2017.
Source: IMF World Economic Outlook, QMA. For illustrative purposes only, projections are  
not guaranteed.

The Eurozone economies are still in good shape, benefiting from 
reduced political uncertainty and high levels of  business and 
consumer confidence. GDP growth rose 2.6% from a year ago 
through Q3, not only the fastest rate in six years but also better 
than the US. Japanese growth has been more subdued, but the 
country is also enjoying its longest expansion in more than a 
decade. Brexit has so far not had the huge adverse effects on 
the UK economy that were feared. The UK will remain in the 
European Union through March 2019, and a two-year transition 
is expected afterwards. Averting a “hard” departure is the key to 
avoiding bad economic outcomes here.   

China used policy stimulus in 2016 to boost growth in 2017 
ahead of  the Communist Party Congress, where President Xi 
emerged with significantly enhanced power. That stimulus is now 
being withdrawn and growth is projected to slow. While most 
observers expect an orderly slowdown, we view this as an area to 
watch closely for downside risks.  

Meanwhile, growth conditions in the United States appear to 
be on firm footing. While GDP growth began the year with 
a whimper, growth moved up over 3% in the second and 
third quarters, and the Atlanta Federal Reserve’s (Fed) GDP 
Nowcast estimates growth tracking at 3.2% for Q4. Monthly 
indicators such as the Institute for Supply Management (ISM) 
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3 Campbell, Edward L., Q4 2017 Outlook & Review, October 2017.

As of 9/30/2017.
Source: Thomson Reuters Datastream.
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Disappointments on policy progress were a key theme in 2017, 
but President Trump and congressional Republicans did deliver 
on their most market-relevant policy objective as the year drew 
to a close with their comprehensive overhaul of  the nation’s 
tax code. The legislation, which lowers rates for individuals, 
corporations and pass-through entities and allows immediate 
expensing on capital expenditures, creates upside risks for 
growth, inflation and interest rates in 2018. 

Faced with a global economy in its best shape since the 
financial crisis, global monetary policy should continue toward 
normalization, with the Fed hiking rates and shrinking its 
balance sheet and the European Central Bank continuing to 
taper bond purchases. Monetary conditions should remain on 
balance very accommodative, but less so on the margin. The Fed 
followed through with three rate hikes in 2017, consistent with 
the median “dots” from the dot plot of  projections by individual 
Fed governors from a year earlier. This was the first time in 
several years the Fed delivered on its own prior-year projections, 
after previously having to scale back on planned interest rate 
hikes to accommodate weaker growth and inflation conditions. 
We think the Fed will again deliver three rate hikes this year 
consistent with its forecasts and that market expectations will 
have to have to shift upward to meet the dots (Figure 3). 

3/ Fed Likely More Right than Market 

Market Outlook:  
From Optimism to Euphoria?
“Bull markets are born on pessimism, grow on skepticism, mature on 
optimism and die on euphoria”

– Sir John Templeton

Stay Overweight Stocks vs. Bonds

2017 was a stellar year for stocks markets generally (Figure 4).

4/ A Very Good Year

As of 12/31/2017.
Source: Factset.
Past performance is not a guarantee or reliable indicator of future results. The Russell 
Indices are trademarks/service marks of the Frank Russell Company. Russell®  is a trademark 
of the Frank Russell Company.

What was perhaps most remarkable is that these returns were 
delivered in a year where market volatility reached unusually 
low levels. Figure 5 shows that the 12-month rolling standard 
deviation (based on daily data) was the lowest on record since 
the mid-1960s. As a result, risk-adjusted returns were even more 
impressive than total returns. The 12-month rolling return/risk 
(i.e., Sharpe) ratio was in the 97th percentile of  all the daily data 
for the past 30 years, reaching its highest levels seen since the 
mid-to-late 1990s.
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5/ Stock Market Volatility Reaches Historic Low

0%

10%

20%

30%

40%

50%

60%

De
c-2

8

De
c-3

2

De
c-3

6

De
c-4

0

De
c-4

4

De
c-4

8

De
c-5

2

De
c-5

6

De
c-6

0

De
c-6

4

De
c-6

8

De
c-7

2

De
c-7

6

De
c-8

0

De
c-8

4

De
c-8

8

De
c-9

2

De
c-9

6

De
c-0

0

De
c-0

4

De
c-0

8

De
c-1

2

De
c-1

6

Current Vol = 6.8%
2nd historical percentile'

ROLLING 12M VOLATILITY OF S&P 500

4 Various estimates of Wall Street strategists.
5  T unkel, Irene, Keon, Ed, “Why Equity Investors Should Worry Less about the Fed,” QMA, 

November 2016.

As of 12/31/2017.
Source: Global Financial Data, QMA.

Volatility was not only very low, but drawdowns were also 
incredibly shallow, as the biggest drawdown of the S&P 500 Index 
for the year was just 2.8%. 

Back in June we noted with some concern that the S&P had gone 
an unusually long period after reaching a new peak without a 5% 
correction. That streak continues to today (Figure 6), and as of 
the first week of January equals the all-time longest (last reached 
in 1969) based on data going back to 1927. It’s worth noting that 
previous long streaks were broken by drawdowns in the 8-10% 
range.   

6/ Long Overdue for a Pullback

TIME BETWEEN S&P 500 MARKET CORRECTIONS
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It seems likely that equity returns will be lower, volatility higher 
and drawdowns bigger in 2018, but that is not an especially bold 
statement. The composition of equity market total returns in 2017 
was as follows: earnings grew by a robust 12%, dividend yields 
averaged 2%, and valuation expanded by 8%, as the price-to-
earnings (P/E) ratio expanded from 17.2 to 18.6, adding up to the 
roughly 22% return. What are reasonable expectations for 2018?

Earnings growth has the potential to be very strong once again in 
2018. The aggregated bottom-up 12-month forward consensus 
forecasts among analysts imply 11.2% earnings growth for the 
S&P 500. The usual pattern is for growth estimates to start 
the year too optimistic and be revised downward as analyst 
incorporate new information about company profits. That is, 
analysts tend to be systematically biased toward optimism. But 
there are years, reasonably rare exceptions to the rule, where 
estimates stay steady (as was the case in 2017) or are revised 
upward. Our quantitative work suggests there is momentum in 
analyst forecasts. Due to herding effects, current changes in 
earnings and net revisions to forecasts tend to predict future 
revisions. This suggests current earnings growth estimates are not 
only solid, but may need to be revised upward even further. And 
this is before incorporating the one-time boost to earnings growth 
from lower corporate tax rates which could add another 5-7% on 
top of that.4 

What is likely to happen with market multiples? We would not bet 
on multiples contracting in 2018. Typically, earnings multiples 
expand rather than contract in the late-cycle environment and fall 
only during economic downturns (Figure 7). While one can make 
a case for multiple contraction as a consequence of Fed 
tightening, we wouldn’t count on it if the tightening comes in 
response to continued healthy growth conditions rather than an 
emerging inflation problem. Our previously published work shows 
rising interest rates can be a positive or negative for market 
valuation depending on the starting point. Normal levels actually 
result in higher average P/Es, while very high (or very low) result 
in lower average valuations.5 So investors should not fear 
monetary policy normalization as long as it occurs in the context 
of favorable growth conditions unaccompanied by a nasty 
inflation surprise.    

As of 12/31/2017.

 Source: Global Financial Data, QMA.
Note: Height of bars represents number of trading days without 5% or more correction from 
previous peak.
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7/ Valuation and the Business Cycle

*Cycle defined from market peak to trough. 

As of 12/31/2017.
Source: Standard & Poor’s, Thomson Financial, Haver Analytics®, Credit Suisse.

Bottom line: 2018 shapes up as another very rewarding year in 
equity markets, in our view. Indeed, if  enough things break right 
and the above earnings and multiple projections fall into place, the 
pace might not be far off 2017. We would currently handicap the 
various scenarios as follows: 

AVERAGE CHANGES IN S&P 500 MULTIPLES THROUGHOUT THE CYCLE*  
(1982-2017)

2.65 

0.85 
1.24 

-5.7

 Early Cycle  
(Year 1) 

 Mid-Cycle 
(Annualized) 

 Late Cycle 
(Final Year) 

 Recessionary Fall 
(Cumulative) 

Source: QMA. There is no guarantee this will be achieved. For illustrative purposes only.

In contrast to continued strength in equities, we expect bond 
returns to be relatively meager.  We believe policy rates will rise 
by about 75 basis points and still expect a positively sloped (albeit 
flatter) yield curve over the next 12 months, producing10-year 
rates at or slightly above 2.75% by year end.

We expect the US dollar to resume its rise on widening interest 
rate differentials, despite the 2017 pullback, which should be a 
headwind for commodity prices. Higher rates in combination 
with elevated commercial real estate prices should also weigh on 
REITs despite their reputation as a late-cycle asset class.

S&P RETURN PROBABILITY IMPACT

Euphoria Takes Hold 25% 35% 8.75%

Tempered Optimism Reigns 10% 50% 5%

Surprise End to the Business Cycle -25% 15% -3.75%

Probability Weighted Return 10%

Regional Allocation: Stick with Broad-Based Exposure, 
but the US and Japan May Be Top Performers 

US stocks are expensive relative to other global bourses but, 
given the boost from corporate tax cuts, could deliver the best 
earnings growth next year. The US also ranks as the highest 
quality region based on our multi-factor quality score, adding 
to the dissonance between relative valuation and fundamentals. 
The result is we are avoiding big bets on our US, EAFE and 
emerging markets (EM) relative exposures. 

Japan is the highest-ranked of the major regions in our quant 
work, exhibiting strong scores on technicals, quality and 
sentiment. Japan’s GDP growth reached seven straight positive 
quarters in Q3, something not seen in 16 years, and monetary 
policy should stay very accommodative, with interest rates 
still pinned near zero. Profit growth was explosive in 2017 
and should continue to expand at a double digit pace in 2018. 
Meanwhile, valuation still looks reasonable with the Forward 
P/E at 15. On the other hand, Japan’s economy is significantly 
exposed to China, so any problems there would pose downside 
risks for Japanese equity markets. 

US Equity Strategy: Bet on Sectors over Styles and Market Cap

In 2017 we favored value over growth and small caps over large 
caps at various points during the year, and wound up pulling 
back to neutral positioning. We are staying neutral looking 
forward as we see various cross currents in the style and market 
cap space. Value is cheap and should be the bigger beneficiary 
of corporate tax cuts. But earnings revisions and earnings 
growth expectations favor growth stocks and price momentum 
(and momentum often reigns in late in the cycle). Similar factors 
are at play in small vs. large. 

In contrast, we have higher conviction on sector positioning. 
Late-cycle optimism should boost cyclical sectors over defensive 
ones. We are underweighting defensive sectors that sport high 
relative valuation such as Utilities and Consumer Staples.  
Financials and Technology are our favored sectors. In an 
environment where it is very difficult to find attractively valued 
assets, financial stocks still fit the bill (Figure 8). Financials 
should also benefit from a lighter touch on regulation, rising 
interest rates, improved risk appetite and robust capital markets. 
Technology fundamentals are superior to all other sectors and 
forward P/E ratios are actually only slightly higher than for the 
broad market despite the sector’s strong 2017 outperformance. 
Energy stocks also look set to rebound, but we view this as a 
more speculative play. 
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8/ Financials Still Attractively Priced

As of 11/30/2017.
Source: Thomson Reuters Datatream, QMA.

Fixed Income: Take Risks in Equity Rather Than Bonds

Given our view on rates edging higher, we are cautious on 
duration and would hold some extra cash as well since we expect 
volatility to return to more normal levels in the next 12 months. 

Economic conditions point to continued outperformance of  
credit/spread products relative to US government bonds in 
2018, despite expensive valuation. Solid US and global growth 
implies low default risk for high yield bonds and continued 
support for EM debt. Further, high yield spreads typically tighten 
when interest rates rise and, while spreads are tight, they are not 
yet at all-time lows (Figure 9).  

But absolute returns in credit are likely to be very low and 
we think now is the time to start paring exposure. Investors 
are better off taking their risk in stocks where they are likely 
to get more bang for their risk buck. Late-cycle dynamics like 
increased merger and acquisition activity and rising corporate 
confidence typically benefit equity investors, but credit investors 
are more exposed to the deterioration in balance sheet quality 
that accompanies rising optimism, with their upside capped, by 
definition. As the credit cycle typically leads the economic cycle, 
high yield is often the first to underperform when the cycle does 
turn, and deteriorating liquidity conditions are likely to make life 
even more difficult for those who stay too long at the party. 

9/ Tight Spread, but Not at Historic Low

As of 12/15/2017.
Source: Facset, QMA.

KEY RISKS TO BASE CASE SCEANARIO:

Inflation/More Aggressive Fed Tightening: The biggest economic risk 
to our positive base case is that fiscal stimulus on top of  a fully 
employed labor market creates greater than expected inflation 
pressure, forcing the Fed to adopt a faster rate hiking schedule, 
which, in turn, inverts the yield curve and rattles financial 
markets. Our base case is that inflation increases at a moderate 
pace in the next year, but a more troubling spike should not be 
dismissed. 

China Growth Scare: While our base case for China involves a 
moderate orderly slowdown, the risks for investors are skewed to 
the downside, as any growth slowdown risks exposing underlying 
fragilities such as credit excess and overinvestment that could 
be compounded by potential policy mistakes. This could cause 
global stocks to experience significant drawdowns similar to what 
we saw at the beginning of  2016. Commodities and EM equities 
would be under particular pressure.

Geopolitical/Political Shocks: Geopolitics hardly impacted markets 
at all in 2017 despite escalating tension on the Korean peninsula; 
however, any number of  political or geopolitical issues could 
wind up souring investor sentiment 2018. The most material 
ones in our view include: the US midterm elections and the 
Mueller investigation, rising protectionism, US-North Korea 
tensions, Iran/Saudi tensions, UK Tories taking the hard road to 
Brexit, and the Italian elections. Iran and Saudi hostilities could 
further prompt a surge in the price of  oil, which has sparked 
bear markets in the past.

  US FINANCIAL SECTOR PRICE/BOOK RATIO
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11/ Animal Spirits Rising

As of 11/30/2017.
Source: Bloomberg.

As of 8/15/2017.
Source: Thomson Reuters Datastream, QMA.

Put these elements together and it is not much of  a stretch 
to imagine productivity undergoing a trend acceleration. 
Productivity leapt by 3% in Q3, the largest single jump in 
three years. This data is notoriously difficult to forecast and the 
quarterly numbers are volatile, so it pays to be cautious and wait 
for more evidence. However, many of  the conditions are in place. 
Rising productivity could combine with revived animal spirits 
(small business confidence is now at levels last seen in the 1980s, 
Figure 11) to spark a significant upswing in capital spending 
which further increases the economy’s productivity capacity, 
creating a virtuous cycle. This could have profound implications 
across financial markets and the global economy. 
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Productivity Rebound/Animal Spirits Reawaken: The upside 
risk scenario is as follows: Productivity growth, which been 
abysmal in the post-crisis period, tends to move in long waves. 
Indeed, there are often long lags between the emergence of 
breakthrough innovations and their ultimate positive impact 
on the productivity statistics (Figure 10). Technologies such as 
artificial intelligence, virtual reality, big data, blockchain, 
robotics, 3D printing and the Internet of things have all seen 
significant breakthroughs and adoption recently, which are 
shaking up industry after industry. Corporate tax cuts and 
immediate expensing of capital expenditures, combined with 
tight labor markets and a expensive dollar, give US companies 
the incentive to invest and find better ways of working. 

10/ Is Productivity about to Pick Up?
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investment decision. Past performance is not a guarantee or a reliable indicator of future results. No liability whatsoever is accepted for any loss (whether direct, indirect, or consequential) that 
may arise from any use of the information contained in or derived from this report. QMA and its affiliates may make investment decisions that are inconsistent with the recommendations or 
views expressed herein, including for proprietary accounts of QMA or its affiliates. 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations of particular securities, 
financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities, financial instruments or strategies for 
particular clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report must make its own independent decisions. 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory trends as of the original date of this 
document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or contemplated in such forward-looking statements. As a result, you 
should not rely on such forward-looking statements in making any decisions. No representation or warranty is made as to future performance or such forward-looking statements. 
QMA affiliates may develop and publish research that is independent of, and different than, the recommendations contained herein. QMA personnel other than the author(s), such as sales, 
marketing and trading personnel, may provide oral or written market commentary or ideas to QMA’s clients or prospects or proprietary investment ideas that differ from the views expressed 
herein. Additional information regarding actual and potential conflicts of interest is available in QMA’s Form ADV Part 2A. 
These materials are not intended for distribution to, or use by, any person in any jurisdiction where such distribution would be contrary to local or international law or regulation. 
These materials are for informational or educational purposes only.  The information is not intended as investment advice and is not a recommendation about managing or investing assets.  In 
providing these materials, QMA is not acting as your fiduciary as defined by the Department of Labor.

SPECIAL RISKS 
Foreign investments may be volatile and involve additional expenses and special risks, including currency fluctuations, foreign taxes and political and economic uncertainties. Emerging and 
developing market investments may be especially volatile. Investments in securities of growth companies may be especially volatile. Due to the recent global economic crisis that caused 
financial difficulties for many European Union countries, Eurozone investments may be subject to volatility and liquidity issues. Value investing involves the risk that undervalued securities may 
not appreciate as anticipated. Small and mid-sized company stock is typically more volatile than that of larger, more established businesses, as these stocks tend to be more sensitive to 
changes in earnings expectations and tend to have lower trading volumes than large-cap securities, creating potential for more erratic price movements. It may take a substantial period of 
time to realize a gain on an investment in a small or mid-sized company, if any gain is realized at all. Diversification does not guarantee profit or protect against loss. 
Emerging markets are countries that are beginning to emerge with increased consumer potential driven by rapid industrial expansion and economic growth. Investing in emerging markets is 
very risky due to the additional political, economic and currency risks associated with these underdeveloped geographic areas. Fixed-income investments are subject to interest rate risk, and 
their value will decline as interest rates rise. Unlike other investment vehicles, U.S. government securities and U.S. Treasury bills are backed by the full faith and credit of the U.S. government, 
are less volatile than equity investments, and provide a guaranteed return of principal at maturity. Treasury Inflation-Protected Securities (TIPS) are inflation-index bonds that may experience 
greater losses than other fixed income securities with similar durations and are more likely to cause fluctuations in a Portfolio’s income distribution. Investing in real estate poses risks related 
to an individual property, credit risk and interest rate fluctuations. High yield bonds, commonly known as junk bonds, are subject to a high level of credit and market risks. Investing involves 
risks. Some investments are riskier than others. The investment return and principal value will fluctuate and when sold may be worth more or less than the original cost. 

IMPORTANT INFORMATION 
Sources: QMA, Thomson Reuters Datastream, Federal Reserve, Bloomberg, FactSet Research Systems, Standard & Poor’s, Haver Analytics®, Credit Suisse. 
In Europe, certain regulated activities are carried out by representatives of PGIM Limited, which is authorized and regulated by the Financial Conduct Authority (Registration Number 193418), 
and duly passported in various jurisdictions in the European Economic Area. Quantitative Management Associates LLC (QMA), which is an affiliate to PGIM Limited, is a SEC-registered 
investment adviser, and a limited liability company. PGIM Limited’s Registered Office, Grand Buildings, 1-3 Strand, Trafalgar Square, London WC2N 5HR. 
QMA’s investment team operated for many years within one of Prudential Financial, Inc.’s (PFI) asset management companies, known today as PGIM, Inc. QMA’s predecessors began managing 
domestic equity accounts for US tax-exempt clients in 1975. In 2004, QMA became a registered investment adviser with the SEC under the Investment Advisers Act of 1940 and the quantitative 
management business of PGIM, Inc. was transferred to QMA. No changes in investment professionals or process occurred as a result of this change in legal structure. 
QMA is a wholly-owned subsidiary of PGIM, Inc. the principal asset management business of PFI of the United States of America. PFI of the United States is not affiliated in any manner with 
Prudential plc, which is headquartered in the United Kingdom.

Copyright 2018 QMA. All rights reserved. QMA-20171221-404.
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