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Summary

In line with the 2018 outlook presented in our previous Quarterly Market Overview, global economic 
growth remained on a positive trajectory in the first quarter of the year and inflation stayed 
subdued, despite price pressures building in the US and UK. Nevertheless, this was not enough to 
prevent equity markets from correcting at the start of February, amid a spike in volatility that was 
exacerbated by volatility-linked investment strategies. The catalyst of the sell-off was an increase in 
longer-term treasury yields, caused by rising inflation expectations and the continued withdrawal 
of policy support by the world’s major central banks. Later in the quarter, markets were also affected 
by concerns that President Trump’s decision to introduce trade tariffs signalled a move towards 
more protectionist policy and, potentially, a trade war with China, as well as the potential for greater 
regulation of the technology industry.

Asset performance was mixed and impacted by sizable swings in the foreign exchange markets. 
The emerging markets again generated solid returns after very strong performance in 2017, 
benefitting from robust growth and accelerating investment, as well as higher industrial commodity 
and oil prices. Although the headlines were dominated by Trump’s trade policy, emerging market 
trade actually jumped higher; this supported the region’s currencies and helped ease financial 
conditions, even as treasury yields rose.

US equities outperformed their developed-market peers, boosted by strong corporate performance 
and the tax reforms announced at the end of last year. The dollar also weakened further, 
undermined by the country’s large trade deficit and, indirectly, by positive developments affecting 
other currencies. Sterling was the strongest currency, buoyed by hawkish rhetoric from the Bank 
of England (BoE) and news that the UK government had reached an agreement on terms for a 
Brexit transition period with the European Union (EU). In turn, sterling’s strength contributed to UK 
equities’ underperformance, with large-cap UK multinationals lagging their smaller, domestically-
focused peers. Japanese equities also encountered similar issues, with the yen strengthening 
following some marginally more hawkish central bank commentary, while the strength of the euro 
and concerns over the result of the Italian election weighed on European equities.

Treasuries underperformed, with the benchmark ten-year yield approaching the key 3% level as 
US wage growth accelerated and the Federal Reserve (Fed) continued to tighten its policy stance. 
Higher US government spending expectations added to the upward pressure on yields. Meanwhile, 
European sovereigns outperformed, achieving positive absolute returns; core European sovereigns 
benefitted from safe-haven demand, while the European Central Bank’s (ECB) ongoing asset 
purchase programme and the region’s economic recovery continued to provide support. Angela 
Merkel’s success in brokering a deal to form a new German coalition government was also beneficial, 
outweighing the negative effect of increased uncertainty associated with Italy’s election resulting in 
a hung parliament. Elsewhere, UK gilts were also supported by a combination of safe-haven demand 
and reduced political risk, even with the BoE more hawkish than expected. Meanwhile, corporate 
bond markets generally underperformed sovereigns as risk assets came under broad pressure, but 
high yield did better as rising commodity and oil prices drove this part of the market higher.

The global economy performed largely as 
we expected in the first quarter of the year

Emerging market equities led the market, 
achieving solid gains…

…but developed-world equities lost ground 
as volatility increased

Fixed income outperformed equities, but 
most areas of the market still suffered 
losses

Figure 1: US dollar-denominated equity market performance, to 31 March 2018. 
Past performance is not a reliable indicator of future returns. 
Source: Thomson Reuters Datastream and MSCI, please see important information.
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The economic cycle
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Figure 2: Our economic clock shows that we believe the world’s major economies’ cycles are maturing. While 
judging the cycle is not a precise science there are signs that the US is entering a late-cycle consolidation. 
Source: Brooks Macdonald

Why is the economic cycle important?

It is important to estimate where we are in the economic cycle, as this has significant implications for asset allocation decisions. While the global 
financial system is heavily interlinked, it is also important to consider differentials between the individual economic cycles of the major regions in 
terms of how these will affect investment returns.

Figure 2 shows that the US business cycle is more mature than those of Europe, the emerging markets and Japan. However, it is still uncertain whether, 
or how quickly, inflation will accelerate in each of these regions, particularly given the persistence of structural deflationary headwinds in recent 
years. Fiscal stimulus such as the recent US tax reforms and proposed infrastructure spending programmes could lengthen the US economic cycle by 
allowing growth to continue, even as policy tightens further. Conversely, the introduction of protectionist measures, such as trade tariffs, could shorten 
one or more regions’ business cycles’ by raising inflation. Likewise, an increase in government borrowing could cause bond yields to rise, thereby 
impacting growth.

Our clock shows how the economic cycle passes through four stages.

The cycle begins as a recovery from the prior 
recession. At this point, growth rebounds, but 
unemployment is still high and inflation low, 
or negative. Central banks cut interest rates 
or enact other stimulus measures to support 
growth, while asset prices bounce from cycle 
lows.

Once the early recovery gains pace, it broadens 
into an economic expansion. At this point, mid 
cycle, labour markets are strengthening, but the 
economy still has a lot of spare capacity. This keeps 
inflation low, allowing monetary policy to remain 
accommodative. This ‘goldilocks’ environment is 
ideal for the performance of risk assets.

As the expansion matures, labour markets 
tighten, growth moderates and inflationary 
pressures build. Central banks begin to reduce 
their policy support, putting pressure on fixed 
income markets and causing rotation within 
equities. This is known as late in the cycle.

Higher inflation forces central bankers to 
tighten monetary policy. Rising default rates 
impact growth, which may turn negative, 
marking a recession. During this stage, risk 
assets generally underperform, while safe-
haven assets benefit.
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The risks associated with escalating 
protectionism have increased…

Figure 3: Inflationary pressures continue to build in the US, with strengthening wage 
growth a key focus of policymakers and investors. 
CPI: Consumer price index 
Source: Thomson Reuters Datastream

Figure 4: The Fed continues to increase US interest rates as inflationary pressures 
build. It is also reducing the size of its balance sheet, while the government is 
expected to increase its debt issuance to fund its fiscal stimulus measures. These are 
the key factors driving treasury yields higher. 
Source: Thomson Reuters Datastream

The United States

A year after his inauguration, the major newsflow out of the US continues to focus on President 
Trump’s rhetoric. This quarter, his trade policies took centre stage; he believes the country’s large 
trade deficit is a direct consequence of unfair trade rules and used this as the basis for introducing 
up to $60bn of tariffs on Chinese imports. China quickly responded with tariffs of its own on 
US imports, but these were relatively restrained, amounting to only around $3bn in value. The 
announced measures will affect only small proportions of each country’s total trade and have 
limited economic impact. However, China’s move suggests that it is willing to stand up to the US, 
even if it will likely seek to avoid a wider trade war that could seriously damage both economies. 
Nevertheless, there are concerns that these actions are a sign of greater protectionist measures to 
come and we expect protectionist rhetoric to weigh on sentiment. 

The US economy continues to perform well, with employment growth robust and strong consumer 
confidence supporting consumption. Its housing market has so far remained resilient to the rise in 
interest rates, while the investment environment has been boosted by the tax reforms introduced 
by the Trump administration in December. Forward-looking data, such as purchasing managers’ 
indices, indicate that this environment will persist, at least in the short term.

We believe the growth catalyst provided by the tax reforms and other likely fiscal stimulus, such as 
infrastructure spending programmes, could extend the US economic cycle. However, the amount 
of spare capacity is falling and inflationary pressures are building as the cycle matures (Figure 3). 
Wage growth has accelerated to its highest level in almost a decade, causing the Fed to continue 
tightening its monetary policy stance, albeit gradually, and it again raised rates in March (Figure 
4). Despite this, inflation remains controlled, with both the headline and core measures close to 
the Fed’s 2% mandate target level. This is allowing the Federal Open Markets Committee (FOMC) 
to persist with its cautious approach to policy tightening, and it maintained its guidance for three 
rate hikes in 2018, rather than increasing to four as expected by some market commentators. 
Overall, it appears that new Fed Chair Jerome Powell is set to continue the cautious approach of his 
predecessor, Janet Yellen.

The strong economic backdrop and boost from the tax reforms drove US corporate earnings 
growth to multi-year highs. This helped the US equity market outperform its developed peers, 
even as treasuries sold off amid rising inflation expectations. The large technology sector again 
led the market, albeit amid a significant rise in volatility. The consumer discretionary sector also 
performed well, but the eight other sectors all lost ground, led by the bond-proxies of telecoms and 
consumer staples.

…but the US economy remains on sure 
footing

The Fed Reserve continues to tighten its 
policy stance and higher bond yields were 
a key catalyst of the recent sell-off 

However, US equities outperformed on 
the back of strong underlying corporate 
performance

“Investor focus has centred on international  
trade disputes in recent months”
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Europe

The European economy continues to progress well, with economic growth near its post-global 
financial crisis highs. However, some forward-looking indicators have suggested that the rate of 
expansion is moderating; in particular, activity and other sentiment surveys have declined from 
peaks around the turn of the year. This can partly be attributed to the strengthening of the euro, 
which has provided a defacto tightening of financial conditions and acted against the international 
competitiveness of European businesses. It has also begun to weigh on eurozone inflation, to the 
extent that ECB President Mario Draghi explicitly stated that the Bank was monitoring exchange 
rates and their implications for the inflation outlook during his March press conference.

Core inflation remains relatively stable, even though wage growth has remained subdued and 
headline inflation has slowed (Figure 5). As such, the ECB halved the rate of its asset purchases in 
January, in line with its announcement last quarter. With the Governing Council’s growth forecasts 
having also edged higher, it shifted further away from its easing bias, dropping its long-standing 
pledge to increase its asset purchases if warranted by the economic backdrop. This move adds 
weight to the thesis that the ECB will end its asset purchase programme later this year, although 
we note that it has pledged to keep interest rates as their present low levels until well after the 
programme’s conclusion.

Figure 5: Significant spare capacity remains within the eurozone economy and this is keeping inflation subdued, 
despite the region’s growth. The strength of the euro has also come to the attention of policymakers 
.CPI: Consumer price index 
Source: Thomson Reuters Datastream
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Europe’s economic expansion remains 
robust, although the persistent strength of 
the euro is becoming a headwind 

The ECB is withdrawing some of its 
monetary policy support, but its stance is 
expected to remain accommodative

In politics, Angela Merkel finally secured a fourth term as Chancellor after managing to form 
a coalition government between her Christian Democratic Union and the opposition Social 
Democratic Party. This will improve Northern Europe’s opportunity for further economic 
integration and structural reform. 

However, Italy’s general election ended in a hung parliament and the strong showing by populist 
political parties with eurosceptic views is likely to impair the chance of further European 
integration. Indeed, it was the populist Five Star Movement, only founded in 2009, that emerged 
as the most successful single party, winning around a third of the votes. As was the case in the 
UK election last year, the result appears to have been influenced by perceived inequality among 
various demographic groups. Political uncertainty is now elevated as the various parties are 
working to form a coalition government based on their ideological stances. We note that all of Italy’s 
main parties pledged significant fiscal expansion, although the country’s finances remain stretched 
and its economy continues to underperform its European peers.

…but the proliferation of populist parties in 
Italy is now a stronger concern

Political developments were mixed, with 
Angela Merkel restoring some certainty in 
Germany…

“The Italian political backdrop is a growing  
  source of risk on the Continent.”

https://www.brooksmacdonald.com/insights/european-politics-german-stability-countered-by-italian-uncertainty
https://www.brooksmacdonald.com/insights/european-politics-german-stability-countered-by-italian-uncertainty
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Figure 6: The real wage squeeze is moderating as wage growth has picked up, while inflation has begun to 
decelerate as sterling has stabilised. Nevertheless, the UK consumption backdrop remains challenged, as 
demonstrated by weak retail sales growth data. 
CPI: Consumer price index 
Source: Thomson Reuters Datastream

Elsewhere, European leaders reacted to the US President’s trade tariffs with concern and pledged 
reactionary measures of their own, even as most acknowledged that a trade war would be broadly 
detrimental. Certain European economies with large trade surpluses, such as Germany, could 
see their export sectors heavily affected by the introduction of industry-specific tariffs. So far, the 
announced measures are relatively minor in terms of their economic impact, but given the strong 
rhetoric on both sides this is an area we will be watching closely over the coming quarters, both 
with regard to its impact on economic fundamentals and on investor sentiment.

The euro’s appreciation weighed on European equities, although they outperformed most of 
their developed world peers as the economy improved and the ECB committed to maintain 
its accommodative policy stance. While the political developments in Italy proved a cause for 
concern, these were outweighed by optimism surrounding the potential for further economic 
reform in Northern Europe following Angela Merkel’s success in forming a new German 
government. This was evident in the fact that European sovereigns outperformed broader fixed 
income markets.

The United Kingdom

In the UK, weak real wage growth has weighed on consumption for some time and this has caused 
broader growth to fall to its lowest level in over five years. However, there may be some relief 
approaching; inflation has begun to decelerate as the effects of sterling’s post-referendum weakness 
have begun to lessen, while wage growth is showing tentative signs of acceleration (Figure 6). 
Indeed, the strength of the UK labour market led two members of the BoE’s Monetary Policy 
Committee (MPC) to vote for a rate hike at its March meeting and market pricing indicates that 
investors now expect UK interest rates to rise again in May. Nevertheless, we remain cautious on UK 
consumption as real wage growth is still very weak, while personal debt levels remain elevated.

European equities lost ground as risk 
assets sold off globally, but European 
sovereigns outperformed within fixed 
income

Certain European countries could be 
disproportionate losers in the event of a 
global trade war
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The real wage squeeze is moderating, 
but UK consumption remains under 
pressure 

Investors will take encouragement from news that the UK and European Commission have 
agreed terms for a Brexit transition period, during which the UK will undertake to make an orderly 
withdrawal from the EU. The agreement sets a transition period that will last from 29 March 2019, 
when the UK will leave the EU, until 31 December 2020. During this time, the UK will retain the 
benefits of the single market and customs union, and the rights of EU and UK citizens (in the UK 
and EU respectively) will be the same whether they arrived in or before the transition period. 
Furthermore, the UK will be allowed to negotiate and sign trade deals as soon as it leaves the EU.

The deal shows goodwill on both sides and will provide businesses a greater degree of confidence 
in planning for the future, thereby improving the domestic investment and employment outlooks. 
Despite this, significant uncertainty still remains around a number issues of the secession, in 
particular the shape of the post-Brexit UK trade environment, and this will continue to weigh on 
sentiment. Furthermore, these developments have supported sterling, reducing the boost that UK-
based manufacturers derived from its post-referendum decline.

Sterling’s strength weighed on UK equities, which were among the weakest performers globally. 
Within the sector, large-cap UK-based multinationals lagged their smaller, domestically-focused 
peers. Gilts outperformed within fixed income despite the BoE’s more hawkish rhetoric, supported 
by safe-haven demand.

While the Brexit negotiations are 
progressing…

…significant uncertainty remains

Nevertheless, the pound strengthened 
markedly and weighed on the 
performance of UK equities

https://www.brooksmacdonald.com/insights/bank-of-england-rate-rise
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China and the emerging markets

China’s economy continues to perform better than expected, with GDP growth closing 2017 at 
the higher end of the government’s official target range of 6.5%-7.0%. While this was reduced to 
“around 6.5%” for 2018 in March, recent data suggests that growth exceeded this in the first quarter. 
Consumption remains robust, backed by high levels of consumer confidence, while exports and 
industrial activity are being supported by the strength of the global economy. There are also signs 
that positive effects from reforms implemented in recent quarters, such as the move to allow joint 
ownership, are providing some support to the slowing housing market (Figure 7).

These developments paint a reassuring picture of the economy at a time when the government 
appears to be taking a more serious approach to tackling the country’s longer-term structural 
headwinds, in particular the rate of credit creation and environmental issues. In terms of the 
former, this means tighter financial conditions. We also note that inflation has accelerated and 
although it remains relatively contained, this is another factor that could add a tightening bias 
towards Chinese monetary policy in time.

Figure 7: China’s housing market remains under cyclical pressure as the government 
has acted to contain speculative activity; however, reforms have provided some 
stability.  
Source: Thomson Reuters Datastream

China has allowed the renminbi to strengthen against the dollar already this year, potentially 
to avoid assertions that it is a ‘currency manipulator’ (Figure 8). Nevertheless, President Trump 
recently announced plans to introduce tariffs on up to $60bn of Chinese goods. While US exports 
only represent a relatively small proportion of China’s total exports, a trade war would likely be 
detrimental to both countries; even the threat of one is likely to weigh on sentiment. Nevertheless, 
we are encouraged that the US government is already facing significant opposition from many 
major US businesses on tariffs, as this could limit the US government’s appetite to introduce further 
protectionist measures.

We note that although the US is taking a protectionist trade policy, the majority of countries are 
embracing free trade. This is evident in the fact that the remaining members of the former Trans-
Pacific Partnership Agreement, from which President Trump withdrew the US, signed a new 
Comprehensive and Progressive Agreement for Trans-Pacific Partnership in March. This created 
the world’s third-largest free trade area. Indeed, trade volumes jumped across the emerging markets 
during the quarter, despite the negative headlines associated with US policy.
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The potential for a trade war involving 
China is currently only a tail risk, but there 
are signs this risk is increasing

…but policy may begin to weigh more 
heavily as the year progresses

Chinese growth remains robust and 
the economy continues to outperform 
expectations…

Figure 8: Although the Chinese government has let the renminbi strengthen against 
the US dollar since the start of 2017, the US trade deficit has widened. This has been 
a key factor in President Trump announcing the introduction of protectionist trade 
measures.  
Source: Thomson Reuters Datastream

Encouragingly, the majority of the 
emerging markets continue to embrace 
free trade

“Although the US 1pulled out of the 
Trans Pacific Partnership, most 
countries are still committed to  
free trade.”
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Important information

Investors should be aware that the price of investments and the income from them can go down as well as up and that neither is guaranteed. Past 
performance is not a reliable indicator of future results. Investors may not get back the amount invested. Changes in rates of exchange may have an 
adverse effect on the value, price or income of an investment. Investors should be aware of the additional risks associated with funds investing in 
emerging or developing markets. 

The information in this document does not constitute advice or a recommendation and you should not make any investment decisions on the basis of 
it. This document is for the information of the recipient only and should not be reproduced, copied or made available to others.

Brooks Macdonald is a trading name of Brooks Macdonald Group plc used by various companies in the Brooks Macdonald group of companies. 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and may not be used as a basis 
for or a component of any financial instruments or products or indices. None of the MSCI information is intended to constitute investment advice or 
a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical data and analysis 
should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on 
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its affiliates and each other 
person involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all 
warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and 
fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any 
liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost profits) or any other damages.  
(www.msci.com)

Brooks Macdonald Asset Management Limited is regulated by the Financial Conduct Authority. Registered in England No 3417519. Registered office: 
72 Welbeck Street London W1G 0AY. Brooks Macdonald Funds Limited is authorised and regulated by the Financial Conduct Authority. Registered 
in England No. 5730097. Registered office: 72 Welbeck Street, London, W1G 0AY. Brooks Macdonald Asset Management (International) Limited is 
licensed and regulated by the Guernsey Financial Services Commission. Its Jersey branch is licensed and regulated by the Jersey Financial Services 
Commission. Brooks Macdonald Asset Management (International) Limited is an authorised Financial Services Provider, regulated by the South 
African Financial Services Board. Registered in Guernsey No 47575. Registered office: 1st Floor Royal Chambers, St Julian’s Avenue, St. Peter Port, 
Guernsey GY1 2HH. 

More information about the Brooks Macdonald Group can be found at www.brooksmacdonald.com

Elsewhere in the emerging markets, Vladimir Putin was re-elected for another six-year term 
as President of Russia, as largely expected. Meanwhile, there was an apparent change of tact 
from North Korean leader Kim Jong-un, who agreed to meet with President Trump to discuss 
denuclearization. If successful, this could eventually mitigate a key geopolitical risk, although both 
sides are expected to approach the talks with caution.

The emerging markets broadly benefitted from robust global growth and accelerating investment, 
as well as rising industrial commodity prices. Likewise, signs that the global supply-demand 
situation is returning to equilibrium helped oil prices reach new multi-year highs, aiding oil 
producing nations. The gains in the region’s currencies helped ease financial conditions, even as 
treasury yields rose, while the abundant liquidity inherent within global asset markets continues to 
be beneficial, even with the ECB reducing its monthly asset purchases and the Fed reducing the size 
of its balance sheet.

Japan

Japan’s economy is currently undergoing its longest period of expansion since the late 1980’s and 
its corporate sector continues to benefit from the supportive global backdrop. However, there have 
been some signs that the domestic economy may be slowing. The unemployment rate has already 
fallen to multi-decade lows and the tailwind of further employment gains may begin to lessen. 
Meanwhile, business activity surveys have begun to point to more modest growth in the coming 
months. While inflation has picked up, it remains well below the Bank of Japan’s (BoJ) target range 
and this should ensure that Japanese monetary policy remains the world’s most accommodative.

The devaluation of the yen in recent years has been seen as a key support for Japan’s economy, 
given its large export sector. Ultimately, Japanese policymakers will want to keep the momentum in 
the economy by maintaining the support provided by improved global competitiveness; however, 
the yen’s strength weighed on Japanese equities over the course of the quarter and these lagged 
their global peers.

Geopolitical events also remain a key 
consideration for both the emerging 
market and global investors

Overall, the emerging markets was the 
strongest performing region over the 
quarter

Japan’s economy continues to face 
headwinds, but presents an attractive 
environment for corporate performance

The yen remains a key driver of business 
performance and Japan’s equity market

https://www.brooksmacdonald.com/

