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World growth was 
modestly stronger in 
2017 than the previous 

year, and also stronger than 
anticipated at the start of the 
year. That’s good news – although 
you probably have not noticed 
the difference. A world economy 
growing at 3.5% rather than 3.2% 
does not reflect a major change in 
the underlying theme: normal is 
not what we saw during the decade 
prior to the Great Recession; 

normal is a much duller affair. 
Alongside the synchronised 

growth in developed and emerging 
economies, we have also seen poor 
growth in productivity. Although 
this has led to much greater job 
creation than expected in the US, 
Germany and the UK, for the 
average working person it has 
meant low real income growth. 

In countries where labour 
markets have tightened appreciably 
(in the UK there is record high 

employment), it is surprising 
that we have not witnessed more 
wage inflation. It would seem that 
persistently weak wage inflation has 
had another consequence: the lack 
of improvement in living standards 
has been reflected in greater voter 
disaffection with incumbents.

Better performance
Most major economies saw 
better growth momentum during 
2017. For instance, the increase 
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in US gross domestic product 
(GDP) looks likely to be around 
2.2%, up from 1.5% in 2016. The 
eurozone also accelerated and, 
whereas improved growth in the 
US was in line with forecasts, the 
eurozone confounded economists’ 
predictions of a slowdown with 
growth accelerating from 1.8% in 
2016 to 2.2% in 2017. Asian and 
emerging market economies saw 
stronger GDP growth buoyed by a 
pick-up in international trade and a 
recovery in commodity prices. 

In terms of the international 
league table, the UK dropped 
down the rankings. On the basis 
of current numbers, growth looks 
to have subsided to 1.5% in 2017, 
after 1.8% in 2016. However, given 
past experience, there is reason to 
believe that activity is currently 
being underestimated, possibly  
by as much as 0.5%. 

What is more, the loss of 
momentum has been significantly 
less severe than was predicted by 
most economists (including those 
in the Bank of England) in the 
wake of the Brexit referendum 
result. One interesting change 
in the balance of growth during 
the year has been the lower 
contribution from household 
spending but the first positive 
contribution from net trade  
since 2011.

Normalising policy
We expect world growth to 
continue at a similar pace in 2018 
to that registered in 2017. Within 
this, we would expect a stronger 
showing from the US but a slight 
deceleration in the eurozone.

The combination of continuing 
growth and tightening labour 
markets has initiated a change 
in the tone of the policy debate. 

Although the US Federal 
Reserve (the Fed) began a very 
gentle process of normalising 
monetary policy two years ago, 
it was clearly the case that they 
were looking for reasons to delay 
the pace of rate increases. This 
attitude changed earlier this year; 
previous reluctance to tighten has 
largely disappeared and the Fed 
now seems more determined to 
normalise, unless there are explicit 
reasons not to do so. As a result, 
it is likely that faster growth in 
2018 will be accompanied by three 
0.25% rate rises. 

Alongside higher rates, the 
first steps towards unwinding 
quantitative easing (QE) have also 
attracted considerable attention. 
While this is clearly a threat to 
bond markets and asset prices 
in general, we do not think this 
policy modification is likely to 
inhibit the bank’s ability to supply 
credit to the private sector. As 
such, we do not regard the QE 
reversal as presenting a major 
threat to real activity. 

Known unknowns
The Bank of England has also 
endorsed a first rate rise, although 
this merely reversed the post-
referendum cut in August 2016. 
But the adjustment raised more 
questions. Does the bank believe 
that the economy will continue 
to grow faster than its current 
sustainable rate and will this cause 
an increase in core inflation? Will 
the rate increase turn out to be the 
first in a sequence and, if it does, 
at what pace will further increases 
come through and how far will the 
process take us? 

Further uncertainty is added 
by the seemingly chaotic progress 
of Brexit negotiations. While the 

media has sustained an exaggerated 
state of excitement, the impact  
on the real economy has been  
less obvious.

These questions can be added to 
the long list of known unknowns. At 
the moment, there is nothing on the 
list that looks likely to bring about 
a major shift away from recent 
growth patterns. An interesting and 
potentially important development 
we will be looking for will be the 
reaction of companies in the US 
to rising interest rates. We believe 
that higher risk-free returns from 
cash and bonds might encourage 
companies to increase productivity-
enhancing capital investment. If 
this proves to be the case, monetary 
authorities may shed some of their 
current reticence with regard  
to edging rates towards more 
normal levels.

For investment markets, this 
background of continued growth 
and only a gentle cyclical upturn 
in inflation leads us to maintain 
our more neutral view on 
equities. While earnings growth 
is supportive, valuations cannot 
be described as cheap. Positioning 
is becoming more extended and 
there is a risk of upset caused 
by quantitative tightening. We 
continue to be underweight in 
fixed income within portfolios, 
particularly government bonds, 
where we expect yields to be higher 
in 12 months given a background 
of higher inflation and tighter 
monetary conditions than today.

As the year progresses, we may 
look to lower the overall risk 
of portfolios (reducing beta in 
equity, and improving the average 
credit exposure in fixed income), 
but this will more likely be a 
gradual process rather than a 
big bang! 


