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The decade of disruption will pick up the pace this year. No industry is 
immune, from energy to finance to technology.

Technology is still the biggest driver of change. Artificial intelligence is the 
natural next step of the digital revolution and will shape how companies 
interact with customers and suppliers. And the application of blockchain will 
spread far beyond financial services and cryptocurrencies.

U.S. shale is back stronger than ever after fending off OPEC, and will change 
the flows of energy across the world. 

Some of the disruption is the result of changes in regulation.  China will pull 
back on some earlier reforms and open many of its markets, altering the 
dynamics of raw materials, energy and finance. The implementation of the 
long-anticipated MiFID II rules will upend some the finance industry’s long-
standing practices.

Against this backdrop are the ebb and flow of economies and markets. 
Rising U.S. interest rates, bull stock markets and improving growth will be felt 
throughout the world. European stocks are picking up steam, outrunning the 
economy. China is growing faster than just about any country.

This report only scratches the surface of the collaborative insights from our 
290 global analysts, strategists and economists across industries, credit, 
government and legal fields.

To read the research and interact with extensive company and industry data, 
type BI <GO> on the Bloomberg Terminal®. 

Bloomberg Intelligence Team
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The labor market also recently passed 
a typical midcycle milestone: full 
employment. Labor conditions are 
tightening, and while wage pressures 
remain muted, shortages of skilled workers 
are becoming more widespread. 

As the unemployment rate slips below 4% 
in 2018, labor inflation will increase more 
appreciably as employers are forced to 
either coax workers from outside of the 
labor force or poach them  
from competitors.

Full employment impact
While increased bargaining power among 
workers will mark a notable change from 
the past several years, it is not unusual 
at the point in an expansion when the 
economy crosses beyond full employment. 

The neutral level of the unemployment rate 
is rarely recognizable in real time and has 
been drifting lower over the past several 
decades, but it is unlikely to be as low as 
the unemployment levels projected by 
economists for 2018. 

The Congressional Budget Office estimates 
full employment to be consistent with  
an unemployment rate near 4.75%; 
consensus projects 4.0% by midyear, and 
Bloomberg Economics expects it to reach 
3.8% by year-end.

In the record-long 1990s economic cycle, 
full employment was reached around 1995, 
and the cycle endured until mid-2001. 
In the last expansion, it occurred around 
2004, and the cycle continued until 2007. 

The arrival of full employment, which 
arguably only occurred at the start of  
2017, is a compelling signal that the 
economy may have entered the second 
half of the cycle — but remains far from its 
twilight stage. 

Drawing a parallel with the 1990s cycle, 
from a labor market perspective 2018 looks 
a lot like 1996.

Not so bullish
Many analysts are becoming increasingly 
bullish on prospects for economic growth 
in 2018, but Bloomberg Economics is more 
measured in its optimism. 

Underlying economic momentum is due 
to accelerate, but sustained quarterly GDP 

U.S. economy in 2018  
is like 1996 all over again
Economists Carl Riccadonna & Yelena Shulyatyeva

History may not repeat itself when it 
comes to economic cycles, but there are 
noteworthy resemblances from one cycle 
to the next. The economy is showing 
noticeable similarities to 1996 — the 
midpoint of the longest expansion in  
post-WWII history. 

In 2018, the current economic expansion 
will come within striking distance of that 
longevity record.

Gauging the economy’s capacity to extend 
this run will be a critical challenge  
for market participants and monetary  
policy makers. 

Bloomberg Economics estimates the 
current cycle is less advanced than its 
calendar age otherwise implies.

The current economic cycle will have 
extended to 35 quarters by the first quarter, 
matching the 1960-69 cycle as the second 
longest in the modern era. 

If it extends into the second half of 2019, 
it will exceed the record 40-quarter cycle 
of the 1990s. This is the baseline scenario 
projected by Bloomberg Economics.

While impressive in length, many other 
facets of the economy’s performance since 
the Great Recession remain unremarkable. 

For example, the cumulative rise in real 
GDP (20%) falls well short of either the 
1960s (52%) or 1990s-era (43%) expansions.

Similarly, a slower pace of growth relative 
to previous cycles has left the economy 
devoid of the typical imbalances — 
overheating inflation, acute labor shortages 
or excessive capital investment — that 
have either ended the cycle or led the Fed 
to choke off growth by over-tightening 
monetary policy.

A shot at the record books
To be sure, plenty of risks abound. Policy 
makers do not fully understand how the 
Federal Reserve’s balance-sheet unwind will 
affect the economy or financial conditions; 
domestic and international politics pose 
unique threats; and a substantial tax-code 
rewrite could have significant, unintended 
consequences for economic performance 
and capital flows. 

Nonetheless, rising employment has 
made the economy more resilient to 
exogenous shocks, a factor that buttresses 
the predominant driver of growth in recent 
years — consumer spending. 

Similarly, if business investment continues 
to gain momentum, growth contributions 
will be more diffuse.

Typically, rising business investment is 
a hallmark of the middle stages of an 
economic cycle. 

Early on, businesses have limited incentive 
to make capital expenditures, given that 
they have ample capacity and do not face 
substantial labor cost pressures. The slow 
pace of expansion to date has forestalled 
the need for businesses to deploy capital.

This appears to be on the brink of 
changing. As the economic expansion not 
only extends, but accelerates, intensifying 
capacity constraints are begetting the need 
for investment in technology, equipment 
and structures. 

While the economic cycle is in its ninth  
year, business-investment behavior 
resembles what ordinarily occurs around a 
cycle’s midpoint.

Full employment to stoke growth

Source — BP Statistical Review.

Economic cycle length

Economics: U.S.

Source — Bloomberg Intelligence.

Source — Bloomberg Intelligence.

growth of 3% is not yet within reach. Recent 
back-to-back quarterly growth exceeding 
3% has been misleading. 

The second-quarter result reflected 
payback from a weak first quarter, and the 
third quarter appears to have been inflated 
by hurricane distortions. 

Firmer business investment will support 
a growth acceleration toward 2.5% 
(compared with 1.8% in 2016), but further 
gains will remain elusive until consumer 
spending accelerates. 

This should occur as wage pressures 
increase, but it has not been evident  
in recent quarters. Bloomberg Economics 
projects growth to accelerate to 2.6%  
in 2018. 

Moderately faster economic growth, an 
unemployment rate moving toward levels 
last witnessed in the late 1990s and lofty 
financial market valuations will give policy 
makers sufficient confidence to continue 
normalizing their stances in the year ahead.

But Bloomberg Economics believes a faster 
pace of interest-rate increases may  
prove unwarranted. 

The Fed will already be plunging deeper 
and faster into uncharted territory in 2018. 
The balance-sheet unwind is scheduled 
to accelerate to full throttle by year-end at 
the same time that policy makers intend to 
continue normalizing interest rates. 

A platitude of central banking is that 
“monetary policy acts with a long and 
variable lag.” 

This variability is more mysterious in the 
present cycle, as Fed officials grapple with the 
dual levers of interest rates and quantitative 
tightening.

Unexpected consequences?
The mechanisms through which quantitative 
easing aided the economy were not fully 
understood when it was administered during 
the Great Recession; its removal may similarly 
reveal unexpected consequences, particularly 
if qualitative tightening translates into 
currency appreciation in the same way that 
qualitative easing resulted in dollar weakness.

Despite the Fed’s removal of policy 
accommodation to date, financial conditions 
continue to ease. 

Financial stability concerns may motivate 
some officials to pursue faster normalization 
in 2018, but policy makers would be  
wise to use a light touch as the QT feedback 
loop intensifies. 

They can accomplish this by extending  
the cautious gradualism of Janet Yellen’s 
tenure leading the Fed into the chairmanship 
of Jerome Powell. 

A delicate normalization of interest-rate 
policy will help ensure that the current cycle is 
indeed one for the record books.

U.S.
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Artificial intelligence is likely to accelerate 
the pace of digital disruptions. No 
industry is immune, but the industrial and 
retail sectors will experience particularly 
intense change.

The gap between sales growth at cloud-
born vs. legacy companies in each 
industry is likely to widen as companies 
increasingly employ machine learning, 
or predictive analysis, to analyze 
volumes of data and gain insights and 
competitive edges. The incumbents will 
have to spend more time and money on 
modernizing their information technology 
infrastructure, applications and 
business processes — providing growth 
opportunities for technology companies. 

The increasing frequency and magnitude 
of cyberattacks represents the single 
biggest threat to the pace of this 
innovation.

Retail: Death by 1,000 cuts
Retail is the most dislocated sector. 

Over the next year, spending is likely to 
continue to shift from brick-and-mortar 
stores to digital, albeit at an even faster 
rate. In addition to the tremors caused by 
e-commerce giants led by Amazon.com, 
this sector will be disrupted by micro-
stores that sell directly to the consumer 
through multiple channels. Social 
platforms such as Instagram, Facebook 
and Pinterest will become important 
media for peddling influence and selling 
directly. 

Software companies such as Shopify, 
which enable entrepreneurs to launch 
online stores within hours, are capable of 
offering enterprise-grade functionalities 
such as payments and inventory 
management. These digital stores require 
very little capital to go live, market 
their products online, outsource their 
warehousing needs and get funding 

assistance from the software provider 
once an order is placed. This low barrier 
to entry is spawning thousands of 
merchants a year, threatening sales and 
profitability of large, established brands. 

Industrials: Internet of Things
Increased adoption of the Internet 
of Things (IoT) is another disruptive 
technology that will start to reshape the 
industrial sector in 2018. So far, the pace 
of adoption of systems that allow devices 
to communicate with each other has been 
slow, with industrial companies such as 
General Electric unable to create a viable 
IoT business model. Its recent partnership 
with Microsoft should start to bear fruit 
next year, as it takes away some of the 
capital burden from GE and potentially 
acts as a catalyst to improving this sector’s 
profitability.

The pace of disruption in the 
transportation sector should also 
increase in 2018, but largely in the area 
of high-volume, low-value commoditized 
businesses that don’t require much 
human intervention. 

Rising threats to legacy providers from 
new online entrants, such as Uber Freight 
and Freightos, will force the incumbents 
to invest more aggressively in technology, 
which may hurt profitability. 

The possibility that Amazon.com and 
Wal-Mart will build their own distribution 
networks that extend to the last mile of 
delivery also poses a threat to legacy 
shippers by reinforcing customers’ 
expectations of free and expedited 
shipping. 

The growth of internet commerce

Artificial intelligence =  
disruption 2.0 for industries
BI analyst Anurag Rana & U.S. research team

Industry: U.S.

Financials: AI to cut costs
The near-term gains from artificial 
intelligence in the financial-services 
sector likely will take the form of better 
expense management. 

AI is being employed in fraud detection 
and automating front- and back-end 
processing, including loan generation, 
claims processing and customer inquiries. 

Greater use of telematics, especially in 
the insurance industry, will accelerate 
the shift to usage-based pricing models, 
resulting in greater profitability. 

Insurers may increasingly utilize drones 
to assess homeowner and commercial-
property damage remotely. 

That could increase adjustors’ efficiency 
and shorten the time to settle a claim, 
thereby improving customer satisfaction.  

Media: Unbundling to rise
The shift from pay-TV to newer streaming 
services is likely to gain speed, hastening 
the decline in video subscribers for cable 
and satellite companies. 

The pay-TV industry is expected to lose 
about 4% of its customer base in 2017, 
worse than a 2% decline in 2016 and  
a 1% drop in 2015. 

Cable operators may be forced to 
increase broadband pricing to offset 
some of these video losses.

Disruption in the digital advertising 
industry also should accelerate, 
potentially hurting sales growth of 
advertising conglomerates such as WPP, 
Omnicom, Interpublic and Publicis, as 
more technology companies target this 
area with their software products. These 
products allow programmatic distribution 
of ad-spending dollars, reducing the need 
for advertising agencies. 

Tech: Hybrid cloud 
In technology, the continued cloud 
disruption will give legacy software 
companies a chance to take back some 
lost market share through greater 
adoption of hybrid cloud. 

Large enterprises are embracing a 
multi-cloud model, which should gain 
momentum, propelled by new product 
launches by Microsoft, VMware and Oracle 
early in 2017. 

Public cloud spending should remain 
steady on increased workloads, driving 
volume for Amazon, Google, IBM  
and Microsoft.

Greater adoption of virtual and 
augmented reality, spurred by new 
hardware products, will help create 
new disruptive applications across most 
industries. The proliferation of digital 
assistants is likely to be a phenomenon 
in 2018, in both the consumer and 
commercial spaces. 

In the consumer arena, products such 
as Alexa and Google Home will likely 
spur increased e-commerce spending. In 
the commercial space, digital assistants 
should improve profitability by automating 
portions of front- and back-office functions 
traditionally performed by humans.  

Vision-related technology will likely see 
major advancements in 2018, driven by 
innovations in edge computing. 

Vision is a critical part of the journey 
toward a fully autonomous motor vehicle, 
as it allows the system to interpret images, 
plan routes and respond to unexpected 
roadblocks or weather. 

Edge computing, in which data processing 
is done closer to the data source (as 
opposed to a centralized repository) will 
speed up real-time system decisions — 
building opportunities in areas such as 
predictive diagnostics and repairs.

Source — U.S. Census Bureau, Bloomberg Intelligence.

Pay-TV quarterly subscriber scorecard

Source — Company filings, Bloomberg Intelligence. 
Note: (*) Dish does not break out Sling, calculations based on BI. 
Charter includes TWC from 2Q16.

Time for a tech role reversal?
See related report on Page 54.
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The bull market in U.S. stocks may slow 
from a charge to a saunter in 2018, 
likely reaching record territory but also 
encountering combating forces of 
monetary-policy tightening and  
fiscal-policy expansion. 

The Bloomberg Intelligence Equity 
Strategy macro model implies a 7% gain 
for the S&P 500 in 2018 — a bull less than 
half as strong as the past year. After a 
nine-year run, stocks remain supported 
by the fundamental backdrop of 
persistent earnings growth and appealing  
relative valuations. 

However, as has been the case for the 
past several years, the bull remains 
confronted by policy uncertainty. While 
tax reform could give stocks a burst of 
energy — boosting gains to double digits 
on the heels of stronger-than-expected 
earnings growth — monetary policy could 
likewise dampen the mood, especially if 
the result is a yield curve inversion.

Fundamental sustenance
U.S. stocks have been on a remarkable 
bull run for more than a year and a half 
without a 5% correction, and as a result 
may be a bit overheated in the short run. 

With the bull running hot and monetary-
policy tightening likely to pressure 
already-full valuations, corporate earnings 
will have to make the case for S&P 500 
stocks in 2018. 

Luckily, the outlook is reasonably bright, 
with expectations for continuing double-
digit profit growth. 

The aggregated bottom-up consensus 
expects the index to post 13% earnings 
per share growth in the next 12 months. 
Bloomberg Intelligence’s macro model 
supports the consensus forecast, with 
expected 12% EPS growth for the S&P 
500 over the next year.

Three factors are likely to frame surprises 
to the earnings outlook — margin 
expansion, capital spending and  
tax policy. 

First, profit margin for the S&P 500 will 
need to widen to new highs for EPS 
growth expectations to come to fruition. 
The anticipated EPS advance is two 
percentage points above the trailing 12 
months and projects 6% revenue growth, 
in-line with the trailing 12-month pace. 

Second, increased capital expenditures 
are likely to boost S&P 500 revenue 
growth in 2018, especially if the energy 
and technology sectors continue to fuel 
business spending. Spending by index 
companies fell to just below 6% of sales 
in the second half of 2016 from the 
cycle’s high near 7% in 2014, thanks to 
a 40% decline in energy-sector outlays. 
The energy sector appears to be turning 
a corner, and is forecast to spend 10% 
more over the next year. Technology 
companies are also likely to spend more, 
with analysts projecting 16% capital-
expenditure growth.

Finally, tax reform could offer an extra 
boost to the earnings outlook. This could 
come two ways: Direct reduction in the 

corporate tax rate and repatriation of 
foreign earnings. 

If a 20% U.S. corporate tax rate is passed 
into law, after-tax 2018 EPS of S&P 500 
Index could get a 6.7% boost, or $9.37 a 
share, all else equal. Estimates for 10% 
index EPS growth in 2018 could be closer 
to 17% if the 20% rate goes into effect.

Meanwhile, an effort to tax overseas 
earnings could bring into play about $2.4 
trillion of untaxed foreign earnings held 
overseas, including $932 billion of cash. 
Repatriation of these profits could offer 
considerable upside surprise to per-share 
profit growth via potential increases in 
repurchases, as well as capital spending.

Monetary policy taketh away
Consistent with recent years, global 
central bank monetary policy may 
have a heavy hand in determining 
equity valuations, as well as relative 
opportunities among stock-market styles 
and sectors in 2018. 

A new Federal Reserve chair seems likely 
to face the onerous task of weaning 
stocks off of monetary support in the face 
of rising inflation pressures and a growing 

S&P 500 sector rankings

Riding the stock bull  
into uncharted territory
BI analysts Gina Martin Adams & Peter Chung

Strategy: U.S. Equity

fiscal deficit. As a result, stocks are likely 
to feel the burden of positive real interest 
rates via multiple compression.

BI’s valuation model suggests a slight 
drop in the S&P 500’s price-to-earnings 
multiple is likely, reflecting a new stage 
of tightening in U.S. monetary policy. As 
the balance sheet expanded with the 
third round of qualitative easing, the S&P 
500’s P/E multiple increased more than 
20%. The pace of P/E expansion slowed 
to average just 5% a year over the last two 
years as rates started to rise. 

Now that the balance sheet is expected to 
contract, the result likely will be a decline 
in the P/E multiple. The model assumes a 
continued increase in short-term interest 
rates and a flatter term spread, and results 
in an implied P/E of about 20x vs. 22x now. 

A few words of caution on valuation are 
worth noting. 

First, multiples are notoriously difficult to 
forecast, so they should be taken with a 
grain of salt. 

Second, high valuations have been one of 
the biggest complaints among U.S. equity 
investors for years, but centering on price-
to-earnings relative to history has proven 
a faulty indicator of near-term returns. 
Indeed, investors focused squarely on P/E 
might be undervaluing U.S. stocks and 
missing a shift that favors other pertinent 
valuation gauges. 

Over this cycle, free cash flow multiples 
have proven to be more valuable drivers 
of performance for the S&P 500. 

Finally, stocks’ relative valuations are 

still highly attractive and may offer 
underappreciated ballast as rates rise. The 
forward equity risk premium remains 100 
bps above its 25-year average compared 
with 10-year Treasury bond yields and 120 
bps above its 25-year average to U.S. high 
grade credit yields.

Style, sectors & stocks
As monetary-policy supports morph into 
pressures, the importance of style, sector 
and stock selection to portfolio strategy is 
likely to be elevated. 

Style: The result of increasing inflation 
pressures and a rising fiscal deficit could 
be a parting of the dollar and the 10-year 
Treasury yield for the first time in four 
years. For the past three years, the major 
style trade (value vs. growth), capitalization 
performance (small cap vs. large cap) and 
sector trades (financials vs. technology) 
have all been in part driven by highly 

S&P 500 regression model

Source — U.S. Census Bureau, Bloomberg Intelligence. 
(*) Estimated forward 12-month growth.

correlated movement in these macro 
factors. If, as the consensus of forecasters 
suggests, the 10-year yield rises but the 
dollar falls, financials and value stocks 
should benefit from a rising yield, but 
technology growth stocks could likewise 
benefit from the falling dollar.

Sectors: An average of 50% of any 
individual stock’s return comes from 
its sector position over time, and with 
dispersion of returns widening, sector 
selection should remain an important part 
of portfolio strategy. BI Equity Strategy’s 
sector-scorecard model, which combines 
current trends in price, earnings and 
revision momentum, and valuations 
favors a late-cycle tilt to sector strategy, 
consistent with an improving economy, 
rising rates and a stable-to-falling dollar. 
S&P 500 technology, materials and 
financials float to the top of the scorecard, 
while the consumer, industrials and 
telecom sectors fall to the bottom.  

Stocks & Factors: “Stock-specific” risks 
are at their highest point of the cycle and 
drive large dispersion in returns across the 
U.S. equity market, setting up for another 
year where active equity management 
has a strong chance to outperform. 
Controlling for individual exposure to 
market, value, size and momentum factors, 
the median level of residual variance (BI 
Equity Strategy’s proxy for implied stock-
specific risks) is tracking above 80%. 

The strongest factors for performance 
have primarily been sentiment and 
profitability this cycle, and there is little 
to suggest that should change in 2018 
as stocks become more dependent on 
earnings growth and less dependent on 
liquidity to sustain gains.

Source — Bloomberg Intelligence.  
Note: FFO used with Real Estate where applicable.

Components of price return to shift with policy

Source — U.S. Census Bureau, Bloomberg Intelligence. 
(*) Estimated forward 12-month growth.
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Growth in the euro area has gathered 
speed, but is the economy booming? 
Compared with the upswings in Britain 
during the 1980s and the U.S. in the 
1990s, the so-called euroboom  
looks modest.

That’s a good thing — sustainable growth 
is less likely to result in a bust. 

Bloomberg Economics has increased 
its forecasts for growth next year in the 
countries that use the euro, though the 
rate of expansion is still likely to slow as 
spare capacity gets used up and an aging 
population shrinks the workforce.

Mid-2016 marked a watershed for the 
euro-area economy. 

Measly growth of 0.3% and 0.4% a 
quarter has given way to something much 
swifter. Finally, it seems, the euro-area 
economic recovery has become worthy 
of the name. 

The near-term outlook remains bright 
— the European Commission Economic 
Sentiment Indicator now stands higher 
than on the eve of the financial crisis and 
the PMI has surged and remains elevated.

Growth was a little less radiant in the third 
quarter than the second, but Bloomberg 
Economics expects the rate of expansion 
to be sustained at 0.6% in the fourth 
quarter. That would be consistent with an 
annual growth rate of 2.3% in 2017 — the 
fastest since 2007.

Call that a boom?
The euroboom is less ebullient than 
those that have gone before. When Nigel 
Lawson was the U.K.’s Chancellor of the 
Exchequer, growth averaged about 3.5% 
in the five years starting in 1986, while the 
U.S. tech boom saw the economy expand 
more than 4% on average. Bloomberg 
Economics expects growth in the euro 
area to remain a good deal slower than 
both these readings.

What separates the euroboom from 
others is that it’s not really a boom — for 
that, there needs to be a bust. Both the 
Lawson-led era of expansion and the tech 
boom were unsustainable in that they 
ended in rising unemployment. 

What’s currently underway in the euro 
area is best characterized as a recovery, 
and one that can continue so long as 
underutilized resources are still available 
to be put back to use. Given that growth 
has derived from sustainable sources in 
recent years, there’s little reason to expect 
a recession is imminent.

Surveys signal strong growth

Why the ‘euroboom’  
is not a real boom
Economists Jamie Murray, David Powell & Maxime Sbaihi

Economics: Euro-Area

To judge how far the recovery can 
sustainably run, Bloomberg Economics 
estimates the margin of slack in each of 
the big four euro-area economies and, 
together with data from the remaining 
countries, calculates an aggregate figure. 

The latest estimates suggest growth 
has been strong enough to soak up a 
substantial amount of spare capacity in 
recent quarters, leaving output only about 
half a percent below the potential rate in 
3Q. A few more quarters and the recovery 
should be complete — thereafter labor will 
be scarcer and growth is likely to slow.

The biggest upside risk to Bloomberg 
Economics’ euro-area forecast is that there 
might be more spare capacity in the labor 
market than is evident, meaning more 
scope for above-trend growth as people 
go to work. The output gap estimates 
are broad and should take into account 
pockets of slack across the labor market. 
Still, the broad unemployment gauge 
created by Bloomberg Economics remains 
some distance from its pre-crisis  
average and illustrates the risk to the 
central estimate.

Inflation = higher pay
Lower unemployment gives those in jobs 
more power to demand higher pay. And 
more has to be offered to lure talent into 
new positions. 

Yet, even though the jobless rate has 
fallen substantially across the euro area, 
pay growth has shown only modest  
signs of life. Bloomberg Economics  
expects nominal wage growth to keep 
improving in coming quarters, but 
relatively gradually. 

What matters for inflation isn’t pay gains, 
but how they compare with the growth 
of output per person. When wage costs 
rise faster than productivity, this squeezes 
corporate margins and translates into 
higher prices. The latest data suggest 
annual growth in unit labor costs is likely 
to slow a little in coming quarters and  
so underlying cost pressure will take  
time to build.

The muted outlook for domestically 
generated cost pressure is captured 
in Bloomberg Economics forecasts for 
inflation. The core gauge is expected to 
remain at 1% on average next year before 

climbing to 1.4% in 2019. It’s not until late 
this decade that underlying inflation, 
and the headline measure, reach rates 
consistent with the European Central 
Bank’s target of close to, but below 2%.

Policy change? Not yet
Recent mutterings from policy makers at 
the ECB suggest there’s a hope that the 
recent extension of the asset purchase 
program will be the last. 

Yet President Mario Draghi continues to 
indicate that purchases will keep running 
until there’s a sustained improvement in 

The euroboom in context

Source — Bloomberg Economics.

Spare capacity in the euro area

Source — Bloomberg Economics.

Wages need to grow faster

Source — Bloomberg Economics.

the outlook for inflation. 

For now, at least, Bloomberg Economics 
doesn’t expect firm evidence of that to 
surface until early 2019. 

Short of dropping his pledge, it’s likely 
that asset purchases will continue but at 
a further-reduced pace for at least part 
of 2019. Bloomberg Economics expects 
the first movement of interest rates to 
be an increase in the deposit rate in the 
third quarter of 2019, before the main 
refinancing rate is raised in the first 
quarter of 2020.

Source — Bloomberg Economics.

Europe
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Britain’s economic performance this 
year has been disappointing. But those 
betting on a near-term bounce in activity 
shouldn’t hold their breath — the pool 
of available workers is drying up and 
companies have struggled to realize 
efficiency gains since the financial crisis. 

Brexit-led uncertainty is likely to prompt 
a softening in the labor market next year, 
and that should keep interest rates on 
hold until 2019.

After defying almost all economists’ 
forecasts in the aftermath of the 
referendum, the economy slowed in the 
first half of 2017. That mainly reflected 
a squeeze on household incomes from 
surging inflation. The vast majority of 
that shock has now passed and probably 
explains why growth picked up slightly 
in the third quarter. A look at the surveys 
and the latest cut of official data suggest 
the economy will expand by 0.4% in the 
fourth quarter, too.

As always, the pace at which the economy 
can expand in the future depends 
on three key judgments: The current 
amount of spare capacity, the growth 
of the economy’s supply potential and 
the speed at which that spare capacity 
is mopped up as demand moves into 
line with supply. This forecast round, 
Bloomberg Economics has revisited these 
judgments individually.

Slack & supply
Bloomberg Economics recently revised 
its estimate of the U.K.’s sustainable rate 
of unemployment. That analysis puts it at 
4.2%. Including that figure in the wider 
measure of the output gap suggests the 
economy is currently about 0.3% below 
the level consistent with full employment 
and stable inflation.

Economic growth since the financial crisis 
has been driven by increased labor input 

rather than greater efficiency in  
the workforce. 

That appears set to change. The recent 
slowdown in net inward migration 
suggests the influx of workers into the 
U.K. may slow faster than Bloomberg 
Economics had expected. Reflecting that, 
the forecast now incorporates the Office 
for National Statistics’ low migration 
population projection, which sees net 
inward migration declining to about 
85,000 a year. 

As a consequence of that change, the 
population is 0.8% lower at the end  
of the Bloomberg Economics five-year 
forecast period compared with the 
previous projection.

The persistent weakness of U.K. 
labor productivity gains isn’t a new 
phenomenon, though it has become 
increasingly clear that the gains in 
efficiency encompassed in past forecasts 
were too optimistic. 

As a result, the latest projection contains 
a more modest pickup in productivity 
growth and assumes a trend rate of 1.2% 
annually in the medium term, compared 

with 1.5% in October. The result is that 
output per hour is about 1.5% lower at  
the end of 2021 compared with the 
previous forecast.

Changing U.K. growth
The downgrade appears to strike a 
balance between the contrasting fortunes 
of U.K. productivity growth before and 
after the financial crisis. It doesn’t reflect a 
change of view about the effects of Brexit. 
In all likelihood, a similar tweak would 
have been required even if the U.K. had 
voted to remain in the European Union. 
Bloomberg Economics’ projections remain 
conditioned on a smooth transition to 
a limited trade deal with the EU, which 
results in GDP being 2% lower after five 
years than it otherwise would have been.

Even with the hit to supply growth 
across the forecast period, Bloomberg 
Economics expects spare capacity to 
persist next year as consumers recover 
from a squeeze on their living standards 
and uncertainty about Brexit negotiations 
continues to hamper companies’ 
investment decisions.

Changing the face of U.K. growth

Writing on the wall  
for growth long before Brexit
Economists Dan Hanson & Jamie Murray 
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The combination of a labor market that 
falls shy of full employment and the fading 
impact of the pound’s depreciation is 
likely to mean annual inflation falls in 2018 
before reaching the Bank of England’s 
target in mid-2019. 

As domestic inflation finally shows signs 
of life and the U.K. starts its transition to 
a new trade deal with the EU, Bloomberg 
Economics expects the Monetary Policy 

Committee to lift rates in the second 
quarter of 2019. 

A third rate hike is assumed to come at the 
end of 2019, with two hikes in both 2020 
and 2021.

Beyond the collapse of Brexit talks, the 
main risk to this view is that the U.K.’s 
jobs market remains indefatigable. If that 
proves to be the case, the next rate rise 
could be as long as a year earlier than 
Bloomberg Economics currently expects.

Balance of demand growth

Source — ONS, Bloomberg Economics.

Source — ONS, Bloomberg Economics.

Forecasts

Source — Bloomberg Economics.

Another chance  
for Putin & growth
Economists Scott Johnson  
& Jamie Murray

One constant in Russia’s economic outlook 
could be its biggest source of uncertainty: 
Vladimir Putin.

The Russian president is poised to win 
another six years in power. Faster growth 
is possible if he and other leaders move 
quickly with reforms to diversify the 
economy, spur innovation and strengthen 
institutions. For now, the productivity gains 
this could unleash are best thought of as 
upside risk to a forecast of slow growth in 
the years ahead.

After a deep contraction in 2015-16, 
Russian GDP is now growing in-line with 
potential. And that’s the problem. 

The expansion for 2017 as a whole is likely 
to come in at 1.7%, compared with an aver-
age of 3.6% in 2010-13. 

Growth probably won’t get much faster. 
Expansion at a similar speed looks likely 
in the fourth quarter, followed by only a 
slight pick-up in 2018.

Bloomberg Economics expects GDP 
growth to run at an annual pace of 1.7-1.9% 
through 2021 — too slow to help Russia 
catch up with Western peers. 

The economy is probably stuck in this low 
gear at least into 2019. Structural reforms, 
if enacted in the next few years, could 
boost growth in the capital stock and 
productivity, and perhaps even soften 
demographic headwinds.

Putin has acknowledged as much, saying: 
“If we do not address the underlying 
problems of the Russian economy, if we 
do not launch new growth factors at their 
full force, it will stagnate for years, and we 
will have to constantly scrimp and save, to 
delay development.”
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Blockchain is now a familiar term to many, 
though in most cases, its meaning will 
be inextricably linked to bitcoin after a 
10-fold price surge in 2017 valued this 
cryptocurrency at more than $180 billion. 

This is only one strand of the story for 
Europe and globally. The applications of 
blockchain technology will spread in  
2018 far beyond bitcoin and, perhaps 
more surprisingly, way beyond  
financial services. 

For starters, huge improvements in 
efficiency and transaction speeds, cost 
savings and enhanced security are on the 
menu, with significant disruption and new 
business opportunities likely to follow.

JPMorgan Chase was among dozens 
of banks discussing plans and capacity 
for blockchain through 2017. CEO Jamie 
Dimon famously lauded the technology 
as “good,” while labeling bitcoin as 
“dangerous” and suggesting he would 
fire any trader who dabbled with it. 

Software companies in Europe including 
SAP and Sage have also joined the party 
and are vocal about blockchain’s future. 
Perhaps less obviously, management 
from companies as varied as Italian utility 
Enel, German giant Siemens, telco-
network provider Swisscom and oil major 
BP also devoted time on analyst calls 
in late 2017 to discuss the topic and its 
potential impact on their industries.

Distributed-ledger technology
Putting the semantics to bed early, 
blockchain is the name designated to 
a string or chain of transaction records 
(blocks), cryptographically signed with 
“hashes,” or digital signatures. Though 
undoubtedly the most high-profile 
application of blockchain, the bitcoin 
network is just one example of how 
cryptocurrencies and other transactions 
can use this technology. 

Blockchain is effectively the means to 
create tamper-proof records of data and 
transactions — whether that is a money 
transfer, vote cast, medical record or 
change of property ownership. It is just 
one of a variety of decentralized database 
technologies that exist across multiple 
locations. These are known as distributed 
ledgers, and it is within these so-called 
DLT technologies that great opportunity 
exists.

Double-entry accounting 2.0
Double-entry accounting, popularized 
by Italian monk and reputed magician 
Luca Pacioli in 1494, revolutionized 
accounting, valuation and capitalism. 
Comparisons are increasingly drawn 
with DLT and its capacity to revolutionize 
security, verification and record-keeping 
across legal, economic and governmental 
systems — and they may not be as far-
fetched as they sound at first. 

At its heart, DLT is a public ledger that — 
unlike a regular database — isn’t stored 
on a centralized server but rather one 
duplicated and verified across multiple 
computers (nodes) running the software. 
This eradicates the need for and risks 
from middlemen, or trusted third parties. 

The four benefits
Four of the most-critical benefits from 
distributed-ledger technology can be 
encapsulated within trust, transparency, 
cost and speed. 

Trust gets built as the risk of hacking 
and fraud is greatly reduced, with the 
possibility of data tampering reduced to 
virtually zero, notably so as the network 
grows larger. Control of information is 
shared by the users with a complete and 
consistent record. Once a transaction is 
agreed to and shared across a network, it 
is nearly impossible to undo. The lack of 
middlemen or “centralized monopolies” 
removes costs and will ultimately lower 
barriers to entry, further improving 
efficiencies. Add to this a vastly increased 
speed for transactions and verification, 
and the attractions are clear. 

Bitcoin — U.S. dollars per XBT

Blockchain is coming  
everywhere, ready or not
BI analyst Jonathan Tyce & European research team

Industry: Europe

The $16 billion reason to play
Banking and payments are the obvious 
place to start for blockchain opportunities, 
and are probably the main focus currently. 

The requirement to “know your customer” 
is tailor-made for blockchain solutions, 
and the incentive to avoid fines for 
sanctions or anti-money laundering 
breaches is huge, after BNP was forced 
to pay $8.9 billion, topping the list of 
13 banks doling out more than $100 
million each ($16.1 billion in total) for U.S. 
sanctions breaches from 2008 to 2015. 

Royal Bank of Scotland has demonstrated 
other potential streamlining benefits 
beyond complying with onerous anti-
money-laundering rules. With a staff 
of 2,000 focused exclusively on know-
your-customer compliance at the start 
of 2017, the bank, with the help of digital 
solutions, aims to lower this head count 
by 95%. The cost and time efficiencies that 
blockchain-enabled record-keeping and 
identity verification would bring are clear, 
to say nothing of improved customer 
satisfaction. 

Supply chain a big winner?
Supply-chain management is effectively a 
list of transactions that track products from 
point of sale through to final deployment, 
and is a huge part of global trade. Fraught 
with inefficiencies, from human error, 
inventory mismanagement, financing and 
shipping, the number of links in the chain 
remains a key challenge. 

Blockchain will enable a real-time, 
validated ledger providing visibility of 
the location, condition and owner of an 
asset, which should cut fraud costs and 
streamline order management.

Car leasing in Europe is a 350 billion-euro 
market and another prime example of an 
industry ripe for digital change. Its variety 
of stakeholders — finance, insurance, 
manufacturer, dealerships, registration 
— provide significant opportunity for 
streamlining to reduce complexity, cost 
and fraud. 

Health care is another vast industry where 
numerous stakeholders are hamstrung 
by the inability to share data securely. 
There are opportunities for improved 
collaboration between providers leading 
to more accurate diagnoses, effective 
treatments or a streamlined interface 
between insurers and health-care 
providers — or more simply, doctors 
having instant access to medical records 
and histories via digital signatures. 

In similar fashion, real estate traditionally 
suffers from a lack of transparency during 
and after transactions, with mountains 
of paperwork (deeds, titles), significant 
fraud risk and errors a common and costly 
problem. Distributed-ledger technology 
provides the ability to speed transactions 
and dramatically improve record-keeping 
and solutions, so expect the industry to be 
talking blockchain technology in 2018.

And the blockchain winner is ... the supply chain

Source — IBM

Watch this space
Energy management and supply, 
government and public records, voting, 
the legal profession (wills, inheritance) and 
all forms of insurance will be talking the 
blockchain talk in 2018 and beyond. In any 
sphere of public or business life where a 
trusted status, a variety of stakeholders, 
payments and identity verification are all 
present, blockchain or distributed-ledgers 
technologies — take your pick — will be 
there. The first wave will be about costs, 
enhanced security and speed. After the 
streamlining will come the disruption. 

It’s not just companies. Countries 
also will be dealing with blockchain. 
A 2017 IBM survey suggests that nine 
out of 10 governmental organizations 
(among 200 across 16 countries) plan 
to invest in blockchain in 2018. Citizen 
services (voting, land registration, tax 
collection), regulatory compliance, identity 
management and contract management 
(such as waste collection) were the areas 
most-commonly identified.

Sweden is considering launching a purely 
digital form of currency, with central banks 
from Singapore and Canada also studying 
their options. The UN wants scalable 
identity systems by 2020, and Dubai 
wants to go paperless by 2020. 

Whether you buy bitcoin as a concept, you 
will soon be buying insurance, cars and 
visas for your holiday using blockchain-
like technology. Watch this space. 

Source — Bloomberg Intelligence



1514

Earnings per share of the Stoxx 600 
should rise above 26 euros in 2018, 
and together with stable valuation, the 
European benchmark should trade above 
400, a symbolic ceiling. 

Macroeconomic supports and the fading 
of recent drags on some sectors should 
allow EPS to grow, rebounding from years 
of negative revisions. 

While valuations are near historic highs, 
sustained low interest rates should lend 
support for this to continue. 

The big risks for this constructive outlook 
are policy-oriented, with more Brexit 
negotiations to come and the end of 
quantitative easing.

Leaving six years of shackles behind, the 
Stoxx 600’s EPS should escape the 24-
euro ceiling that has prevailed since the 
global financial crisis. 

Driven primarily by a broadening 
economic expansion and recovering 
materials, along with sustained low 
interest rates and a modestly stronger 
euro, the BI European Strategy EPS model 
points to almost 26.5 euros by the end of 
2018. That‘s up almost 14% from trailing 
12-month earnings, and about 7% above 
bottom-up consensus expectations. 

An extension of these factors should 
generate a further gain toward 28 euros 
in late 2019, near the peak before the 
financial crisis.

Moving ahead
Europe’s malaise vs. the U.S. should also 
diminish in 2018. 

For the last five years, earnings for 
the S&P 500 have powered ahead on 
economic growth following an aggressive 
reset in the financial sector in 2009 and 
heavyweight tech industry leadership. 

In contrast, Europe’s recent history has 

been unkind, with consensus dropping 
10-20% each year from mid-2011 to 2016. 
Disappointments in banking, energy, 
basics and telecoms (together aggregating 
to about 32% of the index weight in 2011) 
were primary catalysts for the negative 
revisions. Forward estimates plunged as 
much as 65% for these groups at different 
points during this period. 

Global synchronized expansion benefits 
in 2018 should feed through for the Stoxx 
600, given the region’s bigger reliance 
on old-economy consumer and industrial 
industries. Most sectors are experiencing 
modest positive, and no major sector has 
had a notable setback.

Valuation hangs on rates 
The path of least resistance for the 
market’s price-to-earnings ratio is to stay 
near today’s levels, sustaining a trend of 
four years. Modestly higher interest rates 
and volatility, together with a moderation 
in the economic expansion, point to a 
slight de-rating to 14.5x for the Stoxx 600 
P/E from the current 15x, based on the BI 
European Strategy Valuation model. 

Interest rates are critical for valuations 
looking ahead. A surprisingly sharp rise 

would present a significant challenge 
for European multiples. When adjusted 
for today’s ultra-low interest rates, the 
forward P/E for the Stoxx 600 is only 
about average compared with the 
10-year history. If, however, the rate 
crutch is taken away aggressively, the 
valuation measure would become 
progressively closer to record, and 
arguably unsupported, levels. Bloomberg 
Economics doesn’t expect European rates 
to rise in any meaningful way in 2018, and 
only modestly in 2019.

Stoxx breaks through 400 
The blend of earnings growth and 
multiple contraction suggests a modestly 
higher Stoxx 600 for 2018. By late next 
year, forward EPS should rise another 
7% above current consensus, while the 
P/E should be slightly lower. Combined, 
these factors push the BI Strategy base 
case to 402, just breaking through a 
symbolic barrier. 

The bull case beyond this scenario rests 
primarily on more robust economic 
expansion, with higher rates and 
favorable currency, though it’s hard to 
imagine big improvements without a 

Comparing market models

Looking for a breakout year  
in European stocks — at last
BI strategist Tim Craighead

Strategy: European Equity

paradigm shift in sectors such as telecom, 
energy and materials. In contrast,  
political and monetary policy uncertainty 
— most importantly surrounding Brexit 
— continue to be high on the list of 
downside concerns. 

Returning to the marginal economic 
growth backdrop of the last several 
years would likely deflate earnings and 
valuations from current extended levels.

Skewing toward cyclical growth
There’s a clear sector bias for cyclical 
growth in 2018, based on our BI Equity 
Strategy Sector Scorecard, with Europe’s 
defensive groups ranking relatively poor. 
The model is based on a mix of growth, 
technical and valuation expectations. 

Specifically, technology, energy, materials 
and industrials line up best due to 
better growth prospects, recent estimate 
revisions and share-price momentum. 
Energy is also showing good relative 
value vs. the other three leading sectors. 
At the bottom of the rankings, consumer-
discretionary and health-care segments 
have poor price breadth and revision 
trends, but trade at the lowest multiples 
for three years. Utilities are rated worst 
across all but one category.

On valuation, profit-taking toward the 
end of 2017 pulled back blended forward 
P/E valuations to 16.7x for tech and 15.4x 
in industrials segments, closer to the 
market’s average. 

Adjusted for forecast two-year EPS growth, 
these two sectors’ price-to-earnings ratios 
(1.3x and 1.5x) are now among the lowest 
in the Stoxx 600 Index. 

Economic expansion expectations are 
serving to lower cyclical sectors’ PEG ratio 
relative to defensives. Compare industrials 
and discretionary at 1.3x-1.6x, vs. staples, 
health care and utilities at 1.9x-2.5x. 
Financials have the lowest ratio under 
both valuation approaches, as  
analysts expect superior growth in the 
next two years. 

Brexit is here to stay   
Brexit won’t go away in 2018. Late-2017 
breakthroughs were probably like the 
mountain peak that is reached with much 

Stoxx 600 P/Es compared with historical range

Source — Bloomberg Intelligence.

Source — Bloomberg Intelligence.  
Note: BI model is based on Markit PMI, 10-year EZ interest rate, Euro index, BCOMIN index, ECB QE.

Stock strategy models

Source — Bloomberg Intelligence.

anticipation, only to reveal an even more 
arduous one to ascend in the form of 
trade negotiations that begin early in 2018. 

Financial markets successfully climbed a 
“wall of worry.” The risks are so obvious 
and so well-telegraphed that markets have 
rightfully assumed policy makers would 
come through in the end, and currency 
and equities have focused on the reality of 
better economic and profit growth. 

Sterling is essentially flat with the euro 
since 2016’s Brexit referendum plunge, 
which is the most important component of 
the trade-weighed Pound Index.

With the slow progress in 2017, however, 
corporate management teams are  
already accelerating contingency plans for 
a cliff’s edge. 

These raise risks for negative impacts to 
corporate and consumer spending trends, 
and expectations of sustained earnings 
growth stand in the balance if trade 

progress isn’t forthcoming. 

While counterintuitive, U.K. earnings 
estimates and stocks will likely get a 
knee-jerk bounce if Brexit talks prove 
problematic and the pound reverses 
course. With about 60% of FTSE 100 
revenue coming from abroad, weak 
sterling generates a positive translation 
benefit for foreign revenue, subject to 
hedging. Pound-denominated dividends 
also get a boost, adding a further equity 
catalyst.

More importantly, a “hard” Brexit would 
throw a longer-term spanner in the works 
via tariffs and other structural rigidities. 
U.K. and EU companies alike will face 
these infringements, which would be 
particularly unfortunate with the region 
finally driving economic expansion that’s 
sustained and broadening. Any longer-
term hit to British companies will matter 
to the Stoxx 600, given their aggregated 
25% weight in the benchmark.
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Will President Xi Jinping stick with the 
commitment to double the size of the 
economy from 2010 to 2020, requiring  
a continued foot on the accelerator? 

Or will China’s leaders recognize that the 
price in debt and imbalance required to 
get there isn’t worth paying, and accept 
a lower growth rate as they advance 
needed reforms? 

A strong performance in 2017, with GDP 
poised for 6.8% growth, provides a little 
more wiggle room. 

China could expand 6.3% a year and 
still stay on track to double by 2020. 
Tolerance for growth below that level is 
likely limited.

Bloomberg Economics forecasts growth 
of about 6.3% in 2018, the lowest since 
1990, as the real estate sector and  
exports slow. 

The People’s Bank of China will persist 
with deleveraging efforts, deploying 
macro-prudential and regulatory 
instruments rather than tighter  
monetary policy. 

The pace of progress will be uneven, 
pausing to smooth bumps in growth  
and markets.

GDP to slow
For 2018, the main drivers of demand are 
set to lose steam.

Real estate sales have already slowed. 
The area of new property sold slackened 
to 5.6% annual growth in the first 10 
months of 2017 from 13.5% in the first half 
as mortgage lending decelerated and 
policy controls started to bite. 

Bloomberg Economics expects property 
construction to follow the decline in sales, 
slowing to about 1% growth in real terms 
in 2018 from 2% in 2017.

Booming infrastructure spending — the 
outcome of a massive hidden fiscal 
stimulus — will remain the main tool of 
demand management. 

Even so, the pace of spending on 
transport and utilities is set to slow. 
Cancellation of major metro projects 
and tighter controls on public-private 
partnerships indicate policy is tightening. 

Bloomberg Economics forecasts a 
slowdown to 15% real growth in 2018 
from 18% in 2017.

China’s share of global export markets 
peaked in 2015 and has been edging 
down since. 

The trend should continue in 2018, as the 
fading impact of yuan depreciation and a 
smattering of protectionist policies from 
the U.S. make it difficult to expand. 

Bloomberg Economics forecasts 3% 
export growth in nominal dollar terms in 
2018, down from about 7.5% in 2017.

Environmental controls could prove an 
additional constraint. 

A 3Q survey of 2,000 firms by the 
Cheung Kong Graduate School of 
Business found 14% saw environmental 
regulations as a significant constraint on 
output, up from just 1% a year ago. 

Consumption will remain a source of 
offsetting resilience — though the broader 
deleveraging agenda could start to crimp 
credit to the household sector.

Steady inflation
For inflation, GDP growth at 6.3% would 
be some way below potential, which 
Bloomberg Economics puts at 6.7% — 
pointing to a widening output gap and 
less price pressure. 

Commodity prices have already come 
down from the heady gains seen in  
early 2017. 

We forecast that CPI will rise 1.5% in 
2018, the same pace as in 2017. Supply-
side reform (closing upstream excess 

GDP forecast

China’s path to growth?  
It’s a political choice. 
Economists Tom Orlik & Fielding Chen 

Economics: Asia

capacity), and food prices (which have 
been unusually low) could provide upside. 
Even if they materialize, price pressure will 
remain contained — though for the bond 
market the difference between CPI at 1.5% 
and 2.5% would be significant.

The main focus for the PBOC — potentially 
under new leadership as Governor Zhou 
Xiaochuan’s 15 years at the helm draws to 
an end — will be deleveraging. In fact, the 
process of tamping down financial risks 
has already begun. The central bank’s new 
Macro-Prudential Assessment program has 
steered banks away from high-risk assets 
and short-term funding. Lifting of caps on 
foreign ownership of banks and securities 
firms will introduce new competitive 
dynamics. The 102.1 trillion-yuan asset-
management industry finds itself the focus 
of sweeping new regulations.

All of that has already prompted a sell-
off in the bond market, with the 10-year 
yield touching above 4% in November. 
Bloomberg Economics’ view is that the 
PBOC will pursue deleveraging mainly 
through prudential controls and targeted 
regulations, rather than tighter monetary 
policy. Even so, the outcome will still be an 
outsize increase in bond yields and slower 
credit expansion. The risk as that happens 
is that growth momentum fades and 
market blowups become bigger and more 
frequent. Given policy makers’ limited 
tolerance for either of those outcomes, 
attempts to deleverage will be halting  
and credit expansion will continue to 
outpace GDP.

Yuan’s two-way movement
Forecasting the yuan has become rather 
difficult to do. Markets have come  
to accept the reality of two-way movement 
— meaning few see a clear direction for 
the currency. 

Both Federal Reserve unwinding and 
PBOC deleveraging are set to push rates 
higher — meaning no clear direction 
for U.S.-China rate differentials. The 
PBOC aims to continue edging toward 
a more market-set exchange rate, while 
remaining intolerant of either panic-
inducing plummets or competitiveness-
eroding climbs. Bloomberg Economics’ 

forecast, with a low degree of certainty, 
is for the yuan to end 2018 at 6.76 per 
dollar, weakening from 6.61 per dollar 
in December 2017 — reflecting slightly 
narrower rate differentials. The consensus 
is for stability at 6.65.

Risks abound, though in the main 
Bloomberg Economics expects both the 
upside and the downside to growth to be 
contained by policy intervention. 

On the upside, another year of strong 
global demand — perhaps supported 
by U.S. tax cuts — could drive stronger 
exports, buoying China’s growth closer to 
7%. On the downside, a more aggressive 
approach to deleveraging, sharper 

Debt as a percentage of GDP

Source — Bloomberg Economics.

Inflation forecast

Source — Bloomberg Economics.

downturn in property, or sweeping U.S. 
tariffs could drag growth closer to 6%. 

China’s policy makers retain significant 
resources to stave off a financial crisis or 
hard landing. Even so, the 2015 equity 
crash is a reminder that having the tools 
and being able to deploy them effectively 
in real time are different things.

Source — Bloomberg Economics.

Asia
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Japan is heading into 2018 with its 
reflation agenda still a work in progress. 
The task will get harder, with growth 
poised to slow, fiscal policy limited by 
debt, and structural reforms stalling. 

A potential change in leadership at the 
central bank adds uncertainly. 

Even so, a weaker yen is likely to support 
the economy, giving Prime Minister 
Shinzo Abe more time to put Abenomics 
back on track.

Bloomberg Economics forecasts GDP 
growth at 0.8% in 2018, down from 1.7% 
in 2017. The main drags: slowing exports 
and investment, pressured by a slowdown 
in China and the risk that protectionism 
could cap the pass-through of higher 
demand from the U.S. That would be the 
slowest pace since 2014, when a sales-tax 
hike triggered a recession. 

Even so, it would be in-line with potential 
and high enough to avoid a revival in 
deflationary forces. The result: Inflation 
will struggle to get much higher than 1%, 
far below the Bank of Japan’s 2% target.

Growth to slow
The end of Governor Haruhiko 
Kuroda’s term in April creates near-term 
uncertainty on monetary policy. Kuroda 
has spearheaded the reflation drive with 
extreme stimulus. Abe may keep him on 
for a second term to signal continuity. 

A new governor, though, would reduce 
clarity on how the BOJ will balance two 
competing challenges. 

Increasing strain on the financial system 
from its ballooning balance sheet points 
to the need to pare stimulus. 

Anemic inflation, though, suggests the 
BOJ should keep going.

Striking the right balance could require 
more flexibility. The BOJ appears to be 
trying to build more room to maneuver in 
its future policy path. 

A government declaration next year that 
Japan has emerged from deflation could 
give the BOJ a window to steepen its 
targets for the yield curve and relieve 
strain on the financial system while 
maintaining stimulus.

Debt & primary budget balance

Abe is shifting to pro-growth social 
spending over fiscal consolidation. Even 
so, public debt — likely at 240% of GDP in 
2018  — will limit the role that fiscal policy 
can play in supporting the reflation effort. 

What’s more, inflation is unlikely to 
gather momentum without faster growth 

in wages. The tightest job market since 
the 1970s suggests pay should rise as 
companies vie for talent. A decline in 
labor productivity growth, though, points 
the other way. This raises the stakes for 
Abe to jump-start structural reforms — 
particularly in the labor market.

Politics might stand in the way of 
significant progress on reforms. 

Abe’s current three-year term as 
president of the ruling Liberal Democratic 
Party ends in 2018. He’s likely to prevail in 
a September party election — extending 
his term to 2021. 

Even so, he may be reluctant ahead of 
the vote to push through painful policies 
that could cost him public support, 
particularly much-needed reforms in  
the labor market and service sector.

Growth to slow economy’s potential rate

Slower growth, Bank of Japan 
uncertainty raise risk for 2018
Economist Yuki Masujima 

Economics: Asia

Geopolitical risks & yen
A number of risks could throw growth off 
the projected track. 

On the upside, a stronger-than-expected 
performance for the global economy 
would spell a better performance for 
exports, lifting corporate profits and 
investment. 

Federal Reserve tightening is a force 
for yen depreciation. But the yen — a 
safe-haven currency — is prone to rise in 
times of market stress. This links Japan’s 
economy directly to geopolitical tensions, 
from North Korea and beyond. 

U.S. trade protectionism could also push 
Japan’s export growth into reverse.

Japan shakes off deflation

Source — Bloomberg Economics.

Japan’s government debt & primary budget balance

Source — Bloomberg Economics.

Source — Bloomberg Economics.

Tepid investment 
may deter rates
Economist Tamara Mast Henderson

Economies in Southeast Asia picked up 
steam in the third quarter, but private 
demand is not shouldering enough of the 
burden to worry about rate hikes into next 
year. 

Growth among Asean’s five largest 
economies accelerated to 5.5% year over 
year on average in the third quarter, up 
from 4.7% in the first half and 4.3% in 2016. 

A pickup in global trade has helped, 
particularly in Singapore, Thailand and 
Malaysia.

All of the Asean-5, except for Indonesia, 
are expanding in excess of their 10-year 
trends. Last year, only the Philippines 
achieved that.

Export support in 2018 may not be as 
strong. Growth in China is likely to slow 
to 6.3% from 6.8% this year, according to 
Bloomberg Economics. 

Malaysia may be an exception for rate 
increases, with tightening possible as 
soon as the first quarter. Malaysia may be 
sensitive to oil prices, and futures suggest 
a lower trajectory into 2020 — which limits 
growth prospects. A general election is 
due by August 

The Philippines’ fading momentum in 
private consumption and investment is 
likely to keep the central bank on hold for 
now. 

Singapore’s central bank will probably 
maintain a neutral bias on the exchange 
rate as long as investment contracts.

Thailand tensions may resurface now 
that a one-year mourning period for King 
Bhumibol Adulyadej has ended and as 
elections draw closer. 

Indonesia’s presidential election is not 
until April 2019, but policy risk is already 
starting to emerge. It started with the 
Jakarta governor’s race in April, which was 
marred by religious and ethnic tensions. 
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Banking, energy and real estate in the 
Asia-Pacific region, the world’s largest 
and fastest-growing, are seeing policy-led 
transformations that will impact  
their income. 

The regulatory changes in the three 
sectors, accounting for almost a third 
of the MSCI All Country Asia Pacific 
Index, will chiefly be led by Chinese 
government reform-oriented policies. 
For banks, new ownership rules will 
mean growth opportunities for foreign 
financial institutions in China. In energy, 
an acceleration of power sector reforms 
means growth opportunities for new 
market entrants not only in China but also 
in Japan. 

In the property sector, investors should 
focus on how government planners in 
mainland China and Hong Kong will 
address sky-high prices. 

For financials, the chief focal point in 2018 
is China’s opening its doors to financial 
institutions from abroad. 

The loosening of ownership restrictions 
in its financial sector could progressively 
draw global investment banks into the 
domestic institutional finance and wealth-
management businesses. Life insurance 
could also lure investment from overseas. 

While the long-term opportunities may 
be immense, potential investors will 
focus on remaining hurdles as well as the 
government’s timeline for liberalization. 

Traditional lenders’ enthusiasm may 
be tempered by previous difficulties in 
mainland China. UBS, given its global 
leadership, is keenest among investment 
banks to exploit the opportunity. 
AIA Group is likely to lead insurers in 
accelerating expansion, while HSBC 
leads foreign commercial banks with its 
southern China stronghold.

Regulatory hurdles
The increase in the nation’s affluent 
and high-net-worth individuals will 
attract foreign players to build wealth-
management franchises in the country. 

Many large global investment banks 
have vast expertise in asset and wealth 
management due to their long operating 
history in developed countries. 

Domestic brokers have only recently 
started to shift their business models 
away from traditional passive brokerage, 
the industry’s largest source of revenue, 
to active fund management.

Regulatory hurdles for new products and 
services, the pace of branch expansion, 
and domestic expertise will be key 
challenges. In June, HSBC became the 
first foreign bank to get approval for a 
majority-owned joint-venture securities 
company under the Closer Economic 
Partnership Arrangement between 
mainland China and Hong Kong.  Foreign 
investment banks including JPMorgan, 
RBS and BNP Paribas, which exited their 
minority stakes in Chinese securities 
tie-ups in the past because of the lack 
of control over strategic decisions and 

corporate governance issues, could 
potentially re-enter the market.

The life insurance market’s size and 
growth are such that it can accommodate 
an infusion of competitors from overseas. 
While foreign JVs’ premiums grew at a 
rapid clip of 29% a year in 2012-16, their 
market share by premiums was only 6.4% 
last year. Large domestic insurers such 
as China Life and Ping An have solid 
distribution networks with established 
agency sales forces and bank partners. A 
greater presence from foreign firms can 
help squeeze out small, poorly managed 
domestic insurers. 

Foreign lenders are unlikely to acquire 
controlling stakes in the biggest national 
banks. Instead, they’re more likely to do 
so with city and regional banks. 

Supply-side policy push
Planners in Hong Kong and mainland 
China, Asia’s largest real estate market, 
are addressing the availability of homes — 
at sky-high prices — by boosting supply. 

Hong Kong’s government will introduce 
starter homes, while on the mainland, 

Assets under management, 1H (trillion yuan)

Reforms coming for banks, 
insurers, homes & utilities
BI analysts Joseph Jacobelli, Patrick Wong, Sharnie Wong & Francis Chan

Industry: Asia

significant chunks of land will be set aside 
to build homes solely for rental purposes. 

The Hong Kong government may facilitate 
developers’ conversion of farmland into 
housing projects to support the plan. 
The home-ownership rate fell to 48.7% 
in July, the lowest since 1999. This is 
much below Singapore’s 90.9% in 2016 
as the government has promoted home 
ownership in the past decades.

China’s supply surge in new residential 
properties for leasing is set to stymie 
rental growth, while keeping yields low 
at 1-2% for most major cities. Over 40% 
of Shanghai’s new home completions in 
the next few years will be non-salable and 
dedicated for rental purposes, followed 
by 30% in Beijing, Hangzhou and Xiamen, 
and 20-25% for Guangzhou, Shenzhen 
and Fuzhou. 

Building of rental housing will be a new 
source of optimism for China construction 
activities, even amid stagnant new home 
sales. A new rule in August approved the 
use of collective-owned land in villages 
to build rental homes and some cities 
gave the green light to the conversion 
of existing office, mall and hotel land for 
residential leasing.

The need to fund the fast-expanding 
home rental sector will likely accelerate 
development of a REITs market. Poly Real 
Estate’s quasi-REIT listing in Shanghai 
brought the ability of landlords to 
monetize their property assets a step 
closer, while standardized public REITs 
market rules targeting individual investors 
are being reviewed by the regulator. 

Mofang and Lianjia’s Ziroom resorted 
to asset-backed securities for funding. 
Shenzhen World Union is raising 1.7 billion 
yuan in bonds to fund 53,200 rental units. 
This rides on NDRC’s support for debt 
issuance by rental companies. Major banks 
have committed to channel financing into 
the rental apartment market while the 
China Insurance Regulatory Commission 
is studying the potential of insurers’ asset 
allocation to the growing sector.

Ready for the market
Vanke, Longfor and CIFI are well-
positioned to profit from the expansion of 
the apartment leasing market, supported 
by policies in land supply, funding, 
subsidies and tax incentives. Vanke, 
having invested in the sector since 2014, 
has a first-mover advantage with 24,000 
rooms in 21 cities as of the third quarter. 
Longfor and CIFI were eyeing aggressive 
growth to reach 15,000 and 20,000 
rooms respectively by the end of 2017. 
Sino-Ocean, Kaisa and Gemdale also 
launched smaller-scale rental projects. 
Country Garden, which has secured 30 
billion yuan of financing from Citic Bank, 
aims to launch its first rental project in 
Shanghai. Yuexiu, KWG, Jinmao and CR 
Land also announced plans to break into 
the housing-rental segment.

Pulling plug on power
The ways in which many electric 
companies in Asia obtain revenue will 
change significantly in the next five years. 
Progressive regulatory transformations will 

Strong pipeline of rental home supply

Source — Bloomberg Intelligence. 
Note: Time period for plan — Beijing, next five years; Shanghai, 2016-20; Guangzhou, 2017-21; Shenzhen, 
since August; Hangzhou, Fuzhou, Xiamen, 2018-20.

Source — Asset Management Association of China, China Banking Regulatory Commission, China 
Insurance Regulatory Commission and Chinawealth. 
Note: The China Securities Regulatory Commission regulates brokers and public mutual funds, among 
others.

eradicate many earnings safety nets and 
render cash flows more volatile for utilities 
in China, Japan, Singapore and elsewhere. 
Strong economic growth and a push 
toward market-driven energy price-setting 
by many governments are encouraging 
the introduction of competition.

Existing or accelerating sector reforms will 
either cut or create volatility in the revenue 
of most of Asia’s electric utilities. Among the 
10 largest listed companies by market value, 
eight will be significantly impacted. 

Asia Pacific economies, inflation and 
interest rates may not move significantly 
in the next three years. This stable 
background offers regulators the chance 
to open their power markets. A sudden 
rise in GDP would mean higher power 
demand, which could hike electricity 
prices in an open market. A sudden surge 
in inflation or interest rates would be also 
negative for market reform.

Fossil-fuel prices in the Asia-Pacific region 
may remain stable in the next four years. 
Current price levels, or any weakness, 
would put less pressure on prices in open, 
competitive power markets. Plentiful 
supply of LNG and thermal coal, as well 
as low prospects for a surge in electricity 
consumption, should mean the two fuels 
will remain stable in the next four years. 
The oil price, to which LNG is indexed, 
may hover at about $53-64 a barrel while 
coal prices should gradually weaken in 
2017-20, based on consensus. 

Singapore’s electricity market will be fully 
open in 2018. Independent retailers are 
now appearing and are vying for market 
share — putting more pressure on the 
key generators,  which already face low 
wholesale-market prices and oversupply.

Japan’s power liberalization is no more 
than three years away from completion. 
Regulators must carve out the grid 
network from the electric utilities, abolish 
the Fuel Cost Adjustment system and 
boost the amount of power sold to the 
wholesale market.

The pace of electricity reform in China is 
accelerating. Guangdong’s market evolution 
and launch of a spot market is evidence of 
progress. In the short term, the earnings of 
most producers may suffer, though large 
groups and clean energy producers could 
see greater income-growth opportunities in 
the medium to long term.
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Policy makers face a conundrum of their 
own making. 

For years, the Federal Reserve has 
underdelivered on interest rate hikes 
suggested through its “dot-plot” that 
accompanies the quarterly summary of 
economic projections. 

With many new faces on the monetary 
policy-making Federal Open Market 
Committee (FOMC), there’s the possibility 
of a change in either communication or 
the Fed’s reaction function. 

Consensus is that new FOMC members 
will tend to be more hawkish than  
those leaving.

To date, yield curves have flattened 
substantially in anticipation of the Fed 
continuing to slowly hike rates. 

The risk remains of accelerated flattening 
of the curve if the market expects the Fed 
to hike in-line with or more aggressively 
than the “dot-plot.” 

Flattening curves are likely to be more 
prevalent than large moves in longer-
term Treasuries, which could remain 
largely range-bound. 

For longer-term Treasury yields to break 
2017’s range, inflation expectations would 
need to rise above 2%, or real yields to 
break out higher. 

The market would likely expect the Fed 
to be more disposed to tighten monetary 
policy on improved data or expectations 
of faster growth due to tax policy.

A more hawkish Fed would be neutral to 
positive for the long end of the curve as 
forward inflation and growth expectations 
would be reduced. The front end would 
be negatively affected. 

The result of a more hawkish monetary 
policy stance would likely be accelerated 
curve flattening.

Additional bear flattening would prompt 
calls that a slowdown in economic growth 
is looming. 

But the time lags between flat curves and 
slowdowns are long.

Debt ceiling
More an annoyance than something likely 
to have a major market impact will be the 
U.S. debt ceiling.

The BI Rates Strategy model shows April 
12 is the deadline for Congress to raise 
the debt limit. 

However, it’s possible this date may be 
earlier, depending on when tax refunds 
and other payments are made. 

If the limit isn’t raised, the government 
would run out of cash and borrowing-
authority capacity, leading to missed 
debt, vendor or employee payments.

Although it’s highly likely that Congress 
will raise the debt limit before default, the 
possibility can give some markets angst.

T-bills have yet to price in the risk of a 
March or April default.

In 2017, investors began to fear a missed 
T-bill payment, starting about three 
months before the likely deadline. 

Yield forecasts
Bloomberg Intelligence expects long-
end yields to rise only marginally by the 
end of 2018, but the front end to sell off 
further and perhaps more sharply than 
the forwards, as the market prices for a 
more aggressive Fed.

Ten-year U.S. Treasury note yields could 
see 2.65% by year-end. 

Two-year yields could sell at auction well 
above 2% by the second half of the year 
as the Fed continues its slow hiking path. 

The forward curve is pricing for a 2.08% 
two-year at the end of 2018, which could 
be low for the front end.

Treasuries at whim of real yields

Forget the Fed and deficit.  
It’s about the curve.
BI strategist Ira Jersey  

Markets Strategy: Interest Rates

Supply will begin to increase in 2018, with 
the Treasury Department initially boosting 
issuance of T-bills and two-, three-, and 
five-year notes. 

Runoff of the Fed’s securities portfolio and 
higher deficits due to demographics need 
to be financed with issuance to the public. 

This action may further pressure short-
maturities’ yields. 

Demand has shifted over the past five 
years, with non-U.S. investors now being 
net sellers of Treasuries.

With deficits now domestically financed, 
it’s possible that foreign demand may 
increase as front-end rates rise. 

The shorter-maturities’ demand fits foreign 
exchange reserve managers’ mandates 
better than long bonds, and rising rate 
differentials could bring in private and 
official buyers. Risks to the forecast appear 
relatively symmetric. 

Exogenous shocks always pose a risk and 
create a flight-to-quality bid. 

Bloomberg Economics sees the potential 
for a shift higher in inflation, which could 
lead to curve steepening and  
higher yields.   

Flat curves lead economy by two to five years

Source — Bloomberg Intelligence.

Source — Bloomberg Intelligence.

Bloomberg Intelligence Treasury yield forecasts

Source — Bloomberg Intelligence.

Markets Strategy
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Valuations of corporate credit markets 
appear stretched. Option-adjusted 
spreads for investment grade and high 
yield markets effectively recaptured 
the lows of 2014 by late October. They 
had rallied steadily from the February 
2016 wide-level mark as commodity 
prices gained, central banks remained 
accommodative and global economic 
performance improved.

Compared with corporate credit 
fundamentals that have largely stalled, 
spreads are left looking tight both in 
nominal and relative terms. 

That will make excess returns harder to 
come by, particularly in the long end 
of the yield curve, if expectations for a 
continued flattening are met. Longer-
dated bonds may still outperform on a 
total-return basis. 

At a more macro level, consensus 
for continued modest acceleration 
in economic growth across the G-20 
countries for 2018, as well as central-
bank policy that remains at least 
implicitly sensitive to asset valuations, are 
supportive of spread assets. 

Secular trends, including greying 
demographics across much of the 
developed world, likewise argue for 
favorable demand to continue.

Fundamentals weigh in
In a marketplace largely devoid of 
volatility, investors have been content to 
fund increased corporate leverage for 
diminishing returns per unit of such risk, 
across investment grade and high yield. 

Balance sheets are looking bloated 
across most sectors and rating tranches, 
as an already extended business cycle 
lurches ahead on the prospects of tax 
policy and its ability to pull additional 
consumption forward. 

Renewed strength across much of the 
commodity complex drove Ebitda margin 
expansion and, by extension, aggregate 
corporate deleveraging over the latter 
part of 2016 and into the first half of 2017. 
Yet tailwinds to corporate fundamentals 
look much less pronounced for 2018.

Funding cost consideration
An almost 30-year compression in 
average borrowing costs may be 
approaching its nadir as the prospect 
for further federal funds rate hikes puts 
upward pressure on risk-free rates. 
Option-adjusted spreads, also close to 
historically low levels, may be less able to 
absorb higher rates, resulting in increased 
marginal funding costs for corporations. 
Lower debt-servicing expense helped 
enable higher corporate leverage in 
recent years and the reversal of that trend 
may well limit nominal debt growth in the 
year ahead.

Tax policy may also work to constrain 
growth in nonfinancial corporate 
debt that has ballooned to $6 trillion, 
according to Federal Reserve data, with 
reduced interest deductibility effectively 
increasing the cost of debt. 

The effect of such shifts is unlikely 
to be evenly distributed, however, 
potentially serving to benefit creditors 
in higher-quality issuers with substantial 
discretionary cash flow, while further 
challenging issuers that depend on 
capital market access to refinance 
maturing debt.

For higher quality issuers, greater 
borrowing costs — in concert with 
elevated equity multiples and the 
average dividend yield near multiyear 
lows — could create incentives for debt 
reduction. While any such cut would likely 
be modest, it would begin to recalibrate 
fundamentals against the consensus 
expectation for continued Ebitda growth.

U.S. investment grade
Leverage fell modestly for U.S. investment 
grade corporates during 2017, with a 
trimmed mean of total debt-to-Ebitda 
finishing at 3.1x, lower by 0.1x vs. the  
prior year. 

Net debt saw a comparable improvement 
in absolute terms, finishing the year at 
2.5x, with the large gap between gross 
and net leverage largely attributable to 
the substantial cash positions within the 

Fixed income spread ratios by rating, duration

Corporate markets stretched  
but may have room to roam
BI analyst Noel Hebert
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technology sector. Ebitda margins rose 
about 100 basis points, though interest 
coverage was little changed as the 
average maturity extended by almost a 
half year. 

Energy, paced by trends in crude oil, 
saw the greatest improvement in credit 
fundamentals, while capital goods and 
communications lagged behind. 

The communications sector also trailed 
the broader compression in corporate 
spreads, though the sector’s higher 
absolute spread levels and longer average 
duration resulted in total returns just 
above the investment grade index.

Macro-dynamics are likely to remain 
supportive over at least the next few 
quarters, and a Bloomberg Intelligence 
outlook is for longer-dated Treasury 
moves to remain muted as the U.S. 
government bond yield curve flattens 
with shifts in response to Federal Reserve 
rate hikes. Longer-dated, higher-spread 
corporates could deliver above-average 
total returns.

The communications sector ticks each 
of these boxes, and may likewise benefit 
from any resolution of the AT&T-Time 
Warner merger. The energy sector offers 
an above-average yield to worst and, 
if crude oil remains at current prices, 
fundamentals may continue to improve. 
The consumer-cyclicals and capital-goods 
sectors stand out as least-well-positioned 
to deliver total returns when assessed in 

yield and duration terms, though the latter 
may be better placed to gain from fiscal 
stimulus measures.

On a ratings-tranche basis, triple B 
corporates are wider than long-term 
averages vs. both higher and lower-rated 
issuance. That may invite some trade down 
within investment grade, or  
perhaps trade up from high yield within 
core-plus and other strategies with 
more flexible mandates — particularly 
if a flattening Treasury curve means the 
longer-average duration for the ratings’ 
bucket isn’t a headwind. 

U.S. high yield
Total and net leverage trends for high 
yield ended 2017 little changed, holding 
near 4.7x and 4.2x, respectively, despite 
some modest reduction during the 
intervening quarters. 

Improvements in basic industries and 
technology were balanced by weaker 
trends in consumer staples and energy. 
Despite modest gains in Ebitda margin, 
the energy sector was pressured by higher 
debt and an adverse ratings mix. 

The high yield index as a whole saw a 
modest degradation in average ratings 
quality, with single B rated credits up 
almost 300 basis points on the year, as a 
percentage of the index. 

Whether as a function of the growing role 

Sector spread per turn of leverage distribution

Source — Bloomberg Intelligence.

Source — Bloomberg Intelligence.

of exchange-traded funds in defining 
flows into the asset class, or reduced 
liquidity, the response of prices to events 
has been quicker in recent years. 

The rally in spreads from their widest in 
February 2016 to the tightest levels of 
the prior cycle took almost 20 months, 
half the time of a comparable move that 
began in October 2011. The move has 
left spread per turn of leverage, and the 
sector distribution of spread per turn, 
each near historic lows.

Despite the broad-based spread 
rally, distressed issuance held steady 
over 2017 at about 6% of the high 
yield index, with the notable sectors 
being communications, where the 
disintermediation of wireline telephony 
drove increased distress, and health care, 
where stabilizing trends in select hospital 
and pharmaceutical companies saw 
distressed issuance fall to 7% from 9%  
of high yield health-care debt.

What to watch
Entering 2018, high yield looks expensive 
in aggregate, though energy appears to 
be a sector to watch after trailing for much 
of 2017, and with oil exiting close to its 
highs of the last year. 

While downgrade and issuance trends 
have increased the representation 
of single B issuance for the sector, a 
Bloomberg Intelligence outlook for WTI 
crude to be mostly in a range of $50-$60 
a barrel would support profitability and 
help preserve capital-market access.

Secular pressures affecting telephony and 
transportation sector issuers, which are 
also among the highest yielding, look less 
likely to abate over the intermediate term.

By contrast, compression during 2017 
has left nominal spreads tight for the 
technology and basic-industries sectors, 
and with high levels of bonds trading at 
a premium to the next call date, reducing 
effective duration. Those dynamics may 
challenge relative performance for the 
sectors in the year ahead.
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Emerging market hard-currency debt was 
the top-performing fixed income asset 
class in 2017, as tightening spread reflect 
strengthening credit  
fundamentals and an improved 
macroeconomic environment. 

Looking to 2018, hard currency returns 
are more likely to be driven by U.S. 
interest rates than by credit fundamentals, 
as the impact of spread premia on 
investment grade performance is 
negligible. Improving fundamentals and 
the macroeconomic environment remain 
supportive heading into year-end, yet 
emerging market returns are likely to 
be capped by stretched valuations and 
growing political uncertainty, suggesting 
a shift in sentiment to quality from yield. 

In terms of credit quality, emerging 
market investment grade debt has a 
higher yield and wider spread-to-duration 
ratio than U.S. high grade corporate 
bonds, enhancing its relative value as an 
asset class. 

Conversely, emerging market junk 
spreads appear rich to U.S. high yield 
when normalized for duration, yet  
credit quality is higher and nominal  
yields are greater. 

Investors in search of incremental yield 
are more likely to opt for local-currency 
emerging market government debt 
given the relative yield pickup over 
developed markets and current account 
improvement, which has the potential to 
drive currency appreciation in 2018. 

Resilience to external shocks
Leverage continues to rise for 
emerging market sovereign issuers, 
yet strong demand and a supportive 
macroeconomic backdrop  
have reduced both funding costs and 
external exposure.

Total government debt for the largest 

emerging market economies has 
increased 18.4% to $9.9 trillion in 2017, 
yet economic output rose only 6.6%, as 
debt-to-GDP climbed to 37.3% on the 
year from 33.6%. 

Heading into 2018, the sovereign debt 
overhang appears to be less of a systemic 
risk as borrowing costs fall and external 
exposure declines. Since the end of 
2016, declining yields have caused the 
weighted average coupon on emerging 
market government debt to fall to 5.01% 
from 5.23%, even as sovereign borrowers 
extend repayment of current obligations, 
with average maturity increasing to 7.16 
years from 7.07. 

Moreover, emerging markets should be 
more resilient to external shocks  
as current account improvement is 
palpable and the rise in locally issued 
government debt has caused foreign-
denominated debt to decline to 9.8% of 
total debt from 10.2%. 

Emerging market private credit to the 
non-financial sector turned lower in 2017, 
yet leverage is rising for corporate and 
quasi-sovereign issuers of hard-currency 
debt and could pressure valuations if 
earnings growth remains below trend. 

Based on the latest filings, median gross 
leverage for non-financial emerging 
market corporate and quasi-sovereign 
borrowers rose in 2017 to 4x from 3.6x, as 
weakness across sectors is broad-based, 
with the exception of metals and mining. 

Asia-Pacific region leverage is rising more 
rapidly than emerging-market peers, as 
Chinese corporate and quasi-sovereign 
debt issuance soars to record levels. 

Yet the rise in emerging market leverage 
appears uneven, as deteriorating 
investment grade fundamentals mask 
improvement in high yield, where median 
gross leverage for single B corporate and 
quasi-sovereign issuers fell on the year to 
5.2x from 6.1x. 

Divergence across credit tiers may be 
attributed to the improved performance 
of fallen angels operating in Brazil and 
Russia, and a softening in stand-alone 
credit fundamentals for investment grade 
quasi-sovereign issuers.

Macroeconomic backdrop
Macroeconomic factors are supportive 
for emerging market hard-currency debt 
valuations and will continue to drive 

Bloomberg Barclays EM OAS-to-duration (bpy)

A shift to quality from yield  
for emerging fixed income
BI strategist Damian Sassower
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performance in 2018. Hard-currency credit 
spreads remain tightly correlated to China 
sovereign risk, U.S. financial conditions, 
crude oil supply and base metal prices. 

Yet spread is expected to contribute just 
27% of total return in 2018, while U.S. 
Treasury and swap curves are forecast 
to drive 52% of return attribution for the 
Bloomberg Barclays EM Hard Currency 
Aggregate Index, using exponentially 
weighted moving averages with a half-life 
of six months to rank systemic risk factors 
based on realized correlations. 

This runs in stark contrast to last year, 
when U.S. yields had been expected to 
drive just 37% of return for the benchmark 
index. Emerging market creditors should 
therefore remain focused on Federal 
Reserve tapering, and the resulting impact 
on the yield curve’s shape, as this will be 
a key determinant of positioning along 
hard-currency credit curves. 

Low inflation and the gradual pace of 
economic growth have compressed 
term premia for U.S. dollar-denominated 
credit curves, as evidenced by this year’s 
74-basis-point flattening in the emerging 
market U.S. dollar two- vs. 10-year spread 
and 16-basis-point flattening in the EM U.S. 
dollar 10- vs. 30-year spread.

Although U.S. yields have the potential to 
dominate emerging market investment 
grade return attribution in 2018, credit 
spreads are expected to fuel 69% of high 
yield performance over the next year. 

Latin America spreads are likely to 
contribute the lion’s share of 2018 
performance, as the region comprises 
40% of the Bloomberg Barclays EM High 

Yield Hard Currency Index. 

This partly explains why commodities have 
historically exhibited a tighter correlation 
to emerging market high yield returns, 
as 22% of Latin America high yield debt 
is tied to the energy and mining sectors. 
Broadly speaking, the impact of crude 
oil and industrial metals on junk returns 
should not be understated, as energy and 
mining issuers comprise 16% of the index 
while commodity-exporting sovereigns 
make up an additional 12% of emerging 
market high yield debt.

Political risk to rise
Political risk is on the rise heading into 
2018, as a crowded election calendar 
creates uncertainty for emerging market 
creditors, with events in Latin America 
taking center stage. 

Brazil’s general elections (October) have 
the potential to make or break emerging 
market hard-currency returns in 2018, as 
President Michel Temer’s fiscal reform 
agenda is unlikely to survive if former 
president and current front-runner 
Luiz Inacio Lula da Silva is re-elected. 
Mexico’s general elections (July) are also 
a source of uncertainty for EM creditors, 
as the populist policies of front-runner 
Andres Manuel Lopez Obrador diverge 
sharply from those of former finance 
minister and PRI candidate, Jose Antonio 
Meade. The EM election calendar also 
includes Russia (March), Colombia (May), 
Indonesia (June), Malaysia (August) and 
Thailand (November), yet the presidential 
outcomes in Brazil and Mexico are far 
more significant for investors given their 
respective benchmark weights and the 

EM sovereign debt fundamentals
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potential for a credit-negative candidate.

Geopolitical tension remains elevated 
across the globe as pockets of unrest — 
from the economic blockade on Qatar to 
sanctions on Russia — have the potential 
to positively or negatively affect emerging 
market debt returns. 

The standoff between Saudi Arabia and 
Qatar has caused Middle East fiscal 
imbalances to swell and sovereign 
credit metrics to deteriorate, as the 
region struggles with weaker oil prices. 
Conversely, economic sanctions on Russia 
have prevented the government and its 
quasi-sovereign borrowers from efficiently 
accessing international capital markets, 
reducing the country’s debt load. Similar 
to this year’s rebound in Mexican credit 
following the U.S. election-induced selloff 
of 2016, such events can be a source of 
significant return attribution in 2018.

Shift to quality from yield
Despite strengthening fundamentals and 
the supportive macroeconomic backdrop, 
tight emerging market debt valuations 
could cap returns in 2018 and may warrant 
a shift from yield to quality. Hard-currency 
credit spreads have tightened 22% in 2017 
and now comprise just 54% of yield, down 
from a high of 77% in February 2016. 

This is well below the 10-year average of 
62%, as emerging market spreads are just 
off pre-crisis levels last seen in November 
2007. Given the relative tightness of high 
yield valuations, a shift up in quality to EM 
investment grade debt appears justified. 

Such an environment is likely to result in a 
more selective approach to high-beta EM 
sectors such as China real estate, Turkish 
financials and Argentina provincial debt. 

It also suggests greater uptake of factor-
based strategies designed to minimize 
asset-class volatility, such as utilizing 
duration times spread to avoid emerging 
market bonds whose incremental 
contribution to credit risk is high relative 
to peers. 

Based on BI’s analysis of monthly 
performance since January 1999, 
controlling for the low volatility effect in 
EM high yield corporate bonds results in 
higher alpha, lower beta and greater risk-
adjusted returns over time.
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The commodity market’s positive 
momentum from the second half is set 
to accelerate in 2018. While the year 
was a disappointment, with the dollar 
hitting a potential peak, the performance 
should represent a refreshing pause amid 
favorable cyclical and demand vs.  
supply trends. 

The commodity recovery indicates 
increasing inflation, favoring physical-
asset performance vs. stocks and bonds. 
If the rally falters for commodities, it 
would reduce pressure for additional U.S. 
interest-rate hikes.

Metals are poised to sustain their 
leadership, particularly if the dollar has 
peaked. Range-bound energy should 
be capped near $70-a-barrel crude oil, 
but backwardation indicates demand 
exceeding supply and improved total 
returns. (In backwardation, deliveries 
made in the near future are priced higher 
than those made later — often the result 
of strong demand or tight supplies.) The 
lagging agriculture market is ripe  
to recover as demand growth  
exceeds production.

Primary pillars of commodity-price 
appreciation — demand vs. supply and 
the dollar — are the most supportive in 
this millennium. Unless primary  
broad-commodity drivers reverse their 
favorable trends, price appreciation 
should accelerate. 

Peak dollar?
Demand in excess of supply appears to 
be in its early days, with prices recovering 
from multiyear declines. A potential 
greenback peak should be a game 
changer for dollar-based commodities. 

The U.S. trade-weighted broad dollar 
also appears to be in the early days of 
peaking from the 14-year high reached at 
the end of 2016. Bloomberg Intelligence 

analysis of the primary demand vs. 
supply drivers shows the ratio trending 
positively, above par and at the highest 
level in six years. Indicating demand 
exceeding supply and improved total 
returns, the weighted average of one-
year futures curves at 1.9% contango is 
the narrowest in three years.

The most favorable demand-to-supply 
conditions in six years vs. the lowest-
ever CBOE Volatility Index (VIX) 250-day 
average favors commodities. They appear 
set to follow industrial metals, with a 
total return of 53% during the current 
rate-hike cycle vs. 31% for the S&P 500. 
Such strength could spur more rate 
hikes, yet may benefit if the cycle stalls or 
reverses. A weaker dollar is a key driver as 
commodities typically outperform.

One primary pillar is missing from the 
strongest inflation foundation in a decade 
— higher commodities. 

It’s been since 2007 that the U.S. 
unemployment rate and 24-month 
rate of change in the trade-weighted 
dollar reached similar inflation-friendly 
extremes. At that time, the consumer 
price index was running at more than 
double the current two-year rate of 3%. 
Commodities and the CPI both appear 
to be in early recovery days amid a 
declining dollar and unemployment rate.

Curves & roll yields
Record open interest with reduced 
speculative long-liquidation risks 
and the trend toward backwardation 
favor accelerated commodity-price 
appreciation. Energy total returns should 
continue catching up with metals. 
Mean reversion from extremes favors 
agriculture recovery.

Curves and positions indicate a stronger 
footing for broad commodities in 2018. 
On a one-year basis, futures curves are 

Commodities outlook  
is best in a millennium
BI strategist Mike McGlone

Markets Strategy: Commodities

flatter and excessive net long positions 
have been flushed to stronger hands. 

The Bloomberg Commodity Index Total 
Return is just catching up. It was up 
about 3% from a year ago at the end of 
December amid a 13% increase to record 
open interest. Managed-money net 
positions have also increased but are  
well off the February highs, which limited 
price appreciation.

Interest is growing, but with fewer net 
speculative longs reducing liquidation 
risk. Indicating demand increasing vs. 
supply, curves are trending toward 
backwardation. At 1.9% contango on 
Nov. 24, the sector-weighted Bloomberg 
Commodity Index one-year futures curve 
compares with 5% a year ago

Enthusiastic crude oil 
Crude probably will continue higher, 
though it’s vulnerable to sustaining a flush-
and-recover pattern. 

Demand exceeding supply and 
backwardation indicate increasing 
total returns, but a likely surge in U.S. 
production should increase dependence 
on OPEC cuts. Natural gas appears too 
low for a cold winter.

Favorable crude-oil demand vs. supply 
trends are supportive for prices in 2018, 
but record net longs may limit the upside, 
akin to the first half of 2017. 

Combined WTI crude oil, Brent, gasoline 
and diesel open interest has never been 
higher, nor have managed-money net 
positions been longer, with curves steeper 
in backwardation. Above the February 
peak, net positions show plenty of longs 
on board. Momentum remains higher, yet 
concentration in Brent indicates elevated 
risks in the seaborne benchmark.

A strong bullish indication is provided by 
Bloomberg Intelligence’s analysis of crude 
oil demand vs. supply at the highest ratio 
in four years and one-year futures curves 
4.9% in backwardation vs. 8% contango a 
year ago. Similar to February and March, 
however, petroleum futures may need 
another shakeup.

Record highs in WTI crude oil commercial 
short positions portend similar for U.S. 
production. Commercial shorts typically 
hedge expected production. With the 

recent WTI crude spurt above $50 a barrel, 
shorts have reached 1.4 million contracts, 
up almost 80% in two years. If history is a 
guide, expect similar in production. 

The correlation of Energy Department 
estimates of domestic crude oil 
production to changes in commercial 
shorts on a 24-month lagged basis is near 
0.75 (since 2010) vs. 0.38 to coincident 
measures. Current production is 9.3 
million barrels a day. The peak in April 
2015 was 9.6 million, when production was 
increasing more than 30% on a 24-month 
basis. The recent surge in commercial 
hedging indicates production near  
12 million barrels in two years, well above 
DOE estimates.

Metals beat stocks?
If record-setting equities can’t beat the 
metals, it may indicate better relative 
value. Neck and neck with the S&P 500 
in 2017, the Bloomberg All Metals Total 
Return Index appears set to break away 
with a potential dollar peak, demand 
exceeding supply and prices well below 
historical highs.

Favorable demand vs. supply conditions 
portend a third consecutive strong year 
of gains for the Bloomberg All Metals 
Total Return Index in 2018. Analysis of the 
combined demand vs. supply catalysts 
for base and industrial metals indicates 
a ratio well above par, last exceeded 12 
years ago. Unless the majority of these key 
drivers abruptly reverse course, annual 
percentage gains in the mid-teens in 2016-
17 through Nov. 24 are likely to continue.

It’s rare when the three primary supports 
for industrial metals trend favorably 
above their neutral thresholds. The first 
annual decline in the U.S. trade-weighted 
broad dollar in five years is the final pillar, 
joining increasing demand vs. supply and 
increases in global purchasing manager 
indexes. The last time the three metals 
companions held above their positive 
thresholds was 2004-05. Yet, even in that 
positive period for metals performance, 
global PMI was already in decline from the 
2004 peak.

If the dollar has peaked and stock-market 
volatility normalizes a bit in 2018, then the 
$1,400-an-ounce handle should come into 
play for gold. 

Commodity drivers indicate improving value

Source — Bloomberg Intelligence.

One-half retracement of the 2011-
15 decline would be $1,475. Copper 
and aluminum have reached similar 
thresholds. Primary gold drivers — a 
declining dollar and increasing inflation 
— are trending favorably. The VIX, with 
the lowest 200-day average in its history 
(begun in 1990), has been a headwind 
that’s ripe for mean reversion. 

Sustained dollar strength is a primary  
risk for quasi-currency gold. Federal 
Reserve tightening has been good for the 
precious metal.

Is agriculture ripe?
Agriculture is ripening to catch up with 
metals and energy. The grains, comprising 
the majority of agricultural commodities, 
face potentially simultaneous peaks in U.S. 
production, ending-stocks and the dollar 
amid increasing exports, a steep contango 
and historically low prices.

Primary grain-price drivers are on the 
verge of triple teaming to support  
the market. 

Estimates of global demand vs. supply 
have been trending favorably since 2015, 
when the deepest trough in BI’s analysis 
of USDA data to 1991 occurred. The U.S. 
trade-weighted broad dollar, on pace for 
its worst in 14 years, appears to be in its 
early days of peaking, with a potential 
double top to the 2002 high. A zenith in 
U.S. stocks-to-use seems to be forming 
and would be a final support pillar.

For the first year since 2012, combined 
USDA estimates of corn, soybean and 
wheat stocks-to-use are on pace to decline 
in 2017. Reaching the highest level in 16 
years at the end of 2016, mean-reversion 
risks are historically elevated for high 
stocks-to-use and low prices.
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Exchange-traded funds should extend 
their boom in 2018, growing by as much 
as $1 trillion in assets and approaching 
a total of $4.5 trillion in the U.S. The 
rapid expansion of ETFs is part of a 
sea change in asset management, with 
money moving into passive, lower-cost 
investments and away from actively 
managed funds. 

This “fee migration” could eventually 
force many asset managers to 
consolidate, shrinking the investment 
industry in coming decades.

ETFs are driving the passive boom by 
offering cheap ways to follow benchmark 
indexes or investing strategies in an 
environment shaped by tame volatility 
and a rising stock market. 

Cost-obsessed investors plowed more 
than $425 billion into U.S. ETFs in 2017, 
almost double the previous record and 
more than mutual funds ever took in 
during their 100-year history. Adding 
in market returns, the jump in assets 
boosted ETFs’ U.S. total to about  
$3.4 trillion. 

BlackRock and Vanguard have been the 
biggest beneficiaries of the surge, pulling 
away from the pack to account for about 
78% of ETF flows in 2017 and all of the top 
15 products. Vanguard, which dominates 
index mutual funds, is challenging the 
market-share lead in ETFs built up by 
BlackRock’s iShares, the ETF business 
acquired in 2009 from Barclays. 

Banks JPMorgan Chase and Goldman 
Sachs entered the market in recent years 
but remain relative laggards, joined by 
insurers Transamerica, Nationwide and 
USAA in 2017. 

A wave of new entrants is likely to follow, 
given that only about a seventh of money 
managers offer ETFs. Yet for many, the 
move may not be worth it. The fee war 
waged between BlackRock, Vanguard, 
Charles Schwab and State Street’s SPDR 
funds has attracted assets and lowered 
costs for investors, but it’s not doing 
much to enrich the companies. The 
industry’s revenue is growing at about 
half the pace of assets, leaving about  
90 ETF issuers competing for annual 
revenue totaling only about $7 billion. 

Index fund good times
Index mutual funds offered by the likes  
of Vanguard are adding to passive 
inflows, with an estimated record of $210 
billion in 2017, boosting their total to 
about $3 trillion. 

As with ETFs, the cheapest funds get the 
most money. Of the approximate $630 
billion that entered passive funds during 
the year, more than two-thirds went into 
products that charge annual fees of 0.1% 
or less. For ETFs, the dominance of cheap 
funds has cut the asset-weighted fee to 
0.23%, less than half the industry average 

of 0.56%. At the same time, more-
expensive funds, though much smaller, 
are the ones generating the bulk of the 
industry’s revenue.

Financial advisers who’ve grown skeptical 
of active management’s contribution to 
returns, as well as the associated higher 
costs, have led the passive push in a bid 
to fulfill their fiduciary duties while saving 
their own fees. 

But institutions are also finding ways to 
employ ETFs, albeit usually for shorter-
term purposes. For institutions, ETFs can 
serve as the ultimate derivatives, offering 
the liquidity of futures and the safety 
of index funds. That helped to boost 
ETF trading to more than $20 trillion in 
2016, or about 30% of all equity-trading 
volume. The increased long-term use 
of ETFs as more than trading tools — for 
example, to turn cash into equity or 
rebalance a portfolio — may pose an even 
greater risk to active managers who count 
on institutional clients.

2017 fund flows by issuer

Cost-obsessed ETF investors 
mean record $1 trillion boom
BI strategist Eric Balchunas
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Active not dead yet
Still, with about $10 trillion in assets on 
hand, active management isn’t dead yet. 
Unlike in the past few years, active mutual 
funds and hedge funds managed to 
avoid net outflows in 2017, with the former 
taking in about $20 billion and the latter 
$3 billion. Active credit mutual funds had 
an especially good year, luring more than 
$100 billion. 

Credit managers have outlasted equity 
managers partly because they have  
a much easier benchmark to beat — the 
Bloomberg Barclays Capital Aggregate 
Bond Index, rather than the market-
weighted, momentum-filled S&P  
500 Index. 

While actively managed ETFs have 
struggled, gathering only about 0.2% of 
all ETF assets, the category could get a 
jolt from the expected launch of low-cost 
Vanguard products in early 2018. The 
new funds are projected to charge 0.13%, 
less than one-sixth the current average 
for active ETFs, potentially boosting 
competition on fees and attracting more 
cash into the group. 

Vanguard’s ETF launches will likely help 
maintain the torrid industrywide pace of 
about one a day that’s been the norm for 
the past few years. 

About 2,000 ETFs are in registration 
with the U.S. Securities and Exchange 
Commission and awaiting agency review, 
according to ETF.com. That’s on top of 
the more than 5,000 that already trade 
worldwide, including over 1,700 in the U.S. 

With the field becoming ever more 
crowded, it’s increasingly difficult for 
new products to stand out and gain 
traction. The boom in launches is being 
accompanied by a record surge in 
liquidations, with more than 100 ETFs 
closing in 2017 — the most on record. More 
than half of all flows go to just 20 funds, 
and older ETFs that are the first to  
market in their categories and boast 
higher liquidity have a clear edge over 
newer entrants.

The heightened competition has 
prompted issuers to narrow their  
focus, designing new ETFs that center  
around smart-beta strategies, themes  
or packaged trades. 

In 2017, for example, beyond the massive 
flows into low-cost, plain-vanilla ETFs, a 
few products prospered by latching onto 
hot trades of the moment: selling volatility, 
profiting from the death of the mall, and 
riding the momentum of FANG stocks, 
lithium and robotics. 

The hunt for unique angles will persist. 
ETFs in U.S. registration include several 
that aim to be the first to follow bitcoin or 
other cryptocurrencies, track the marijuana 
industry, mimic hedge-fund strategies 
such as long/short, make bets on futuristic 
technology or invest via machine learning. 

As competition intensifies, fees fall closer 
to zero and BlackRock, Vanguard, Schwab 
and State Street maintain their hold 
on flows into the broadest and most-
popular indexes, most issuers may find 
that surviving in the ETF jungle depends 
upon the ability to find and capitalize on a 
profitable niche.

Source — Vanguard, Bloomberg Intelligence.

Cheap beta is a smash hit

Source — Vanguard, Bloomberg Intelligence.



3332

As tax reform heads down the final 
stretch, the municipal market can 
breathe a sigh of relief that the only 
sizable casualty was the loss of advanced 
refunding bonds. Private activity bonds — 
which permit private hospitals, airports, 
housing developers and other businesses 
to finance projects at low interest rates — 
would still be allowed. 

The loss of advanced refundings, 
combined with broader changes in 
corporate taxation and state and local 
tax deductions, still have the potential to 
make 2018 a transformative year for the 
municipal market.  

The changes come on a down year for 
municipal issuance, prior to the late-year 
surge driven by tax reform. Total issuance 
is down 14% over a year ago. The flurry of 
bond sales has narrowed that gap to just 
down 6.7%, with the 30-day supply sitting 
at just above $18 billion. 

Average issuance for December has 
been in the $25 billion context, with 2017 
having the potential to be double that 
amount. That means almost $25 billion of 
deals were pulled forward into 2017 from 
2018. 

Issuance could reach $281 billion 
factoring in the loss of advance 
refundings and supply pulled forward to 
December 2017.

Credit challenges
Tax reform has the potential to create 
headaches for the state and local credit 
sector, health care and, to a lesser 
extent, higher education. State credits 
are still struggling with a slowdown in 
tax collections, and both state and local 
credits are battling rising fixed cost ratios 
and unfunded pension growth. 

Changes to state and local tax deductions 
can reduce disposable incomes, putting 
further pressure on the sector and 
those high-tax states that depend on 
sales tax revenues. Municipal issuers on 
the local level could face lower home 
values and tax collections, as well as 

increased pushback for tax increases. 
One unintended consequence of the 
elimination of the state and local tax 
deduction could be the cooling of the 
housing market.

About one-third of all tax filers itemize 
deductions, taking a credit for state and 
local taxes paid, based on recent data 
from the Tax Policy Center. Ranked by the 
percentage of adjusted gross income, the 
cost for the deduction is concentrated in 
states that are large population centers. 
States with the highest effective property 
tax rates include New Jersey (2.31%), 
Illinois (2.13%), Texas (2.06%), Connecticut 
(2.00%), Pennsylvania (1.89%) and New 
York (1.88%).

For fiscal 2016, Connecticut, Illinois 
and Massachusetts led all states in the 
percentage of spending that’s devoted  
to debt service and pensions. 

For the same period, average pension-
plan funding across the U.S. declined by 
4%. New Jersey, Kentucky, Illinois and 
Connecticut claimed the four spots for 
the lowest state-pension funding ratios 
for the second year in a row, according to 
data compiled by Bloomberg.

Repealing the individual mandate, via 
zeroing out of fines, could hurt the health-

Municipal bonds could be more 
volatile based on U.S. tax reform
BI analyst Eric Kazatsky
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care sector with a reduction of higher 
reimbursed insured patients, increases in 
bad debt and thinner margins. 

Tax reform impacts 
At almost 29%, insurance companies and 
banks not only comprise a sizable portion 
of the municipal holdings pie, but they are 
also at the greatest at risk if the corporate 
tax rate declines to 20%. While we do not 
see any uptick in selling from either of 
these holders, there may be a decrease in 
the level of demand.

One bright spot has been the increased 
level of foreign holdings of munis, now at 
a multiyear high of $98.1 billion. This could 
possibly help offset any declines in bank 
and insurance demand.

With the focus of insurers on longer-
dated debt, bonds from 15 years out on 
the yield curve may have more volatility 
since municipal issuers, in theory, would 
need to issue at higher yields to entice the 
institutional buyers again.

Fed & muni performance 
During past hiking cycles by the Federal 
Reserve, muni/Treasury ratios have 
declined, meaning that muni-bond prices 
increased by a larger amount relative to 
Treasuries. This makes the late November  
move higher of muni/Treasury ratios  
all the more attractive. 

Municipal sector outlooks

Source — Bloomberg Intelligence.

Municipal issuance (in $ billions)

Source — Bloomberg Intelligence.  
Note: 2017 data estimated, 2018 projected.

Munis beat Treasuries in Fed tightening cycles

Source — Bloomberg Intelligence.

U.S. municipal securities holdings

Source — U.S. Treasury, Bloomberg Intelligence.

The yield curve will flatten even more 
as the short end rises with future moves 
by the Federal Reserve, while long-
term rates remain influenced by larger 
macroeconomic issues and inflationary 
expectations.
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A number of geopolitical risk factors 
could influence the 2018 global policy 
landscape, including Brexit, key elections, 
and rising tensions on the Korean 
peninsula. These issues are primed to 
foster market instability in 2018, affecting 
a wide array of industries around the 
world.

Brexit: Will it get done?
Companies that do business in or with 
the European Union are in for protracted 
uncertainty as the U.K. prepares to leave 
the 28-member bloc by March 29, 2019. 

Future U.K.-EU relations hinge on  
Brexit talks and the price Britain is willing 
to shoulder for maintaining access to  
the bloc. 

The risk there will be no trade deal by 
the second half of 2018 rises with the 
slowness of negotiations, and the U.K. 
may struggle to secure extra time. 

This could lead to rising tariffs and 
regulatory burdens, and custom delays 
for exporters on both sides as well as 
non-EU countries.

The future of financial services, the U.K.’s 
largest exporting industry, hangs in the 
balance. 

Banks, asset managers, insurers and more 
may lose unfettered access to the EU, 
triggering relocations. 

Any EU post-Brexit euro-clearinghouse 
policy may stoke tension with the U.S. and 
lead to retaliation measures. 

As politicians wade into unchartered 
territory, policy divergence may intensify 
and protracted negotiations risk further 
turbulence within the EU.

North Korea: More provocation
Heightened tensions following North 
Korean nuclear provocation raise the 
prospect of volatility in Asian markets 
during 2018. 

Multiple variables could affect whether 
the conflict escalates, including the  
Trump administration’s pressure on China 
to intervene and North Korea’s reaction  
to an expansion of United Nations and 
U.S. sanctions. 

Continued saber rattling may increase 
fears of a military conflict, which could 
affect South Korean equities and the won, 
as well as the Japanese yen.

Middle East: Issues galore
Turning to the Middle East and other 
oil-rich regions, political turmoil in Saudi 
Arabia, the Kurdish independence 
movement, U.S.-Iran tensions and 
Venezuela’s presidential crisis all have the 
potential to reshape the global oil market 
in 2018. 

Because of their geographic diversity, 
integrated oil and gas companies 
are exposed to a variety of such risks. 
Shell, for example, operates in over 70 
countries. Potential escalations of these 
situations could disrupt oil supplies and 
planned upstream investments.

2018 U.S. Senate elections

Geopolitics: The risks that  
shape investors’ portfolios
BI analyst Brian Rye
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Climate change
President Donald Trump’s position on 
climate change, including the decision to 
leave the Paris climate pact, is also worth 
noting. It has stimulated international and 
domestic opposition that may increase 
regulatory risks for companies in the 
energy, power and transport sectors. 

The administration’s position could 
exacerbate a patchwork of U.S. state and 
local energy regulations, and might even 
dissuade some long-term investments 
until after the 2020 presidential election 
due to the possibility of a major federal 
climate policy shift.

Key elections
Geopolitical risk may also rise due to  
a number of critical elections around  
the world. 

In the EMEA, Italy, Russia, Hungary, Egypt 
and Iraq are among those heading to the 
polls in 1H18 alone, likely having global 
ramifications on trade, energy, financial 
services and more. Elections in Italy, the 
biggest euro zone country still to suffer 
from sluggish economic growth, will 
weigh as the vote may deliver an unstable 
government unable to steer reform at 
home or in Brussels. With Brexit pressure, 
the U.K. may see a snap election.

The November U.S. midterm elections 
offer a chance for Democrats to regain 
control of one or both chambers of 
Congress, which could upend the 
direction of health, financial, energy and 
technology policy. 

Republicans will look to overcome 
Trump’s lagging approval ratings to retain 
their slim Senate majority. Conversely, 
Democrats will have to defend 25 
of the 33 seats up for grabs in 2018, 
including 10 in states won by Trump in 

U.K.’s top trading partners (trade in goods)

Source — Bloomberg Intelligence.

Source — U.S. Senate, Bloomberg Intelligence.

the 2016 presidential election. In the 
House, Republicans now hold a 240-194 
advantage. Democrats are targeting 
Republicans in 23 districts that voted for 
Hillary Clinton over Trump in the 2016 
presidential election, along with a number 
of key swing districts where Republicans 
have already announced that they won’t 
seek re-election.

Elsewhere in the Americas, local elections 
in 2018 have the ability to drive investor 
confidence, currencies, sovereign debt, 
commodities and local economies. 

With leftist Manuel Obrador as 
frontrunner, Mexico’s July presidential 
election could threaten recent openings in 
the country’s energy sector and prospects 
for concluding North American Free Trade 
Agreement talks with the U.S. Elections in 
Brazil, Colombia and Venezeula also have 
the ability to drive investor angst. In Brazil, 
a new President will have to deal with 
stagnant GDP growth.

Policy & Litigation
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Regulatory scrutiny and litigation 
around the globe loom large for many 
companies in 2018. Qualcomm is 
emblematic of the challenges as its 
chipset and licensing business segments 
face lawsuits worldwide. 

Legal disputes with Apple and the U.S. 
Federal Trade Commission threaten to 
diminish high-margin patent-licensing 
revenue while regulators continue to 
scrutinize whether Qualcomm’s licensing 
practices and proposed NXP acquisition 
run afoul of antitrust laws. 

NXP deal
Qualcomm’s $47 billion acquisition 
of NXP could receive final regulatory 
clearance in the first quarter, well before  
a March 15 deadline. 

EU regulators resumed a second-phase 
review in November after it was stalled 
for three months and could issue a final 
approval as early as January, assuming 
Qualcomm’s proposal with concessions 
addresses all competition concerns.

Qualcomm will likely need to offer 
behavioral and structural remedies to 
eliminate concerns about licensing, 
royalties and horizontal overlaps. 

FTC dispute
The FTC’s antitrust action continues 
to cloud the legality of Qualcomm’s 
licensing practices, claiming the company 
has abused its dominant position in 
the chipset market to impose onerous 
licensing terms on manufacturers. 

The lawsuit seeks to have Qualcomm 
decouple its chipset and patent-licensing 
business and cease its refusal to license 
standard-essential patents to baseband 
processor competitors. 

Trial is set for January 2019, though the 
Trump administration is expected to 
appoint new commissioners to the FTC 
that could decide to either withdraw the 
case or promote settlement in 2018. 

Multiple lawsuits brought on behalf of 
U.S.-based mobile-device purchasers 
piggyback on the FTC’s claims, alleging 
consumers overpaid for CDMA and 
LTE devices due to pass-through of 
inflated modem prices resulting from 
Qualcomm’s business practices. 

Apple litigation
Qualcomm’s global licensing dispute 
with Apple seeks to establish appropriate 
royalty rates for the use of its patented 
technology in the phone and computer 
maker’s devices, which could impact 
deals with other licensees. 

Apple claims Qualcomm’s licensing fees 
are excessive and will likely seek to cut 
rates by more than 80%. 

The overall litigation involves lawsuits 
across multiple venues in the U.S., U.K., 
Germany and China, each focused on 
different aspects of Qualcomm’s  
licensing business. 

Courts are expected to begin arriving at 
key decisions in the third quarter.

Apple’s U.S. district court patent case 
challenges Qualcomm’s licensing model, 
ultimately seeking to reduce royalties 
paid for patents covering wireless 
interoperability standards. 

Qualcomm’s lawsuit against makers of 
Apple devices — Foxconn, Pegatron, 
Compal and Wistron — seeks unpaid 
royalties for technology used in making 
Apple’s wireless devices. 

The device makers, at Apple’s direction, 
stopped paying royalties due under 
existing contracts with Qualcomm valued 
at $4 billion a year. Trial will likely take 
place in the fourth quarter. 

Qualcomm’s patent cases against 
Apple in the U.S. International Trade 
Commission, Germany and China aim 
to generate leverage in settlement talks 
by threatening to block the sale and 
manufacture of Apple devices that  
use non-Qualcomm components.  
Key decisions are expected in the  
third quarter. 

Qualcomm’s global legal  
battles promise turbulent year
BI analyst Matt Larson

Policy: Litigation

Qualcomm’s California state court case 
against Apple provides additional 
leverage in the companies’ licensing 
dispute, looking to establish that Apple’s 
efforts to develop its own baseband 
modem chipset infringe Qualcomm’s 
intellectual property. 

Qualcomm claims Apple unlawfully shared 
proprietary information with Intel.

European Commission
Qualcomm may face two multibillion-euro 
fines in 2018 as the European Commission 
wraps up separate antitrust probes 
into the company’s pricing practices in 
microchip markets and exclusive rebate 
payments to Apple. 

The pricing-practice investigation could 
face delays as Qualcomm challenges 
information requests made by  
the commission. 

The challenge doesn’t formally stop the 
investigation, but the EU regulator will 
likely wait until the court issues a ruling to 
continue with the probe. 

If the charges are confirmed, Qualcomm 
may challenge the decision before the EU 
courts, extending the legal battle at least 
five more years. 

Qualcomm also faces a daily fine of 
580,000 euros accruing since June 30 for 
withholding data requested by the EU. 

Qualcomm’s rebate probe will likely 
conclude in 2018. EU courts recently 
endorsed the regulators’ analysis in a 
similar antitrust investigation into Intel’s 
rebates. The similarities between both 
probes suggest Qualcomm may suffer the 
same fate as Intel, which was fined more 
than 1 billion euros. A settlement between 
EU regulators and Qualcomm is still 
possible, though unlikely.

Qualcomm revenue (in $ millions)

Source — Bloomberg Intelligence.

Comparison of technology licensing revenues (in $ millions)

Source — Bloomberg Intelligence.

Global mobile phone semiconductor revenue market

Source — IDC.
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The historically small appetite among 
investors in Asia for sustainability-
themed funds and companies’ general 
indifference to corporate environmental, 
social and governance rankings is set 
for rapid change as governments press 
reforms. 

Asia will lead environmental, social and 
governance acceptance by companies 
and investors in 2018, and China is poised 
to join Japan in accelerating disclosure 
and engagement. 

China’s commitment to battling pollution, 
including its planned carbon market, will 
keep the heat on emissions globally, even 
as the U.S. disengages. 

A growing investor focus on corporate 
gender diversity will receive a big boost 
on April 1, when U.K. companies have to 
disclose pay-gap data. The twin strands of 
greater asset-owner demand alongside 
improved corporate data disclosure will 
extend the rise in ESG funds and assets, 
along with deeper ESG integration into 
investment analysis. 

Japan’s giant $1.3 trillion Government 
Pension Investment Fund is a key force in 
driving ESG investing, and its impact will 
drive all asset managers to follow –- and 
trickle down to companies that will need 
to articulate their ESG credentials

It shifted 3% of its domestic equity 
portfolio into ESG funds in 2017, with 
intentions to move more. GPIF’s demand 
that all its asset managers improve 
engagement on corporate governance 
in-line with the Japanese government’s 
reform drive means any manager that 
wants to run its money must have a 
position on ESG investing. Only 20 
Nikkei 225 members earn a top-quartile 
global sector ESG ranking from both 
Sustainalytics and RobecoSAM.

The move is part of GPIF’s multi-pronged 
ESG efforts that include 2016’s signing 
onto the U.S. and U.K. 30% clubs 
targeting improved gender diversity and 
its chief investment officer joining the 
board of the Principles of Responsible 
Investment.

Japan’s governance reforms take a 
two-pronged approach, pushing both 
investors and companies to help promote 
greater economic growth. The third 
arrow of Prime Minister Shinzo Abe’s 
“Abenomics” policies for boosting the 
economy, the stewardship code Japan 
first published in 2014 encourages 
investors to sign up to be more forceful in 
prodding companies to increase returns. 
A corporate governance code that took 
effect in 2015 seeks to make companies 
more transparent and responsive to 
shareholders.

Carbon emissions
China’s deepening pollution fight, 
alongside the Hong Kong Exchange’s 
increase in environmental disclosure 
requirements, will increase focus on ESG 
risks across Asia. The world’s second- 
and third-largest economies supporting 
ESG efforts will be a strong impetus for 
greater focus by all investors.

From China to Canada, more countries 
are going to charge for carbon emissions 
in 2018, slowly increasing the long-term 
pressure on high-emitting companies and 
producers of fossil fuels. 

The commitment by China, the largest 
carbon emitter in the world, to rein in 
carbon may be more powerful than the 
U.S., the second-largest, which backed 
out of the global carbon fight. Even 
more ominous for high emitters, several 
European countries have declared 
dates for outright bans on coal-power 
generation and petroleum-fueled 
vehicles. 

China ESG disclosure & Hong Kong divergence

Asia catches ESG fervor  
pushed by Japan & China
BI analyst Gregory Elders

Policy: ESG

Gender issues
Gender leadership and pay-gap issues 
will gain significant corporate and investor 
focus as U.K. reporting requirements 
in 2018 will provide stark data that 
companies will be compelled to address 
with clearly articulated strategies.

Already, EasyJet has reported a 52% 
average pay gap, Land Securities 36% and 
Shell 22%. 

Against a heightened media focus on 
sexual harassment, companies will need 
to be more assertive in addressing gender 
inequality. Although U.S. shareholder 
resolutions on pay-gap reporting have 
received only tepid support in the past, 
several large investors have stated they 
will not vote for company board slates 
with no female directors, a tactic that may 
find more adherents.

Talk into action
Investor talk about ESG is rapidly turning 
into action as assets flow into sustainability 
focused funds. 

Assets in ESG funds grew to $360 billion 
in the second half of 2017 from $300 
billion at the end of 2015, after having 
been largely flat the previous two years. 

Although assets have grown, ESG is still 
limited to a niche market, with U.S. ESG 
ETFs having the least amount of  
assets of the 11 Bloomberg-defined smart 
beta categories. 

ESG funds need to cut costs or 
consolidate to attract assets, increasing 
their competitiveness and appeal. 
BlackRock recently has made steep fee 
cuts to three ESG exchange-traded funds, 
lowering the expense ratio by as much  
as 20 bps. 

Eaton Vance’s acquisition of Calvert in 
2016 sets a competing strategy, where 
funds stand to benefit from broader 
consolidation, a trend that might 
accelerate as the market faces pressure on 
a shift to lower-cost products. 

ETFs hold only 2% of the categories assets 
but constitute almost a fourth of the funds 
created in the first half of the year. 

While they offer low-fee alternatives, the 
average expense ratio of U.S. ESG ETFs is 
0.4%, almost double the overall.

The ESG focus by some of the largest 
asset owners, such as Japan’s GPIF 
and Norway’s Norges Bank is forcing 
asset managers to respond with more 
systematic integration and assessment of 
related risks. 

Millennials & women
Millennial and women investors’ 
stated demand for sustainable asset 
management is driving an increase in 
ESG-themed funds as assets flow in. 

The U.S. has flipped from a relative 
boardroom gender leader to a laggard 
in five years as other countries have 

ESG funds’ slow & steady growth

Source: Bloomberg Intelligence. 
Note: Includes active and inactive funds tracked by Bloomberg (excludes hedge funds and separately 
managed accounts).

successfully turned to legislation and 
threats to boost diversity. 

While many European countries have 
adopted quotas, something unlikely to 
be adopted in the U.S., Australia has 
demanded simple corporate transparency 
and disclosure. 

The Stoxx Europe 600 has nearly tripled 
to a median 30% female directors since 
2010, the Australia ASX 200 has climbed 
to 25%, and the S&P 500 has limped to 
21%.

While specific clean-energy investment 
levels are moving sideways, green bond 
issuance is up 50% in 2017 to around $150 
billion –- more than 50% higher than last 
year’s record. Strong investor demand for 
the debt backing environmentally friendly 
projects is helping drive corporate and 
government issuers to overcome hurdles 
such as new reporting requirements.

Source — Bloomberg Intelligence.
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The European Union’s long-anticipated 
implementation of MiFID II reform will 
change the way institutional investors  
pay for research. 

Investors’ scrutiny of value for money 
is intensifying as their own businesses 
come under pressure from end-users’ 
evaluation of prices paid vs. the value 
added to their income. 

The result may be a reduction and 
redistribution of payments. As asset 
managers have learned, even those 
delivering value may feel the pressure 
of industry changes. Investors and 
analysts that follow the stocks of global 
investment banks and asset managers 
are likely to see the companies’ profits 
challenged, but the impact on their own 
day-to-day operations may be more direct.

EU regulators, in a bid to crack  
down on inducements, will require 
research to be paid for starting Jan. 3. 
The move to an unbundled model  
will limit the long-standing use of  
dealing commissions. 

Impact is unclear
EU asset managers will have to pay 
for research directly or via a dedicated 
ring-fenced, client-research payment 
account. Absorbing research costs 
appears to be the most popular option, 
aiding competitiveness but reflecting 
payment-account challenges. Research 
on fixed-income, currencies and 
commodities also can’t be paid for with 
dealing commissions. The complexity 
of separating research and commission 
costs is controversial and it remains 
unclear whether bid-and-offer spreads 
will tighten, as regulators expect.

Regulators outside the EU aren’t yet 
proposing similar rules, but MiFID II 
is likely to be felt worldwide. Brokers 
outside the EU are indirectly bound 
by the rule when providing research 

and execution services to EU-manager 
clients, so they’ll need to charge for their 
research. Brokers and managers may 
find it easier to run one system globally. 
Regional brokers could follow suit and 
charge to stay competitive. 

Despite a clash between EU and U.S. 
law, U.S. brokers are able to invoice 
managers for research, a practice that 
would otherwise violate local regulations. 
The Securities and Exchange Commission 
has granted brokers relief, allowing them 
to unbundle research without penalty. 
Yet the exemption is narrow — limited 
to EU manager clients and 30 months, 
giving the SEC time to assess MiFID II’s 
full impact.

Not all of the EU’s 28 countries have 
integrated MiFID II. If the rule isn’t 
localized, it can’t apply.

Managers face challenges in optimizing 
operations, putting them at a 
disadvantage to peers in countries where 
the rule is already entrenched. U.K. asset 
managers are subject to more rigid 
restraints, especially on corporate  
access and collective investment. 

An embellished MiFID II for the U.K. 
could give managers added impetus to 
relocate with the U.K.’s EU departure on 
the horizon.

Changing competition
Competition in the research industry 
should intensify as managers shop around, 
ultimately driving improved quality.  

As managers weigh the true value of 
research, they’re likely to spend less, 
causing banks to streamline  
research offerings. 

Small- and medium-sized companies 
risk reduced research coverage, which 
could have a negative impact on liquidity. 
Investor relations may need to scale up 
activities with fewer analysts covering 
fewer companies. 

The separation of research and execution 
may also have a disruptive impact on 
equities trading, though electronic 
brokers may see an opportunity to  
gain order flow, aided by new best-
execution requirements. 

Passive equity share gains pressure active flows

MiFID II: Financial industry’s 
disruption on a global scale
BI analysts Alison Williams & Sarah Jane Mahmud

Industry: Financials

With commissions possibly becoming 
increasingly concentrated, some 
providers below the top five are investing 
in expansion. Mid-tier firms expected 
to feel relatively more pressure. While 
independents may have a wider 
opportunity, subscription prices to 
support profitability may require building 
up a degree of coverage scale.

Equity & active managers
Reform will bring the most pressure to 
two businesses that have faced extended 
challenges: cash equities trading and 
active equities portfolio management. 

Active managers have endured secular 
fee pressure, exacerbated in recent years 
by cyclical challenges to stock-picking. 
Higher technology and regulatory costs 
will also weigh. Customer pressure has 
added to difficulties facing investment 
banks’ cash equities businesses, including 
regulation and technology changes since 
the turn of the century, with low volatility a 
damper in recent years.

Global cash equities revenue may close 
2017 down 35% from 2010-11 for the 
largest global peers, based on Coalition 
Analytics data and BI analysis. 

MiFID II implementation concerns were 
cited as a factor in the decline. At most 
risk may be about $1.35 billion of annual 
research commissions, out of a total $2.9 
billion in European trading commissions, 
based on most recent Greenwich 
Associates figures through the second 
quarter. A spread to the larger U.S. market 
is more detrimental, with $8.4 billion in 
total commissions generated through the 
first quarter. 

MiFID II market-share effects were already 
seen in Asia in 2016, in concentration of 
commissions, high-touch share growth 
and lower research-related trading 
allocations, especially by larger clients. 

Of the roughly $60 billion in global 
equities sales and trading revenue, about 
one-third is cash equities, according 
to Oliver Wyman. About half is related 
to high-touch trading, yielding global 
research commissions of around $5 billion. 
A 30% global reduction ($1.5 billion) 
would be about 2-3% of equities revenue. 

At the largest global investment banks, 
cash has fallen to 20-25% of equities 
revenue in recent years, according to 
Coalition Analytics data. Cuts of 30% 
to research commissions and 10% to 
execution revenue would imply a less 
than 1% overall revenue impact across 
the peers, though mixes vary. Still, profit 
pressure intensifies for a business where, 
at best, only a handful likely break-even. 
Many also have large asset manager arms 
that will face margin effects. 

The global asset-management industry 
was focused foremost on operational 
compliance just ahead of the rules, with 
most managers announcing decisions to 
absorb costs of investment research directly 
through their own income statements. 

Oliver Wyman estimates that if research 
costs average 1-3 basis points of total 
charges of active managers, absorbing 
them could add 2-4% to operating 
outlays, cutting profit by 4-7% before any 
mitigating cuts. The impact may be felt 
less acutely by those already leveraging a 
large internal effort.

Cash equities trading revenue at largest global investment bank peers

Source — Coalition Analytics, Bloomberg Intelligence.

Source — ICI, Bloomberg Intelligence. 
Note: Latest data through October 2017.

Reduced budgets
Research budget cuts will help mitigate 
manager margin pressure, though add to 
the bank profit challenge. 

The majority of institutional investors in 
continental Europe and the U.K. don’t 
plan to change their budgets, though 
20-25% of the largest did expect to cut 
research spending, a study conducted by 
Greenwich Associates published in August 
showed.

Based on Oliver Wyman’s discussions 
with large global and non-European 
investment managers, 40-60% may 
apply the rule globally in the short term, 
increasing over time. The surveyed 
research providers and investment 
managers estimated an average 10-30% 
cut in research spending, varying widely, 
with some managers expecting little 
change and others reductions of 50%.

Full impact to take time
The business model for providing and 
paying for investment research will evolve 
over time. Research pricing may be the 
biggest question, with reported numbers 
likely neither meaningful nor comparable 
without a full understanding of exact terms. 

Clearing prices may take time to stabilize 
and could attract ongoing scrutiny. 

MiFID II is a journey, not an event. 
Regulators are likely to adopt a more 
lenient enforcement position initially. The 
U.K. Financial Conduct Authority says 
it won’t take action against companies 
that aren’t immediately fully compliant, 
so long as they’ve tried on a “best 
endeavors” basis. After Brexit, expected 
in the first quarter of 2019, U.K.-based 
asset managers are unlikely to face more 
relaxed research-commission rules. The 
FCA was the driving force behind getting 
these controls into MiFID II, so it is unlikely 
to soften its stance. The rule may be 
relaxed at the EU level. 

The European Commission has scheduled 
a 2019 review of the impact on small- 
and mid-cap companies, and will also 
look at its effect on the corporate bond 
market. Some changes, to address other 
unintended consequences, will likely 
surface.

Industry
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Technology and changing consumer 
behavior will be key drivers of profitability 
for the consumer-staples industry.

New distribution platforms are boosting 
consumption opportunities on the back 
of urbanization, casual dining and greater 
use of the internet — all trends making 
it easier for nimble local companies 
to compete with multinationals. Those 
companies have been using their 
knowledge of tastes and trends to gain 
share at the expense of their global rivals 
the past two years.

These trends are disrupting the 
traditional business model and mean 
national and global players must adjust 
their business and marketing strategies. 

Yet shunning investment in their core 
areas could be disastrous, given about 
85% of sales still go through brick-and-
mortar stores, many cafes and restaurants 
like to offer big brands, and a recession 
could easily see a return to more 
traditional consumption patterns.

Technology will continue to disrupt 
traditional models, but should also 
provide new growth opportunities if 
companies invest wisely and minimize the 
mispricing that leads them to bear too 
heavy a cost burden. 

The internet makes price transparency 
simple for consumers, which means 
innovation is becoming more important 
to enable manufacturers to protect and 
improve pricing. To compete effectively in 
2018 means the companies must use their 
asset base efficiently, which effectively 
means having assets close to consumers. 
This was best illustrated by Carlsberg’s 
rationalization of its Russian breweries, 
closing four of its 12 facilities because of 
the lack of local population. 

While increased innovation should 
combat encroaching market share by 
local companies, that’s causing a dilemma 
for management teams. Either they chase 
organic growth (delivered by technology-
led platforms) with increased investment 
or M&A, or replicate the trends behind 
this success via innovation (through their 
traditional client base). 

Digital is no panacea
Investing in digital is one way that 
companies can suggest they are on top 
of these changing trends, especially when 
it comes to marketing. 

Digital marketing can target the specific 
customer required for each product, in 
principle allowing media spending to 
be cut while being more effective. Yet 
the evidence that digital marketing has 
boosted organic sales is patchy. Only 
about 40% of this advertising reaches 
the intended consumer, according to the 
Association of National Advertisers. 

Evidence suggests this marketing works 
better for certain types of brands than 
others, and is becoming more noticeable 
as companies comment on their 
marketing efficacy. Everyday items like 

Procter & Gamble’s are not seeing the 
benefits, and the company’s chief brands 
officer has warned Google, Facebook 
and others that accredited third-party 
ad viewability being deemed ineffective 
by the Media Rating Council will drive 
the manufacturer to move its money 
elsewhere. By contrast, a more premium 
branded goods manufacturer, Remy 
Cointreau, has said the opposite. 

What’s certain is that apps on mobile 
devices offer consumer choice instantly, 
and that’s changing the way people 
decide what they do on any particular 
day, altering the traditional model for 
manufacturing and distribution decisions. 

Direct-to-consumer sales are becoming 
more popular, yet servicing this growth 
may increase the cost of manufacturing, 
even if it reduces large selling, general 
and administration costs, making repeat 
orders essential.

A bargain when you see it
Online will continue to disrupt traditional 
retail and food-service models, 
particularly when the interaction between 
the service provider and consumer is 
offered for free. 

Consumer online penetration (%)

Consumer staples go  
back to the future with tech
BI analyst Duncan Fox
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Though new distribution platforms have 
helped boost the market as consumers 
accept new ideas, such as free timed 
deliveries, hubs, and click and collect, 
many of these initiatives do not reflect 
the true cost of distribution. Consumers 
are encouraged to participate as it saves 
them time or money, but it’s less clear how 
quickly these new distribution platforms 
will become financially viable.

Advertising is the most important nonfixed 
cost for the majority of consumer-staples 
companies, yet its effectiveness is the 
hardest to measure. 

As a percentage of sales, these costs can 
range 0-25% if administration costs are 
added, making them ripe for efficiency 
savings. Yet knowing whether the impact 
of switching to cheaper, more-targeted 
marketing may not be known for  
several years. 

These savings should be channeled 
toward innovation to ward off any attack 
from local brands, which have the 
ability to be nimble and react quickly to 
changing consumer tastes. 

Despite continued M&A within all 
of the consumer-staples segments, 
market share of the top 10 companies is 
generally declining or stable, according 
to Euromonitor data. That suggests 
innovation has not been successful and 
that local competition is gaining share. 

Urbanization’s role
Urbanization is playing a key part in the 
growth of consumer-staples businesses. 
One- or two-person households are 

expanding quickly and already account for 
more than 60% of households in Europe. 
Developed markets and Latin America 
already have high population densities, 
more than 75% in urban areas, where 
consumers desire “experiences.” 

Large population densities make it easier 
for local companies to provide a unique 
response, and being first to market  
with a new trend is now more important 
than ever. 

Innovation is the only way for global 
consumer companies to deal with this, 
yet they also have to shift their mentality 
to one that instills a willingness to fail. 
Unilever’s Home Care president admitted 
the company had failed to be flexible 
enough with new ideas over the past few 
years as it attempted to create bigger, 
more-impactful innovation to boost growth.

Companies need to adapt their business 
to deal with consumer spontaneity. 

Younger consumers can be reached with 
more immediacy, so being connected to 
them is important. Millennials spend about 
44% of their food dollars eating outside 
the home, according to the Food Institute’s 
analysis of USDA data, so supplying both 
food retailers and food-service companies 
is crucial for food and drink companies. 

Personal-care companies are seeing an 
increase in direct-delivery products, too, 
possibly as mass-market brand pricing 
and returns are just too high. The food-
service sector is worth about $2.7 trillion, 
according to Euromonitor, or about half 
of global food retail sales, yet is growing 
quickly as it uses mobile devices to attract 
new customers. 

Urban population rate

Source — Bloomberg Intelligence.

Source — Bloomberg Intelligence.

Maintaining this growth will be difficult as 
retailers recognize the potential, so the 
15% of a retailer’s sales that are  
already online may start targeting this 
high-margin area. Continued investment is 
needed to succeed.

Don’t neglect foundations
While technology will be a key driver of 
growth, companies can’t afford to neglect 
their core business, with 85% of retail  
sales still being made through brick-and-
mortar stores. 

Getting their offer right and delivering 
even small growth would generate 
huge cash flow for both suppliers and 
retailers. Protecting this traditional 
base, while at the same time switching 
marketing to a more digital model without 
affecting organic sales, is an issue that 
will cause company management teams 
sleepless nights: they know that half their 
advertising spending is wasted, just not 
which half. Those able to offer consumers 
brands at the right price with a cost-
effective delivery option will be  
the winners. 

Companies need to be aware of how 
quickly their markets are changing, and 
invest accordingly.

Recent innovation has failed to boost 
pricing or demand in developed markets 
as local manufacturers have been quicker 
to spot trends. Management decisions 
need to be brave, trying new products 
and adjusting to improve or kill them 
quickly if necessary. 

This should improve pricing points  
over time. 

High-return industries spawn innovation, 
such as the recent successful efforts 
in craft beer and spirits, or the myriad 
of men’s shaving systems now being 
delivered through direct-marketing 
channels, and they can survive and thrive 
by just chipping away at the edges of the 
larger companies’ market share. 

That may mean companies need to 
sacrifice margin for longer-term growth, 
difficult given the activist shareholder 
interest in these companies. The 
tobacco companies are getting it right 
by embracing new technology to find a 
product that can replace their existing 
brands over time. 
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The need for speed to satisfy shoppers’ 
demands for faster deliveries and unique 
merchandise will push the wide adoption 
of robotics and automated systems 
throughout the retail supply chain. 

Closer collaboration between retailers 
and their partners within the supply chain 
— including manufacturers, suppliers as 
well as logistics services providers — will 
likely spur economies of scale and boost 
non-retail profitability. Gains in factory 
margins should surpass retailers’ as  
they spend more to compete online as 
well as offline.

Companies that support retailing are 
likely to boost spending on supply-
chain technology to better compete. 
Expenditure will likely focus on 
automation and e-commerce platform 
upgrades that cater to shopper demands.  

For instance, Chinese textiles and 
garments makers will add more robotics 
into their manufacturing lines to squeeze 
out higher margins. 

Automation here we come
The trend was clearly demonstrated at 
the 18th International Exhibition on Textile 
Industry (ShanghaiTex) held Nov. 27-30 
in Shanghai. An automated sweater 
stitching system, which completes three 
times the number of garments in a 
quarter of the time needed by workers, 
will curb materials waste, defects and 
unexpected downtime from labor-related 
incidents. These reductions should raise 
China’s gains in overall productivity, 
which reached about 65% in 2017 vs. 60% 
the prior two years, based on Bloomberg 
Intelligence research. More than 1,000 
overseas and Chinese companies 
displayed their latest spinning, weaving, 
knitting, printing as well as dyeing 
machinery for fabrics and garments  
at the four-day event.

Increased adoption of automated 
equipment by logistics and supply-
chain services providers, especially 
at warehouses where labor drives 
at least half of their operating costs, 
should relieve the wage burden as their 
operations expand. Li & Fung, the world’s 
largest outsourcer of consumer goods, 
operates a fully automated 45,000-pallet 
storage facility at its distribution hub in 
Singapore using automatic storage and 
retrieval. It would have to increase head 
count at least 5% to manage the area 
without automation.

Logistics companies — including providers 
of warehousing, order fulfillment, express 
delivery and last-mile services — are 
expanding in China to capture growth 
in consumption across less-developed 
cities, and via e-commerce. Cost savings 
from economies of scale can be passed 
on to customers and help boost market 
share. China’s disposal income per capita 
and its e-commerce gross merchandise 
volume are projected to rise more than 
the growth of the country’s economy in 
2016-21, based on data from iResearch.

Li & Fung plans to invest more on 
automated systems to create flexibility 
and speed in the handling of different 
load sizes for its e-commerce clients. 
These would include pick-and-pack, 
which it undertakes for Nike’s self-run 
online business in seven countries 
including India, Indonesia and Vietnam. 

Serving the e-commerce boom
Li & Fung will also invest to win more 
e-logistics service contracts from global 
consumer-goods’ companies that are 
targeting higher sales via their self-run 
online channels in Asia. It should invest in 
new technologies and infrastructure that 
aid speedy fulfillment of online orders 
across greater China and Southeast 
Asia to lure these clients. Such higher 
value-added services, along with its 
warehousing expertise, may also help it 
win new sourcing orders.

Branded apparel retailer Hugo Boss is 
developing a long-needed concept (“Fast 
Track”) in which best-selling items that 
have sold out are restocked within the 
season. The success of such a concept is 

Apparel retailers (inventory days)

The future is right now  
for retail supply chain gains 
BI analyst Catherine Lim
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tough to measure before it happens, but 
the increased use of virtual prototyping 
in shirts, neckwear and knitwear will help. 
Together with the future digital exchange 
of product specifications with suppliers, 
it can improve lead times by weeks and 
ensure product consistency, which fosters 
the brand’s image. 

Retailers should invest in software and 
devices that improve their ability to track 
inventories across selling channels, which 
are becoming multifaceted as online-to-
offline sales surge.

This is likely one of the biggest challenges 
facing retailers as shoppers’ demands for 
speedier online deliveries and increased 
convenience with flexible pickups require 
goods to be in place for rapid shipping. 
Increased inventory transparency could 
also aid the resale of returns and lower the 
cost of such value-added services.

Increased collaboration by manufacturers 
or consumer goods suppliers with retailers 
should result in stronger supply-chain 
efficiencies that boost their profitability. 
Joint investments could be made into 
new technologies that aid speedier 
production and delivery of finished goods 
to shoppers.

Asian manufacturers and suppliers could 
increase their profitability via longer-term 
contracts with retailers to collaborate on 
production and more efficient sourcing 
strategies. Collaboration under these 
strategic tie-ups can target value-added 
products to boost profit for all parties. 

This can be seen from the rise in operating 
margins of the region’s largest clothing 
and shoe exporters, Shenzhou and Yue 

Yuen, which widened more than 20 basis 
points over the first nine months of 2017 as 
they worked with clients such as Adidas,  
Nike and Fast Retailing to automate 
factory processes.

Li & Fung will likely invest to win more 
e-logistics service contracts from global 
consumer-goods’ companies that are 
targeting higher sales via their self-run 
online channels in Asia. It needs to 
increase its logistics revenue by about 15% 
a year to raise overall revenue by more 
than 3% annually through 2019. 

The company should invest in 
technologies and infrastructure that aid 
speedy fulfillment of online orders across 
greater China and Southeast Asia to  
lure these clients. Such higher 
value-added services, along with its 
warehousing expertise, may also help it 
win sourcing orders.

Retailers, on the other hand, could incur 
more costs as they speed up the launch 
of new merchandise and add services 
such as alternative pickup options to 
boost spending by shoppers. The rise in 
expenses may exceed gains in sales as 
competition intensifies both at outlets and 
via online shops.

Costs for Fast Retailing will likely rise as 
the operator of the popular Uniqlo chain 
shifts supply-chain functions to an Internet 
of Things (IoT) platform in the initial years. 
The Japan-based company, which said 
that the full transition could take several 
years, could spend more in 2018 as it rents 
extra warehouses and engages more 
logistics services while operations ramp 
up at its new Ariake facility. 

Asian supply-chain margins (%)

Source — Bloomberg Intelligence. 
(*) Based on core operating profit.

New pickup options for its online sales  
via convenience stores of Seven & i, 
Lawson and FamilyMart Uny should also 
raise costs.

H&M further expects better stock-
forecasting and an enhanced, more-local 
supply chain to lower inventory so that 
revenue can be more closely matched 
to demand — an indication that another 
mega-clearance isn’t anticipated. Online 
sales are expected to increase by at least 
25% a year, with margin broadly in-line 
with its stores, becoming the main growth 
driver. The long overdue integration of the 
in-store and online channels should allow 
increases, even from a base of 25-30% of 
total sales in some mature countries.

Embattled Esprit must strengthen its 
already profitable e-commerce business 
against intensifying online competition, 
especially from H&M and Inditex. Inditex’s 
stepped-up e-commerce investment 
has helped drive an 11% sales gain in 
local currencies during the fiscal first 
half ended in July. This compares with 
Esprit’s revenue decline of more than 6%, 
excluding foreign exchange impact, over 
the six months ended June despite a 40% 
surge in online sales. H&M anticipates at 
least 25% annual online sales  
growth ahead.

Esprit could adopt new software to 
generate push notifications to fuel 
shoppers’ online spending. It may also 
invest in technology and human resources 
for real-time mobile services to boost 
customer retention.

Source — Company Filings, Bloomberg Intelligence. 
Note: Last period end is August for H&M, Boohoo and Asos; September for Zalando and July for Inditex.
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The direction of global energy 
markets will be forged by the fallout 
of geopolitical tensions among OPEC 
countries, China’s energy vision and 
the ongoing rise in U.S. production and 
export capabilities. The ramifications will 
be felt along the entire international value 
chain in 2018. 

The thirst to export out of North American 
markets will create demand for a new 
energy infrastructure build-out on the 
Gulf Coast, accelerating the global shift 
to lighter crudes and a swing to seaborne 
crudes in U.S. trading. 

In the U.S., new oil, natural gas and 
natural-gas liquids (NGL) production in 
the Permian Basin will aim to link with 
demand centers abroad — primarily 
the Gulf of Mexico for natural gas and 
NGLs, and China and India for liquefied 
petroleum gas (LPG) and liquefied natural 
gas (LNG) — as new infrastructure is 
moving product south to a looming glut. 

The ability to produce and transport gas 
out of U.S. Northeast supply centers is 
restrained by regulatory holdups that 
will slow that market’s ability to enter the 
global trade and realize growth potential.

The resumption of U.S. shale-oil 
production growth and rising Canadian 
oil production is the biggest impediment 
to higher oil prices, the target of OPEC’s 
cuts. WTI-Brent differentials — at their 
widest since early 2015 at above $5 a 
barrel — are encouraging exports to draw 
down rising oil inventories that appear 
poised to increase as Permian drilling 
permits surge. 

In a little more than a year, U.S. oil 
production has risen to more than 
1 million barrels a day to 9.7 million, 
supported by cost deflation, efficiency 
gains and renewed hedging activity 
at over $50 a barrel. Canadian oil 
production reached 4.2 million. Each is 
poised to increase again in 2018. The 
recent election by OPEC and 11 non-

member countries to a nine-month 
extension to production cuts of 1.8 million 
barrels a day conceded the staying  
power of U.S. growth as strife worsens 
within the cartel.

OPEC: Discipline a must
The growing efficiency of U.S. shale 
economics and the evolution of 
geopolitical discord in the Middle East 
will threaten energy markets — but also 
create opportunities for U.S. domestic 
companies to grow throughout the chain 
as production spikes. 

The fragile relationship and the Sunni-
Shia power struggle between Saudi 
Arabia and Iran, Saudi anti-corruption 
crackdowns and elections in Iraq are at 
the forefront of concerns. 

Discipline with respect to production-cut 
extensions will be required by OPEC and 
its 11 non-member partners, primarily 
Russia, to maintain balanced markets 
after failing to turn off the U.S. shale tap 
in 2015-16. 

OPEC’s members are primarily focused 
on keeping market share of refined 
products and oil exports in the near term. 
For several nations, this means limiting 
their domestic oil and refined-product 
consumption, thereby cutting actual 
production while raising natural-gas 
usage to keep those exports stable. 

As OPEC attempted to thwart U.S. shale 
oil, particularly from the Permian Basin, 
domestic E&P’s have lowered costs, 
increased hedging activity and have a 
major drilling backlog to offer further 
production growth visibility for 2018, 
an indicator of expansion for the entire 
supply chain. 

U.S. crude oil is becoming lighter, with 
a significant amount of new condensate 
and NGL production reaching the market. 
Rising low-cost gas production and 
prices have been constrained by pipeline 
bottlenecks, regulatory delays and 
market-access limitations in  
the Northeast. 

New pipelines appear imminent in 2018-
19 and associated infrastructure will be 

China’s operating, planned & proposed LNG terminals

Energy’s new look: U.S. oil, 
China’s vision & OPEC tensions
BI analyst Michael Kay

Industry: Energy

built, further promoting higher output. 
Future demand for U.S. gas will be driven 
by the power sector and LNG/LPG exports 
along the Gulf Coast and, longer term, the 
East Coast, given its proximity to  
the Marcellus Shale.

Increasing global LNG demand and 
pricing bodes well for U.S. NGL and 
associated LPG fundamentals given a 
multitude of uses and ability to displace 
LNG. Rising U.S. propane exports have 
sent prices soaring, a dynamic that could 
occur with other NGL components.

As bottlenecks arise and refineries max 
out on light crude throughput, with the 
marginal shale-oil barrels flowing to the 
Gulf Coast, the search is on for distant 
landing spots. 

The need for exports will escalate as 
the logjam further widens WTI-Brent 
spreads above $6 a barrel, putting the 
most pressure on U.S. midstream and 
downstream companies to heed the call 
for new facilities. As exports rise and flows 
shift, new domestic storage and pricing 
centers outside of Cushing, an outdated 
benchmark, will become more prominent, 
with a keener focus on seaborne product 
from the Gulf.   

Canada’s discount
In Canada, where prices are severely 
discounted to U.S. benchmarks, most oil 
is exported and adds to the U.S. heavy-oil 
supply pool that’s in demand by refiners 
to balance American light-oil production. 

New pipeline capacity out of Alberta 
targets moving oil to the West Coast for 

exports, and, to a much larger extent, to 
reach more attractive pricing hubs along 
the Gulf Coast. 

Efforts to develop Canadian LNG markets 
have stalled on regulatory roadblocks at 
a time when production from the Western 
Canada Sedimentary Basin rises with the 
emergence of the Montney Shale, which 
also added to the condensate/diluent pool. 

Energy’s next big wave? 
China’s LNG demand is growing rapidly, 
expected to almost triple within 10 years 
on calls for lower carbon emissions, better 
pricing and the opportunity for control in 
an evolving market. 

As China moves toward becoming 
the predominant global LNG and LPG 
demand center, opportunities should 
arise for U.S. energy companies. However, 
through its One Belt, One Road initiative, 
China aims to command the supply 
chain and the LNG pricing market by 
gaining control of mass reserves in the 
South China Sea and through energy-
infrastructure investment in Asia, Europe, 
the Middle East and Africa, suggesting the 
opportunity comes with complications. 

Still, China’s economic initiatives could 
drive its LNG demand to almost 80 million 
metric tons a year (MMtpa) by 2026. The 
expected expansion of India’s LNG market 
also provides a potential outlet. India and 
China are expecting to add 80 MMtpa 
in regasification capacity, about 43% of 
global additions over the next 10 years. 
U.S. energy companies will compete with 
Saudi Arabia, Iran, Qatar, Australia, Canada 
and Russia for market share. 

Crude oil top-producing nations

Source — Energy Intelligence Group, Bloomberg Intelligence.

Upstream & global midstream 
The shift in global energy supply 
and demand centers will have major 
ramifications on product movement, 
storage needs and infrastructure for oil, 
gas and NGLs along the global value 
chain. 

In the U.S., this will further accentuate the 
need for new pipelines, processing and 
storage facilities, shipping lanes, terminals 
and docks for new export and marine-
related facilities to alleviate the inventory 
glut and expanding bottleneck. 

New gas processing and NGL fractionation 
capacity will be crucial. Potential holdups 
remain regulatory roadblocks in the U.S. 
Northeast and the high cost of capital 
permeating the midstream sector, where 
most companies are structured as master 
limited partnerships (MLPs).  

Should OPEC comply with agreed-upon 
extensions, support for prices should 
extend into 2018, providing higher 
industry cash flows globally. 

The backlog of uncompleted wells 
supported by renewed hedging activity 
points to an improving outlook for U.S. 
drilling and service companies and 
higher-margin production for E&Ps. 
The influx of low-cost lighter crudes, 
condensates and NGLs has also advanced 
a major build-out for petrochemical 
projects, including new ethane crackers, 
and increased the demand for propane. 

The midstream sector in the U.S. has been 
unable to keep pace with the upstream, 
in part due to waning confidence in 
the MLP corporate structure and from a 
slowdown in cash-flow growth since 2014. 
The plunge in energy equities since then 
has likely had the largest effect on MLPs, 
where issuing stock is a major funding lever. 

The headwinds in the midstream should 
begin to clear as corporate restructuring 
takes hold, perhaps aided by additional 
clarity on a tax bill that could have positive 
ramifications throughout energy. 

U.S. downstream companies may see 
a small dip in refining margins after 
improvement in 2017, as demand growth 
slows and additional refining capacity in 
Asia floods the market. Global margins 
may see a sharper contraction as WTI-
Brent spreads widen and additional 
capacity comes online.

Source — Bloomberg Intelligence.
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After a prolonged downturn, the 
case for commodities appears to be 
strengthening, which should be a 
clear positive for industrial-equipment 
producers and service providers. 

The combination of positive fundamental 
dynamics and a weakening dollar is likely 
to benefit several commodity categories 
next year, particularly base industrial 
metals, though crude oil and agricultural 
commodities could also behave well. 

Upstream-sensitive industrial markets, 
such as mining, construction equipment 
and energy equipment and infrastructure 
services, are among the likely 
beneficiaries, while companies focused 
on power, environmental and agricultural 
machinery could trail. 

In addition to driving growth in customer 
capital spending, rising commodity 
prices could provide a lever for industrial 
companies to raise prices, which could 
offset potential increases in input costs, 
and give welcome support for margins, 
with limited potential for additional SG&A 
reductions after years of cost cuts. 

Though nationalist trade agendas and 
geopolitics could muddy the waters, the 
implications of a commodity rally would 
be a clear positive for global industrials 
and enhance an already-positive sector 
outlook in 2018.     

Commodities rising
The combination of a weak dollar and 
favorable demand vs. supply should 
bode well for most major commodity 
categories in 2018 and aid global 
industrial-equipment companies and 
service providers. 

The outlook for metals appears to be 
particularly bullish, as it has the strongest 
fundamental characteristics of all major 
commodity categories and is traditionally 

most sensitive to changes in the trade-
weighted dollar, which appears to be 
in the early stages of decline after a three-
year bull cycle. This could magnify the 
effect of rising demand for base metals 
such as copper and aluminum, and could 
also augment earnings for U.S.-based 
industrials via positive translation. 

BI’s commodity team also maintains a 
positive outlook for crude oil prices, 
which have begun to emerge from 
the prolonged downturn and may 
get additional support from OPEC’s 
agreement to extend production cuts 
through the end of 2018. Though support 
for agricultural commodities looks to be 
the weakest of the major categories, the 
outlook here also is improving, supported 
by a potential peak in the stocks-to-use 
ratio and as this group has recently 
lagged most other categories, implying a 
favorable setup.

Upstream-focused recovery
Industrial companies should benefit from 
a rally in commodities, particularly those 
that focus on upstream-sensitive areas 
such as metals, mining and upstream oil 
and gas. 

Manufacturers of mining and construction 
equipment (Caterpillar, Komatsu, Volvo, 
Hitachi, Sandvik, Atlas Copco and Metso) 
would be particularly well-positioned, as 
are providers of early-stage engineering 
services (Fluor, Jacobs), though large-
scale construction mandates will likely be 
slow to materialize. 

Equipment companies that serve the 
oil and gas exploration and production 
industry (Emerson, Dover, Pentair, 
Flowserve) could also be significant 
beneficiaries, as the energy industry 
recovers from the 2014-16 downturn and 
shale producers ramp up production in 
response to firming prices. 

Fundamentals, dollar support commodity rally

As commodities rise,  
so too will industrials
BI analyst Scott Levine

Industry: Industrials

Developers of energy-related 
infrastructure such as pipelines (Quanta, 
MasTec) and LNG export facilities 
(Chicago Bridge & Iron, KBR) should also 
benefit, though the build-out of shale-
related infrastructure is already well under 
way, and sponsors may be slow to initiate 
new projects, given the severity of the 
recent downturn.

Downstream, environmental and power 
markets are less likely to benefit, as 
they are less exposed to favorable 
commodity trends and are more sensitive 
to environmental and energy regulations, 
which probably will be less onerous in 
the Trump administration. These markets 
could be more active overseas, where 
environmental policies and regulation 
may be more supportive of growth than 
in the U.S.    

Positive for pricing
In addition to supporting growth in capital 
spending, higher commodity prices  
could provide a catalyst for industrial 
companies to raise prices, which could 
enable them to offset pressure from rising 
materials costs. 

With corporate-restructuring programs 
offering only limited earnings potential 
as the global economic upturn matures, 
pricing represents an important lever for 
industrials to sustain or improve margins. 

Commodities account for up to 75% 
of cost of goods sold for industrial-
equipment companies, suggesting 
price increases may be needed to offset 
pressure from rising steel or other input 

costs, which could intensify in 2018 as 
contracts renew and safeguards roll off. 

Recent producer price index (PPI) readings 
suggest global producers are already 
beginning to push pricing, particularly in 
China, and rising commodity prices and 
factory-utilization rates suggest ample 
support for further increases. Waste 
companies should also benefit from 
upward inflationary momentum, as 30-
40% of their contracts are indexed to the 
CPI, which moved up to the 2% range in 
2017 after languishing at 0-1% in 2015-16. 
As resets typically occur with a lag, 2017’s 
momentum bodes well for 2018 results.      

Geopolitical interference
Although macroeconomic and monetary 
factors augur well for commodities, 
geopolitics is tougher to predict and  
could have mixed implications for 
industrials in 2018. 

Producer prices indexes, manufacturing (NSA, YoY%)

Source — U.S. Bureau of Labor Statistics, Eurostat, National Bureau of Statistics of China,  
Bloomberg Intelligence.

Source — Bloomberg Intelligence.

Mining & energy capital spending estimates

Source — Company filings, consensus, Bloomberg Intelligence.  
Note: 2015 & 2016 capex values reflect Capital Expenditure — Property Improvements. May include 
intangible assets when not disclosed separately. Value is always negative. Figure is reported in millions.

The outcome of Nafta negotiations is 
one such factor, as a U.S. exit from the 
multilateral agreement or adjustment 
in terms could affect trade with Mexico 
and Canada, and thus demand for 
agricultural products. China also recently 
announced measures to limit or ban the 
import of certain types of scrap materials, 
in accordance with more stringent 
environmental standards, which prompted 
a collapse in the price of old corrugated 
cardboard and could drive an increase in 
processing costs to comply with stricter 
contamination limits. 

These developments could damp 
earnings for scrap and waste-recycling 
companies, but could help producers that 
rely on such materials as inputs in their 
manufacturing processes. 

More positively, the Saudi government’s 
Vision 2030 Plan, implemented in 2016 
in response to the oil-market downturn, 
seeks to broaden the country’s economic 
base and reduce its dependence on 
oil exports. The program is expected 
to prompt increased investment in its 
refining and petrochemical industries, 
as well as civil infrastructure, and could 
benefit from a Saudi Aramco IPO, 
potentially in the second half of 2018. 

Importantly, proposed changes in the 
U.S. tax system should have positive 
implications for industrials, not only due 
to a reduction in corporate tax rates, but 
also from the immediate expensing of 
capital investments, which should create 
a catalyst for increased spending on 
industrial equipment.
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China’s sustained implementation of new 
and existing supply-side reforms should 
underpin a constructive outlook for 
materials markets. 

While the progress of such measures 
varies by subsectors, the government is 
backtracking only on coal-capacity cuts in 
the short term. 

The steps taken during the past year 
to curb oversupply and limit pollution 
likely mark just the beginning of Beijing’s 
long journey to make the “quality over 
quantity” growth mantra a reality.

The mined commodities most affected 
by China’s supply-side initiatives — coal, 
steel, aluminum and zinc — are at different 
stages in the process. Efforts to prop 
up China’s coal sector — and with it, the 
finances and employment backdrops  
of certain provinces — have largely run 
their course. 

The government is now focused on 
increasing coal production in 2018 after 
the margin pendulum swung too far in 
favor of miners and power producers’ 
profits dwindled. With coal trading 20% 
above the government’s proposed band, 
the path of least resistance for prices 
appears to be downward. 

Metals market
Unlike coal, where the government is 
reversing its efforts to restrict supply, it’s 
still early days for the aluminum sector. 

Planned supply cuts are starting to take 
effect, with early fourth-quarter data 
confirming production is falling. It’s not 
just smelter capacity that’s being taken 
out of the system, either. Output is also 
being reduced upstream at alumina 
refineries and bauxite mines. 

Yet aluminum supply is likely to fall more 
slowly than demand during the winter 
months as smelter-capacity additions, 
combined with poor compliance with the 
seasonal cuts laid out by the Ministry of 
Environmental Protection, keep output 
higher than original forecast. 

The re-emergence of demand by the 
first quarter or early second quarter 
could lead to significant destocking, with 
both social and exchange aluminum 
inventories drained if the 3.5 million 
metric tons of shuttered capacity fails to 
return to the market.

Steel’s status lies somewhere between 
coal and aluminum. 

As with coal, China pushed capacity 
closings and industry consolidation to 
throw a lifeline to debt-laden state-owned 
companies, which simultaneously shored 
up the finances and employment figures 
of many local governments. 

Like aluminum smelters, steel mills were 
subjected to winter capacity cuts in a 
bid to reduce pollution levels and meet 
politically important air-quality targets. 
The cuts tightened the domestic market 
in 2017 by prompting the drawdown of 
inventories, pushing up prices. 

They also spilled into international 
markets by removing a key source of 
oversupply — Chinese exports. The 
30%-plus drop in China’s steel exports in 
2017 has helped keep European and U.S. 
quotes elevated and isn’t likely to reverse 
anytime soon. 

Unprofitable arbitrage economics 
for Chinese exporters and increased 
implementation of trade-protection 
measures by western countries are  
likely to keep a solid floor under global 
steel prices. 

Base metals
Apart from aluminum, China’s supply-side 
reforms and “blue skies” push have had 
little effect on base metals. Yet zinc prices 
still benefited from environmental mine 
inspections in 2017. 

Historically, Chinese mines have reacted 
quickly to rising zinc prices by increasing 
production. That “snapback” response 
didn’t transpire as mine supply fell about 
9% due to forced shutdowns. 

A key question is whether the five 
nationwide inspections will be repeated 
in 2018. Analysts say “no,” betting that 
mine output will rise by 7%, or 300,000 
tons, alleviating concentrate shortages. 

Equity performance by sector: What’s priced in?

China’s reform means more 
oomph for (some) materials
BI analyst Andrew Cosgrove
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Among other base metals, the impending 
ban on imports of Category 7 copper 
scrap bears watching. Though it won’t 
take effect until 2019, onshore fabricators 
are already starting to reduce flows 
in preparation for the change. About 
300,000-500,000 tons of contained 
copper will need to be obtained from 
primary refined sources as a result.

Paper & packaging
Metals and mining wasn’t the only sector 
shaken up by China’s environmental 
inspections; so was the pulp and paper 
industry. At least 23 paper mills were fined 
or ordered to stop production due to 
issues such as unprocessed gas emissions, 
water pollution and dumping. 

While the checks may slow in 2018, the 
industry will have to grapple with an 
uncertain policy on waste-paper imports. 
The ban that took effect in 2Q17 has 
pushed down global old corrugated 
container (OCC) prices and domestic 
prices up. 

U.S. producers have welcomed the move, 
as input costs have fallen and boosted 
margins. Larger producers in China, 
meanwhile, have been able to offset 
cost inflation with selling-price hikes and 
market-share gains as smaller mills have 
been forced to shut. 

Yet China will need to backtrack on the 
decision, probably in the first quarter, 
given its lack of self-sufficiency in wood 
fiber. Rest-of-world OCC prices should 
rebound as China restocks, but could still 
settle at a lower level than in mid-2017 
as imports stay below the 26 million-
ton mark. Winners would include U.S. 
paper and packaging makers that rely on 
recycled fiber, as well as larger producers 
in China.

Chemicals
In the chemicals sector, Chinese supply-
side reforms are having the greatest 
impact in two areas — nitrogen/urea and 
titanium dioxide. Under a plan laid out 
by the Chinese Ministry of Industry and 
Information Technology, about 13 million 
tons of urea capacity was to close from 
2015-20. 

Total nominal capacity, however, was 
envisioned to remain unchanged as the 
government subsidized new, advanced 
plants to make the fertilizer. 

This hasn’t happened. As a result, China’s 
urea exports have fallen by 10 million tons 
since 2015. Balances haven’t tightened, 
though, because 14.4 million tons of 
capacity outside China entered the 
market. Nitrogen bulls are hoping Chinese 
exports fall more in 2018, but even a drop 

China matters to materials ... to varying degrees

Source — Company Reports, Customs Data, IFDC, NBS, Bloomberg Intelligence. 
Note: OCC: % of U.S. exports to China; Aluminum: % of global production; Steel: % of global 
production; Urea: % of global production capacity; Titanium dioxide: % of global production capacity; 
Thermal coal: % of global seaborne imports.

Source — Bloomberg Intelligence.

to zero from 4 million tons –- a highly 
unlikely event — would be canceled out by 
capacity additions in the rest of the world. 
As much as 30 million tons of new supply 
is set to come online in 2019-22. 

For TiO2, the backdrop is more like that 
of zinc mines and paper mills. To curb 
pollution, Chinese authorities ordered 
shutdowns of several small producers that 
were out of environmental compliance. 

The shutdowns, amounting to 400,000 
tons over the past two years, have created 
a global shortage of the whitening 
agent. Another 200,000 tons of Chinese 
capacity, equal to 3.3% of global demand, 
may close in the next six months. 

The result: a depleted TiO2 inventory 
chain and a very tight market, keeping 
prices elevated in the short to medium 
term. Bringing online the new capacity 
needed to restore balance may take  
three to four years.
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Health care has historically been a 
difficult market for technology companies 
to enter due to its complexity. In 2018, 
Amazon.com’s forays into health care 
could take further shape. The disruption 
from Amazon in the industry could 
vary from significant competition in 
distribution to relatively minimal effects in 
service-focused sectors. 

The threat of Amazon is already spurring 
some companies to defend their business 
models. CVS Health has moved to offer 
next-day delivery of prescriptions and 
is proposing to acquire insurer Aetna to 
diversify its revenue base.

Distribution/Supply Chain
Drug and medical supply-chain 
companies face the greatest threat in 
health care from a potential Amazon 
entrance. Speculation has risen following 
media reports of Amazon’s application for 
distribution licenses in several states. 

The drug-supply chain is complex due 
to the various competing stakeholders 
(benefit managers, insurers, pharmacies 
and wholesalers) and the regulatory 
environment. Yet the challenges aren’t 
insurmountable for a company with 
Amazon’s resources and expertise in 
logistics and technology. 

Its entry into the pharmacy market is likely 
inevitable given its $450 billion size. The 
specter of Amazon may have contributed 
to CVS’ pending takeover of Aetna. 

The deal would diversify CVS’ revenue 
base and provide an opportunity to shift 
the company’s focus away from retail and 
pharmacy and into health-care delivery.

Amazon Business already offers medical 
and dental products for practitioners, 
pressuring business models of specialty 
distributors Henry Schein and Patterson. A 
hospital-targeted effort would challenge 
Owens & Minor and Cardinal Health.

Generic Drugs
Amazon is unlikely to compete directly 
with generic-drug manufacturers, but its 
entrance into the supply chain would be 
welcomed. 

The vast majority of generics in the U.S. 
are sourced from manufacturers through 
three entities — distributor McKesson’s 
global sourcing organization, Walgreens 
WBAD group and the Red Oak  
joint venture between CVS and  
Cardinal Health. 

Outside of the direct owners, these 
organizations buy on behalf of other 
large drug supply-chain companies, such 
as Express Scripts, AmerisourceBergen 
and Wal-Mart. 

This consolidation of purchasing power 
has helped to drive a high-single-digit 
erosion in pricing. 

Generic manufacturers such as Perrigo, 
Endo and Impax have said a fourth buyer 
would be positive for access to drugs, 
but likely won’t help pricing negotiations. 
Yet Amazon might be able to offer a fresh 
view on terms and conditions with the 
existing buyers. 

Generic drugs make up close to 90% 
of prescriptions written in the U.S., but 
account for only about 30% of drug sales. 
Amazon’s entrance may also open doors 
to participants in the consumer health 
space, given it represents only a small 
portion of the market and increasingly 
faster delivery times are essential for 
suddenly ill patients.

Hospitals
Hospitals would welcome Amazon if the 
company used its broad geographic 
reach and distribution expertise to obtain 
health-care supplies at a lower cost. There 
are about 600 active group purchasing 
organizations (GPOs) servicing U.S. 
health-care providers, and 72% of 
hospital purchases are made through 
GPO contracts. 

GPOs pool together the purchasing 
power of hundreds of hospitals to 
increase negotiating leverage, generating 
up to 18% savings vs. a hospital that buys 
products on its own. 

Hospitals spend 15-20% of revenue on 
supplies (including drugs) and have 
operating margins of about 5%. Amazon’s 
broader scale could help hospitals save 

Potential industry impact of Amazon entry

The big gorilla: Could  
Amazon dive into health care?
BI analyst Jonathan Palmer

Industry: Health Care

more money, particularly on high-margin 
products such as implantable medical 
devices, where manufacturers often have 
20-30% operating margins. The main 
challenge is that many hospitals are in 
multiyear contracts with GPOs. 

Medical devices 
Amazon is unlikely to begin manufacturing 
implantable medical devices, given the 
required spending for clinical trials and 
the persistent price pressures. Large 
device companies spend anywhere 
from 5-10% of revenue on research and 
development to fund clinical trials, which 
can take years to get approved.

Amazon is more likely to enter the 
distribution channel and purchase 
devices to sell to hospital chains and 
other providers. That would probably put 
more pressure on medical-device prices, 
potentially squeezing manufacturers’ 
gross margins. 

Orthopedic implant prices are already 
declining at a 2-3% pace globally, and 
stent prices are falling at a 5% rate, 
though prices for less mature products 
are fairly stable. Amazon’s impact could 
be somewhat mitigated by what health 
insurers decide to pay for and how much, 
given reimbursement is increasingly 
based on how devices improve outcomes. 
Device categories that have less 
innovation and are more homogenous, 
such as hip and knee implants, would 
likely be under greater price pressure.

Pharma & biotech 
Amazon’s potential entrance into the 
prescription-drug supply chain would 
improve the market’s efficiency and 
transparency. Amazon has made every 
industry it has touched far more efficient 
and cheaper for end-users. In the process, 
it has dented the old business models of 
those sectors.

Initially, there is unlikely to be much impact 
on the branded large pharma industry. In 
the longer run, more innovative pharma 
companies may benefit if Amazon can 
make outcomes-based pricing a reality 
by using its cloud and data-management 
capabilities to improve data capture and 
analysis. Several companies have tried 
outcomes-based pricing, but all had a lack 
of quality data.

Managed care
The traditional health-insurance business, 
where a firm underwrites risk, probably 
won’t attract Amazon, especially given that 
each state has its own regulations. 

Amazon could conceivably enter the 
market as a third-party administrator to 
manage claims for employer-funded 
plans, but health insurers have an edge 
by having large networks of providers and 
expertise processing claims. 

Amazon is more likely to leverage its 
Amazon Web Services business and 
expertise to partner with other tech 
companies. Its partnership with Cerner 
eventually could help hospitals better 

Hypothetical earnings hit for drug supply chain

Source — Company filings, Bloomberg Intelligence. 
Note: $ billion except for EPS. U.S. supply chain revenue estimates (excluding specialty) based on last fiscal 
year. Walgreens and Rite Aid assume asset sale complete. Express Scripts estimate is mail-order only.

Source — Bloomberg Intelligence.

understand patient data and improve 
outcomes in a difficult reimbursement 
environment. 

To the extent that Amazon’s partnerships 
help lower health-care costs, this would be 
a net positive for insurers. But Amazon’s 
entry also could pose a threat to efforts by 
insurers such as UnitedHealth to expand 
into health-care IT consulting.

Life science technology
The life science technology industry is 
largely insulated from Amazon. While 
research customers purchase many 
commodity or commodity-like products 
that Amazon logically could sell, 
these aren’t the areas where industry 
participants are expanding. 

Most investments lie in cutting-edge 
technology and related high-value service 
offerings. Amazon has made some minor 
inroads with its Amazon Business unit, but 
it isn’t selling the reagents or instrument 
consumables that require a high level of 
service with deep scientific know-how. 

The global nature of the life science 
industry also limits Amazon’s potential 
reach, given its present focus on the U.S.

Biopharma services
Core biopharma services are likely to rate 
as highly unattractive on Amazon’s screen 
of sectors to attack, given the relative ease 
of entry and the size of other markets that 
are more product-oriented. 

Contract research organizations provide 
an array of services that require boots 
on the ground with highly specialized 
scientific and regulatory expertise. They 
also need global relationships with 
primary investigators and a broad reach 
for patient enrollment and participation.

These aren’t characteristics of an industry 
that leverages Amazon’s distribution 
capabilities. For contract manufacturing 
organizations, regulatory hurdles, 
intellectual-property requirements and 
fixed-cost investments are high barriers to 
new entrants, and commercializing a drug 
requires a multiyear validation process.
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Technology stock returns may be 
more muted in 2018 after a stellar year. 
Earnings growth may persist, but forward 
price-to-earnings ratios are now at a 
median and higher for internet, software 
and media companies. The room for 
multiple expansion may be low amid 
rising expectations.

Earnings growth, volatile valuation 
multiples and mergers led most 
segments of technology, media and 
telecom — including internet companies, 
semiconductors, software and hardware — 
to post stock gains better than the overall 
sector’s 38% in 2017.

While this dynamic may foster a tendency 
to “flip” to underperforming subsectors 
of TMT, spending by internet companies 
on cloud expansion may again drive sales 
for hardware and semiconductors. 

Secular themes in cloud expansion, 
internet search and retail, auto 
technologies and consumer and 
industrial internet-of-things offer 
diverse tech vendors such as Facebook, 
Alibaba, Oracle, Splunk, NetApp, 
STMicroelectronics and Cypress 
Semiconductor expansion opportunities, 
but multiples may be volatile even amid 
pockets of sales growth.

Telecom & media may lag
Most of the telecom and media 
subgroups were laggards, and their 
4Q stock returns were driven by M&A 
speculation more than EPS growth. The 
pay-TV industry has been on high alert 
with record video-subscriber losses 
through 3Q, and concern about this 
erosion is unlikely to be quelled as 
streaming services expand. 

M&A has been a key theme, but a cable-
wireless deal may be unlikely. Comcast 
may seek a content acquisition, though 
Charter may be focused on operations. 

Content stocks may see a divergent story 
— traditional TV and movie producers 
may see slowing ad gains, accelerated by 
cord shaving and cutting. Fundamentals 
may not propel this group’s stocks to 
improve, but risk-off trades may drive 
stocks. Gaming software is a bright spot. 
Businesses such as Electronic Arts and 
Ubisoft may see sales growth even as 
their models shift to subscriptions from 
license sales. 

In Europe, wireline, wireless and TV 
convergence differ dramatically by 
market, despite a broad shift toward 
multiplay platforms. 

Portugal reflects the limits to convergence 
growth. Altice and NOS struggled 
in postpaid performance through 
bundle sales. Some European telecom 
incumbents posted resilient operational 
performance due to a convergence 
advance, two-brand strategy and mobile-
network quality, but they will face greater 
challenges in 2018.

Emerging tech expenses
The internet sector is likely to maintain 
sales momentum in 2018 on  
strong demand for mobile ads and 
e-commerce goods. 

Longer-term revenue levers, such as 
artificial intelligence, virtual reality and 
messaging, remain nascent, but Google 
and Amazon.com are rapidly spending 
on cloud infrastructure. 

Industry spending may reach $72 billion 
by 2020. These verticals will drive the 
next leg of sales-growth rates as core ad 
and e-commerce businesses normalize. 
Margins may be pressured amid 
increased spending on unmonetized 
properties and regulation-related 
expenses, especially in Europe. 

Chinese internet companies such 
as Alibaba, Baidu and Tencent will 
expand aggressively into non-China 
markets in 2018, while widening their 
domestic market by tapping into offline 
consumption. 

Rising fee-based subscriptions as well 
as AI may deepen monetization of their 
existing user base. Capital spending and 
expansion of operating expenses support 

Price-to-earnings ratio vs. earnings growth

Stronger for longer,  
or time for a tech role reversal?
BI analyst Anand Srinivasan
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the case for sales growth in hardware and 
semiconductors. 

High multiples & expectations 
Increasing quantity and rising complexity 
of auto technologies are key themes that 
aid sales growth for auto chipmakers. Intel, 
Qualcomm and Nvidia are widening their 
sector exposure, as are leaders Infineon, 
NXP and STMicroelectronics. In gaming, 
graphics and data-center applications, 
Intel, Advanced Micro Devices and Nvidia 
are likely to intensify their competition.

U.S. tax and cash repatriation policy 
changes could aid EPS.  

Memory’s supply-demand tightness may 
stay on for longer — there’s some potential 
for price weakness in the NAND market — 
but that is contingent on Chinese branded 
phone-demand weakness and 3D NAND 
supply growth. DRAM prices may stay 
high, as content growth is expanding amid 
low supply. 

Continuing cloud model growth, coupled 
with IT budget pressure, will hurt IT 
hardware sales in 2018. 

Pockets of growth offer some companies 
such as NetApp and HP Inc. some relief 
where all-flash arrays, converged systems 
and hybrid-cloud models may drive sales, 
but legacy storage systems and hard 
drives may decline. 

Memory pricing remains a key 
impediment to margins. 

Stock returns will likely be more mixed 
and volatile. Hewlett Packard Enterprises, 

Dell/EMC and IBM are all pitching 
hybrid clouds as the best solution for 
corporations, but they may be too 
software- and services-oriented and more 
difficult to set up as opposed to easier, 
lower-cost public clouds or existing in-
house systems. 

Solid-state drive use in data centers 
will probably increase until clouds and 
corporate IT are using higher-speed drives 
for about 20% of their storage. Current 
penetration is well below 10%. 

Cloud, AI & digital 
The digital-commerce software industry 
should continue to see strong growth, 
as more consumers buy products and 
services online. Enterprise resource 
planning should be the most-contested 
software segment amid an accelerated 
shift to the cloud, while middleware  
is emerging as the biggest battleground, 
with large software vendors jockeying  
for leadership. 

Artificial intelligence embedded in 
phones, cars and both enterprise and 
consumer applications will likely become a 
key differentiator for software vendors. 

Hybrid-cloud adoption likely drives 
growth for pure-play and legacy software 
providers such as Microsoft, VMware and 
Oracle. Growing concern about privacy 
and regulatory oversight supports a  
hybrid model, as buyers choose workloads 
to retain in-house vs. moving to the  
public cloud. 

Security will remain critical in infrastructure 

M&A deals regional breakdown

Source — Bloomberg Intelligence. 
Note: 2017 data as of Dec. 4.

software amid increasing cyberattacks. 
M&A may rise here as point solutions get 
wider. The ASC 606 accounting standard 
may also lead to more volatile results for 
U.S. companies that rely on multiyear 
licensed contracts as changes affect 
revenue classification. 

Brexit & labor shortages
A higher adoption of offshore IT services 
in the U.K. and Europe is likely in 2018 
amid Brexit-related dislocations, a skilled 
IT-labor shortage and a need to embrace 
emerging technologies. 

Consulting-focused Accenture and 
Cognizant are likely to outgrow peers. 
Solid health-care IT services may be 
propelled by a desire to cut costs, and this 
may offset regulatory uncertainty, which 
may slow sales of population  
health vendors. 

Stricter regulatory policy, scrutiny and 
litigation risk are all poised to intensify 
across the sector. The EU’s data-protection 
and cybersecurity rules take effect in May, 
raising costs and risking disruption for 
Facebook’s and Google’s ad businesses. 

U.S. threats loom beyond 2018. High-
profile tech litigation, including Apple’s 
patent-licensing feud with Qualcomm, will 
have a major impact on business practices 
and royalty payments. Companies’ pursuit 
of multinational lawsuits makes regulatory 
risks play out in the U.S., U.K., Germany 
and China.

Metasearch and large online travel 
vendors face near-term headwinds, which 
could slow their growth. Lower returns 
on performance advertising and the shift 
to mobile may persist amid growing 
competition from large hotels’ direct 
bookings. Priceline, with its high-agency 
exposure, is likely to fend off headwinds 
better than Expedia and TripAdvisor. 

Chipmakers are chasing IoT’s $117 billion 
opportunity as more devices deliver 
greater connectivity. Industrial and 
consumer IoT is especially lucrative, 
totaling $17 billion in 2016 en route to $36 
billion by 2021. IoT’s effects on smaller 
vendors such as Cypress and Silicon 
Laboratories will be higher; they have 
strength in wireless protocols and are 
differentiated by IoT software standards.

Source — Bloomberg Intelligence.
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