
One of the biggest surprises of 2017 was that it 
turned out to be the best of all worlds for asset 
markets. At the beginning of the year, the consensus 
expected that the election of populists would 
destabilize the Eurozone and global markets; that 
inflation would rise close to target in the U.S. (and 
would bottom everywhere else) leading to higher 
bond yields; and that global economic growth—after 
recovering from the lows of the late-2015 / early-2016 
China devaluation and oil price collapse—would 
stabilize once again at subpar levels. At the start of 
the year, the main source of potential upside risk 
was the election of Donald Trump as U.S. president, 
and the possibility of an economic boost from tax 
cuts, deregulation and infrastructure spending. But 
that optimism was offset by fears of trade wars and 
geopolitical conflict, potential harsh immigration 
restrictions, and the failure of Congress to pass 
health care reform. As a result, investors, despite 
expecting equities to rise in 2017, were generally 
positioned cautiously in anticipation of potential 
shocks or negative economic surprises. None of 
these fears materialized as populists did not get 
elected anywhere in Europe (except Austria), markets 
became inured to North Korea’s saber-rattling, and 
U.S. presidential and congressional dysfunction 
morphed into purposefulness in the form of a 
massive corporate tax cut. 

Perhaps more importantly, growth surprised to the 
upside in every major region around the world: 
the U.S. likely grew 2.75% in the second half, the 
Eurozone is exiting 2017 with potentially even 
higher growth (3%), Japan sustained 1.7% growth 
(very strong for a country where the population is 
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Display 1: Stocks Loving Goldilocks and Tax Cut
Global Equity Performance vs. Forward EPS
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shrinking), China continued to expand at a 6.7% pace, and 
the rest of EM—particularly Brazil and Russia—rebounded 
strongly.1 Not only did global growth substantially beat 
expectations, but inflation also undershot noticeably in most 
countries: in the U.S., where rates are decisively rising, inflation 
actually fell from 1.9% to 1.5%; the Eurozone’s core inflation is 
stuck at 0.9%; in Japan, inflation is barely at 0.2%. The result: 
policy stayed extremely easy in Europe and Japan and, despite 
hikes, real policy rates remain negative in the U.S., with markets 
disbelieving the Fed will hike as much as the FOMC dots 
indicate. 2017 was marked by positive political surprises, better 
growth (with a tax cut to boot), weaker inflation, and easy/easier 
policy.2 Equity markets loved it and rose nearly 25% while bond 
yields stayed flat, earning investors carry.3 2017 indeed was the 
best of all worlds.

Display 2: Global Growth and Expectations Improving
GDP Growth
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December 31, 2017. 

Forecasts/estimates are based on current market conditions, subject to change, and 
may not necessarily come to pass.

As much as early 2017 was marked with caution, the early 
2018 mood strikes us as much more optimistic. Most of the 
markets’ worries appear to have melted away. From a political 
perspective, fears over European elections have dissipated (even 
with upcoming Italian elections), North Korea risks appear 
contained, and Republicans have shown they can get things 
done. From an economic perspective, global growth is being 
revised up everywhere and forecasters expect the best year since 
the financial crisis: inflation will rise but won’t hit target for 
another two years in the U.S. (and another five in Europe and 
a decade or more in Japan), policy rates will rise moderately 
(not more than 50 bps per year in the U.S. and not for another 
1-3 years in the Eurozone and Japan); and China’s President 
Xi can manage a controlled deleveraging and reduction of 
financial risks in China while continuing to generate strong 
growth.4 Almost all equity strategists advocate a risk-on stance 

with overweights in equities, especially in emerging market 
equities, and underweights in fixed income, except in emerging 
market debt. The cycle is expected to keep extending into 2019 
or beyond. And if there are any concerns, such as valuations, 
inflation, or central bank liquidity withdrawal, they are viewed 
as problems for 2019 or later. As a result, equity valuations have 
reached further into rarefied territory at 18.6x forward EPS in 
the U.S., matching early 1998 levels, but higher than any other 
time in history.5 (Display 3)

Display 3: U.S. Equity Valuations Matching Early 1998 Levels
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January 15, 2018.

We note an increasing number of research reports arguing that 
valuations only matter for a 5 to 10 year horizon—anything 
less and one has to go with the flow, or the mo(mentum)—and 
several with the play on words “Rational Exuberance” in the 
title. With the Fed only slowly raising rates and shrinking its 
balance sheet, and with inflation still below target, 10-year bond 
yields are still very low at 2.50%, right around the expected 
terminal Fed Funds rate. Investors are concerned that yields will 
rise, but only to 2.9%, barely 20 bps higher than implied by 
forwards.6 As a result, investor positioning surveys are beginning 
to show high—even extreme—risk-on positioning. Symptoms 
of this newfound enthusiasm can be seen not just in stock 
valuations and positioning, but also in cryptocurrency mania 
($600bn in total market cap as of Dec 31, 2017), art market 
froth with a single painting selling for nearly half a trillion 
dollars, and house prices in the U.S. surpassing 2006 levels.7 
Given this “Goldilocks forever” view of markets, we consider: 
what would be the biggest surprise, or equivalently the biggest 
pain trade, of 2018?

Two potential surprises stand out to us: 1) a significant 
acceleration in U.S. inflation, forcing the Fed to get real interest 
rates into positive territory faster than currently planned, and 
much faster than the market expects; and 2) an unexpected 
slowdown in global growth from current cycle-high levels. Of 
course, there is a limitless number of potential surprises, but we 
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focus on the ones which we think are most likely, actionable, 
and on which we have a view. 

The first potential surprise—inflation reaching target in 2018 
rather than 2019—is both highly plausible and impactful for 
global markets in that it would undermine the foundation of the 
entire edifice of global financial asset overvaluation.

• We think it is plausible because after a decade of economic 
expansion, not only is the U.S. output gap closed and the 
kink in the Phillips curve fast-approaching (or here), but the 
global output gap is likely to be closed by the end of the year 
(i.e. the disinflation emanating from Europe, Japan and some 
emerging markets will dissipate, allowing the U.S. inflation 
ketchup to squirt out of the bottle). Our work shows that 
the many cyclical factors which have held inflation back 
for the past 6-7 years (and the transitory ones of 2017) are 
fading and that an inflection point is upon us. While the 
U.S. economy has been recovering for nearly nine years and 
in theory should be generating inflation by now, serial crises 
in major regions around the world since 2010 (the Eurozone, 
Japan, China, Brazil, Russia and the UK) kept spare capacity 
plentiful, until very recently. Most of these regions saw either 
a huge deceleration or contraction in growth AFTER the 
GFC and decades-high unemployment levels, depressing 
local inflation. (Display 4)

Display 4: Developed Markets Unemployment Rate Back at 
40 Year Tights After Years of Slack
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As a result, the U.S. dollar strengthened significantly, lowering 
imported goods prices and thus U.S. consumer prices. Even 
in the U.S., underemployment, as Fed Chair Yellen first 
highlighted a few years ago, stayed higher in this recovery than 
previous ones, depressing wage growth and thus inflation. 
With China’s growth derating (from 20% nominal GDP 

growth in 2010 to sub-5% in 2014-15) hitting commodity 
demand and the OPEC shock of 2014-15, oil and industrial 
metals fell 30-80%, hitting consumer prices globally and 
causing headline consumer price deflation in many countries.8 
All these cyclical factors have now reversed: unemployment 
rates are falling almost everywhere and are hitting multi-
decade lows in the U.S., Japan, Canada, Germany, and even 
in the UK; the U.S. dollar weakened over 10% in 2017 and 
is now back to early-2015 levels; and commodity prices have 
rallied 60-150%.9 In addition, our work (as well as that of 
others) confirms the non-linearity of wage and consumer price 
inflation relative to economic slack: even if wages and inflation 
did not rise much as unemployment fell from 10% to 4.0-
4.5%, they will accelerate as unemployment drops below 4%.10 
For these reasons, an inflation surprise beyond the gradual 
uplift expected by the consensus (and our own prior baseline 
of 1.8%) is actually very likely. Core inflation is likely to jump 
up in March from 1.5% to 1.7% as last year’s transitory factors 
flatter comparisons and 1.9-2.0% should be reached by Q4 
of 2018, one-year ahead of schedule.11 As the late economist 
Rudiger Dornbusch’s well known dictum goes, “In economics, 
things take longer to happen than you think they will, and 
then they happen faster than you thought they could.”12

• U.S. inflation hitting the Fed’s 2% target in 2018 rather than 
2019 would be impactful to markets because it would force 
a faster normalization to positive real policy rates and likely 
cause a de-rating shock for financial markets, given that major 
asset classes are near 100-year extremes in overvaluation in 
absolute terms, supported by the comparison to near 100-year 
lows in short and long-term rates.13 2% inflation with 1% real 
rates would imply a 3% Fed Funds rate and likely similar 
or higher 10 year yields. Our analysis shows that such an 
increase in rates would cause a nearly 10% cumulative hit to 
corporate earnings over the next 2-3 years as well as a likely 
15-20% equity multiple de-rating. This combination alone 
could cause the first U.S. equity bear market since 2008, with 
clear negative consequences for other markets, including EM, 
credit and commodities.14

The second possible surprise—an unexpected global growth 
slowdown—is viewed as remote by most investors, but is 
actually quite likely in our view and would have a severely 
negative impact on risky assets globally.

• A negative growth surprise seems less plausible because 
unlike prior years since the Global Financial Crisis, there 
is no obvious catalyst for the global economy to slow—on 
the contrary, most indicators point to a global synchronized 
boom: with the tax cut, the U.S. economy, which was already 
expanding at an above-trend pace of growth, may even hit a 
cycle high of 2.6% in 2018.15 The Eurozone, which had lulled 
investors into expecting permanently mediocre growth, is 
outperforming expectations even more than the U.S. and 



4

MACRO INSIGHT

MORGAN STANLEY INVESTMENT MANAGEMENT | SOLUTIONS & MULTI-ASSET

forecasters are struggling to keep up with their upgrades: the 
latest European Commission economic sentiment indicator 
is at a 17-year high, back to 1999-2000 levels.16 Japan, the 
land of lost decades, somehow manages to keep growing near 
1.5% as its labor force participation rate hits new highs every 
year (Japan may have fewer and fewer people every year but 
more and more of them are working).17 China continues its 
credit-driven levitation act with its recent policy errors and 
growth de-rating all but forgotten. And the rest of emerging 
markets are benefiting from the combination of booming 
global growth, benign local inflation, a weak U.S. dollar, 
and the exit from recession of two of its heavyweights, Brazil 
and Russia. No wonder most market participants are bullish 
on growth.

But a growth miss may be more likely than the markets think. 
China is likely to experience a slowdown in 2018 and the 
U.S. is likely to miss its latest tax-cut-boosted growth forecast 
of 2.6%, in our view.18 China policy has been tightening 
for nearly a year and half and the latest National Congress 
and CEWC confirm that the broad aim of policy is in the 
direction of financial risk reduction, which will translate into 
a continued reduction in credit availability for the Chinese 
economy, and thus slower growth.19 Chinese growth has been 
flat to marginally down for the past three quarters and should 
commence a more decisive deceleration in Q1. At the same 
time, while the U.S. economy will benefit from a 25-40 bps 
boost to growth from the recent tax cut, it will also begin to 

feel the negative effects of higher short rates, modestly higher 
mortgage rates, and a 40% increase in gasoline prices since 
Q1 2016.20 In addition, as the economic expansion continues 
to age and spare capacity is used up, monthly job growth, 
which has already slowed from a peak of 250,000 to 175,000, 
will keep slowing to 125-150,000, dampening economic 
activity going forward.21 Neither the U.S. nor China is likely 
to enter a recession in 2018 (though that is a significant 
probability for 2019-20), but the peak global growth rate is 
likely to have been reached in the fourth quarter of 2017 and 
that is what matters for global equities.22 

• A negative global growth surprise would be impactful to 
global markets, because so few investors are positioned for 
it. As much as inflation and rates can drive equity market 
multiples, ultimately the single most important variable for 
global equities and other risky assets is economic growth, 
as it drives profits and cash flows, which in turn determine 
dividends and the ability to make interest payments (i.e. 
default rates). The severity of such a correction would be 
driven by the magnitude of the growth miss.

To summarize, an inflation surprise is both plausible and 
would be impactful to markets, and a growth miss is viewed 
by investors as less plausible, but in fact quite likely, and would 
be extremely impactful for global markets. So which surprise is 
likely to materialize? There is a good chance that we could get 
both an inflation surprise AND a growth disappointment. 

Display 5: Late-Cycle, Inflation Rises as Growth Slows
U.S. GDP Growth vs. Core Inflation 2004-2008
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Paradoxically, they are very likely to occur at the same time for 
the simple reason that inflation tends to lag growth by 12-24 
months. Typically, by the time inflation arrives, policy has been 
tightening for a while – this causes growth to slow even though 
inflation is still rising (as inflation reacts to the growth of one to 
two years ago). Actually, that is exactly what happened at the end 
of the prior two cycles in late-1999/early-2000 and in 2006; as 
well as during the mid-cycle correction of 1966 and, to a certain 
extent, in 1989 before the 1990 recession.23 (See Display 5)

After a year where growth and inflation both surprised 
positively, a disappointment on both is not only likely but 
would also have a large impact, given current consensus 
expectations and positioning. Importantly, we believe that 
markets are also paying us to take this counter-consensus 
view. As mentioned, U.S. equity market valuations stand near 
100-year highs (except for the tech bubble of 1999-2000).24 On 
their own, these valuations have historically been associated 
with zero returns relative to cash – in essence, cash returns 
with 15-20% volatility. Relative to fixed income, our models 
indicate that stocks have gone from cheap in early 2016 to 
average in early 2018: our measure of the equity risk premium 
has fallen from 4.4% in February 2016 to 2.8% in January 
2018, below the 35-year average of 2.9%. Interestingly, when 
the equity risk premium (ERP) has reached similar levels 
historically, stocks have on average returned only 2% more 
than 30-year bonds in the subsequent year – again, a very 
low level of incremental return for what has historically been 
a more volatile asset class (though not in the past 5 years!). 
A 50 bps backup in bond yields or a further 14% market 
appreciation would bring stocks to significantly overvalued 
levels on ERP, from which relative returns in the subsequent 
year have historically been modestly negative.25 

Display 6: Stocks No Longer Cheap vs. Bonds
Implied U.S. Equity Risk Premium
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The valuation of other growth-sensitive assets, such as cyclical 
stocks relative to defensive stocks, also indicates that global 
growth optimism is very high and that any kind of growth 
disappointment would lead to severe underperformance. 
Currently, U.S. cyclical stocks are trading at a 22% premium 
to defensive stocks, well above the historical average of a 2% 
premium on forward P.E.26

Our view therefore can be summarized in the following way: 
while the consensus is extrapolating the current boom-y growth 
and relatively quiescent inflation environment, we believe that a 
growth miss driven by China and the U.S. and a pick-up in U.S. 
inflation above current modest expectations is not only plausible, 
but likely. The optimistic consensus has, in our view, driven 
investor positioning as well as valuation in risky assets such as 
stocks, credit and cyclical industries (relative to safe assets such 
as government bonds and defensive industries) to extreme levels 
and thus made them vulnerable to the growth miss and inflation 
pick-up we expect. As a result, we believe a modest defensive 
stance is warranted at this time, and believe bonds and other 
defensive assets look moderately more attractive than equities 
and other cyclical assets at this time.

The biggest risk to our view is that the consensus turns out to 
be correct: growth remains strong globally but inflation and 
policy rates rise only glacially, so that multiples for equities stay 
high and equity markets keep rallying, with a possible melt-
up to bubble territory. This scenario actually now has its own 
acronym - MOTS, according to the Financial Times (“More 
Of The Same”)! We recognize that the current environment is a 
decent set-up for such a scenario. However, we do not believe it 
is prudent to position portfolios for an extrapolation of current 
trends, as both valuations and positioning already reflect a high 
probability of this occurring. In other words, there is no wall of 
worry left to climb and markets are not paying us to extrapolate. 
Beyond market prices, we are closely monitoring some of the key 
variables that will indicate whether current trends will persist or 
begin to turn the way we expect: policy rates and market yields, 
underemployment metrics, PMIs, consumer spending data, 
China’s PPI, CPI, IP and FAI data. Of course, policy actions by 
monetary and fiscal authorities, as well as regulators, have the 
potential to impact the evolution of fundamental and market 
trends, especially if they deviate from our base case.
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There is no assurance that a portfolio will achieve its investment 
objective. Portfolios are subject to market risk, which is the 
possibility that the market values of securities owned by the 
portfolio will decline and that the value of portfolio shares may 
therefore be less than what you paid for them. Accordingly, 
you can lose money investing in this portfolio. Please be aware 
that this portfolio may be subject to certain additional risks. 
In general, equity securities’ values fluctuate in response to 
activities specific to a company. Investments in foreign markets 
entail special risks such as currency, political, economic, and 
market risks. The risks of investing in emerging market 
countries are greater than risks associated with investments 
in foreign developed countries. Fixed-income securities are 
subject to the ability of an issuer to make timely principal 
and interest payments (credit risk), changes in interest rates 
(interest-rate risk), the creditworthiness of the issuer and general 
market liquidity (market risk). In the current rising interest-rate 
environment, bond prices may fall and may result in periods 
of volatility and increased portfolio redemptions. Longer-
term securities may be more sensitive to interest rate changes. 
In a declining interest-rate environment, the portfolio may 
generate less income. Mortgage- and asset-backed securities 
(MBS and ABS) are sensitive t early prepayment risk and a 
higher risk of default and may be hard to value and difficult 
to sell (liquidity risk). They are also subject to credit, market 
and interest rate risks. Certain U.S. government securities 
purchased by the Portfolio, such as those issued by Fannie 
Mae and Freddie Mac, are not backed by the full faith and 
credit of the United States. It is possible that these issuers will 
not have the funds to meet their payment obligations in the 
future. Sovereign debt securities. The issuer or governmental 
authority that controls the repayment of sovereign debt may 
not be willing or able to repay the principal and/ or pay interest 
when due in accordance with the terms of such obligations. 
Investments in foreign markets entail special risks such as 
currency, political, economic, and market risks. The risks of 
investing in emerging market countries are greater than risks 
associated with investments in foreign developed countries. 

Real estate investment trusts are subject to risks similar to 
those associated with the direct ownership of real estate and 
they are sensitive to such factors as management skills and 
changes in tax laws. Restricted and illiquid securities may be 
more difficult to sell and value than publicly traded securities 
(liquidity risk). Derivative instruments can be illiquid, may 
disproportionately increase losses and may have a potentially 
large negative impact on the Portfolio’s performance. Trading 
in, and investment exposure to, the commodities markets may 
involve substantial risks and subject the Portfolio to greater 
volatility. Nondiversified portfolios often invest in a more 
limited number of issuers. As such, changes in the financial 
condition or market value of a single issuer may cause greater 
volatility. By investing in investment company securities, the 
portfolio is subject to the underlying risks of that investment 
company’s portfolio securities. In addition to the Portfolio’s fees 
and expenses, the Portfolio generally would bear its share of the 
investment company’s fees and expenses. Subsidiary and Tax 
Risk The Portfolio may seek to gain exposure to the commodity 
markets through investments in the Subsidiary or commodity 
index-linked structured notes. The Subsidiary is not registered 
under the 1940 Act and is not subject to all the investor 
protections of the 1940 Act. Historically, the Internal Revenue 
Service (“IRS”) has issued private letter rulings in which 
the IRS specifically concluded that income and gains from 
investments in commodity index-linked structured notes or a 
wholly-owned foreign subsidiary that invests in commodity-
linked instruments are “qualifying income” for purposes of 
compliance with Subchapter M of the Internal Revenue Code 
of 1986, as amended (the “Code”). The Portfolio has not 
received such a private letter ruling, and is not able to rely on 
private letter rulings issued to other taxpayers. If the Portfolio 
failed to qualify as a regulated investment company, it would 
be subject to federal and state income tax on all of its taxable 
income at regular corporate tax rates with no deduction for any 
distributions paid to shareholders, which would significantly 
adversely affect the returns to, and could cause substantial losses 
for, Portfolio shareholders. 
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