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Approaching a Paradigm Shift
The long running rally in US equities finally took a breather in
February, after a 22% return performance in 2017 was topped
by another 5% in January 2018. A higher than anticipated wage
growth release for January stopped the rally and precipitated a
10% drop in the S&P500. Volatility spiked and both foreign
equity markets and other asset classes suffered collateral damage.
Yet, the stock market soon recovered and is now up on the year.
What remains is a drift towards higher (real and nominal) yields
and more elevated levels of volatility.
The “correction” in equities has thus taken out some of the exuberance generated by the approval of the tax reform and improved
equity valuations slightly. In rate space, the rise in yields now
better reflects recent inflation readings and the outlook. So while
many investors may have expected 2018 to offer “more of the
same” as in 2017, the investment landscape is in fact changing
radically. Both cyclical and structural transformations account
for this.
While it remains to be seen how much of the inflation uptick in
January is permanent, the data disappointments on activity have
been both more persistent and more pervasive as of late (see
charts). Nevertheless, while growth may moderate and fall short of
rising expectations, it is important to recall that it remains above
trend. Similarly, while inflation readings are moving up, they
remain short of central bank targets.
As a result, the Fed appears to tilt towards a more hawkish
stance under its new leadership. Markets have certainly moved
towards pricing in higher short rates following Chair Powell’s
first Humphrey-Hawkins testimony. But here too, it is important
to bear in mind that monetary policy will remain accommodative
for some time, with the Federal Funds rate remaining below the
neutral 3% level even if the Fed delivers four rate hikes in 2018.
And even once the Fed moves beyond neutral, the ultimate destination, the terminal rate, remains unknown (but is very likely
lower than the historical levels). So despite some setbacks and
adjustments to the cyclical outlook, the fundamental backdrop
remains benign and corporate earnings expectations strong.
However, investors have also encountered the birth pangs of
several structural transformations. This has been a step-by-step
process and markets have weathered these changes well so far.
But at some stage, the cumulative effect will reach a critical
point, which could overturn the current prevailing paradigm and
disrupt markets more significantly. Several key assumptions that
have underpinned the world economic and political order for an
extended period have begun to unravel, and with them the notion
of inevitability around the continuous drive toward a free-market,
liberal world order.
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Note: Up/down arrows indicate a positive or negative change in our asset allocation compared to the previous quarter. A dash indicates no change.
Source: City of London Investment Management

These assumptions include the view that:
• Right wing populism is dead: The election of Donald Trump,
the strong electoral showing of the AfD in Germany, the Far
Right’s participation in the government of Austria, the increasingly
authoritarian leadership in Poland and Hungary, and the
victory of M5S in the Italian election suggest that protest
votes can easily turn into support for illiberal ideologies. But
the emergence of the radical left (Jeremy Corbyn in the UK,
Bernie Sanders in the US) suggests that populism is not
necessarily confined to the right end of the political spectrum.
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Chart 2: Citigroup Economic Surprise Indices
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• We retain an overweight allocation to equities, but have further
downgraded US exposure to underweight, while retaining our
overweight to the Eurozone and Japan.

Global Equities

Sep-14

Cyclical factors remain strong, if to a diminishing degree. Growth
may have underperformed expectations, but continues to run
above trend. Inflation may be on the rise, but remains below
targets. Monetary policy is tightening, but is still accommodative.
Corporate earnings growth remains strong. At these levels, the
recent and anticipated near term developments are more likely
to impact fixed income rather than stock markets. It would take
higher inflation and interest rates in order to dent the earnings
outlook. On the negative side stand elevated valuations and the
paradigmatic transformations described earlier:

EM Local
Japanese Equities

Dec-13

Market Strategy: Scale Back Risk

EM Equities

Mar-14

These gradual tectonic shifts in the market backdrop may not
immediately affect asset prices, but they may coalesce over time
into a less benign environment that fundamentally alters the way
investors view, and value, risk assets. More specifically, the waning
‘Fed Put’ could lead to higher short term rates and curve flattening in the near term. The Trump administration’s unprecedented
fiscal expansion (outside times of war or recession) and the Fed’s
balance sheet reduction could steepen the curve again, resulting
in an altogether shift upwards of the entire yield curve. If the
trade sanctions imposed by the US (thus far insignificant from a
macroeconomic perspective) invite retaliation and escalate into a
full-blown ‘trade war’, it could weaken the dollar and lower earnings, weighing on the stock market. Finally, China’s drift towards
greater authoritarianism raises the risk of policy mistakes and a
more confrontational stance with the West.

Chart 1: Cross-asset Returns, December 2017 – February 2018, %

Jun-13

• Interest rates are in long term decline: Interest rates have been
in decline for over 30 years as the Fed beat back inflation and
then turbo-charged the process with its unconventional measures
in the wake of the 2008 financial crisis. This development has
begun to reverse with five rate hikes so far and is assisted by
upward pressure on long term rates by the Fed’s balance sheet
reduction and the administration’s extraordinary fiscal expansion.
In addition, the new Chair of the Fed has poured cold water
on the markets’ assumption of an implicit ‘Fed Put’.

• We raise our allocation to commodities to overweight in the
wake of continued above-trend global growth and strong
demand. We raise oil to neutral and base metals and soft
commodities to overweight.

Sep-13

• China progresses on the path towards democracy: China’s
ambitions to remodel its economy have long been assumed
to be the precursor for a move towards a more liberal and
democratic political system. The recent removal of term limits
for the president suggests that the direction of travel is towards
strengthened authoritarianism and state control of the economy.

• Given the ongoing rally in asset prices, we have become more
cautious and reduce our allocation to credit to neutral. We
downgrade US investment grade to underweight, in line with
the US equity underweight. We shift European High Yield to
overweight on the back of the continued economic expansion
and expected rating improvements.

Dec-12

• The US champions free trade and international cooperation:
The pull-out from the TPP agreement and of the Paris Climate
Accord, criticism of NATO and the UN, and the recent
imposition of trade measures point to a retrenchment of the
US from the post-war global order and its cooperative structures.

• We remain underweight rates on the back of above-trend
growth and policy normalization. Within the sector, we shift
our Bund allocation from neutral to underweight as the ECB
becomes less dovish. However, we see value in emerging
markets given local monetary easing and stronger commodity
prices and upgrade local-currency bonds from neutral to
overweight. We reduce the underweight to USTs to reflect the
recent rise in yields.

Mar-13

• The European Union grows ever closer: Failure to adhere to
fiscal rules, rejection of agreed common immigration rules,
the emergence of a less compliant “Visegrad” bloc, and lastbut-not-least the Brexit vote illustrate that ever-closer union is
not a foregone conclusion.

Source: Bloomberg
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What is more, the stock market took an array of Fed measures in
its stride: the Fed stopped its large-scale asset purchases, raised
interest rates five times, guided investors to expect three to four
further hikes in 2018 and started a gradual reduction of its balance sheet. Elsewhere too, central banks are on the retreat from
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To be sure, the market has already withstood a lot of potentially
upsetting news this year, perhaps suggesting a heightened degree
of complacency. In January, almost every US inflation indicator
surprised to the upside. At the same time, upside surprises to global activity indicators began to wane, prompting the Citi Economic
Surprise Index to decline from the start of the year. Then, incoming Fed Chair Powell appeared to take a more hawkish stance than
his predecessor and remove the long-assumed ‘Fed Put’ from the
market. Finally, President Trump imposed his third and most significant round of trade sanctions, on steel and aluminium imports
(following previous measures against lumber as well as solar panels and washing machines). This may not only undo some of the
benefits wrought by the tax reform but could invite retaliation and
presage the beginnings of a wider ‘trade war’.

Chart 3: S&P 500 Expected EPS Growth, % yoy

Mar-17

All told, the sell-off deflated some of the euphoria evident once
the tax reform was passed in December, but failed to reposition
the market for the secular rise in bond yields and the broader shift
in the market paradigm that is likely to accompany the change in
underlying assumptions outlined in the cover essay. Unlike in previous years, individuals now believe the market to be overpriced
(as evidenced for example in the Yale School of Management confidence indices), but buy anyway in the hope that prices will rise
further. This is almost the classic definition of a ‘bubble’.

Market Strategy: We maintain an overall overweight allocation
to equities but we have made some important changes within the
asset classes to reflect the above considerations. Most importantly, we are underweight the US, while maintaining an overweight
allocation to the Eurozone and Japan and being neutral in EM.
The rise in rates and inflation represents an overdue adjustment
which the stock market can easily digest, rather than a sign of
overheating. More important is the return of volatility (a healthy
sign), which will make the short volatility/long S&P trade more
expensive and thus chip away at an important factor of market
support. It is important to remember that equities (along with
credit) will be first in line when the non-linear adjustment to market valuations occurs once markets become fully cognizant of the
underlying paradigm shift.

Feb-17

Despite the handwringing and collective sigh that accompanied
the biggest market sell-off in two years in January/February, a
casual observer may be forgiven for wondering what all the fuss
was about. Despite a maximum drawdown of 10% in the S&P500
in the matter of nine days, a spike in the “VIX” Index of volatility
to a high of 37% – levels not seen since 2015 – and a jump in government yields, the market quickly stabilised and is now up over
2% year-to-date. As we write toward the end of quarter, not much
remains of the “correction”. True, a combination of higher earnings expectations and lower prices has taken forward P/Es back to
the level of March 2016. But trailing P/Es have only adjusted by a
few months, back to the level of October 2017. What is more, the
effect is even smaller when valued against prospective book value,
a measure less affected by the prospect of tax reform. In the end,
the move was well in line with the median annual drawdown in
the market since 1980 and didn’t much dent the rise of the most
appreciated stocks in the technology sector.

The question investors now have to answer for themselves is
whether markets are in the initial phase of a prolonged sell-off or
are instead being placed on a stronger medium-term footing. In
our view, the cyclical developments observed so far this year are
not a cause for concern. They have engendered a more realistically
priced yield curve and imbued markets with a renewed respect for
financial volatility and for liquidity. But broader challenges have
begun to emerge.

Mar-17

The US stock market is still awaiting its true correction. The
cycle is not a concern but broader challenges are emerging.
Better value can be found elsewhere.

Jan-17

Overweight

extraordinarily accommodative monetary policy, yet stock markets
are holding up. The ECB has already started to taper its asset purchases and may wind them down completely this year. In Japan, a
shift towards a yield curve target has required smaller purchases of
government securities.

Jan-17

Equities

Source: Bloomberg
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We downgrade German bunds from neutral to underweight, as the
ECB increasingly acknowledges the resilient economy. The central
bank dropped the QE “easing bias” in its March policy statement
by withdrawing the pledge to increase the size and duration of
QE should the economy deteriorate. The February headline and
core inflation are estimated at 1.2% and 1.0%, respectively, below
ECB’s 2% target. And the ECB is expected to stay at its current
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The Eurozone continues its above-trend growth as the Composite
PMI reached 57.1 in February. Economic expansion seems broadbased, with Germany, France and Spain expected to generate
stronger growth this year than in 2017. On the political side, after
five months of uncertainty, the German Social Democratic Party
(SPD) and Merkel’s Christian Democratic Union and Christian
Social Union (CDU/CSU) formed a coalition government that
marks the beginning of her fourth term as chancellor. While the
German government seems to be led by steady hands, the March
4th Italian election resulted in a hung parliament and the lengthy
process of forming a coalition government. Still, Italian political
risk is unlikely to translate to systematic risks in the euro area as the
populist parties have already tuned down their anti-euro stance.

Chart 4: Slope of Government Bond Curves, %

Feb-03

However, we trim the size of the underweight as the US government bonds provide better value than last year. The market has
caught up with Fed’s median forecast for 2018, with the Fed fund
futures pricing in 40% and 25% probability of three and four rate
hikes, respectively, this year. Also, the real yield, i.e. the difference
between the 10-year nominal yield and the 10-year breakeven
inflation rate, has gone back to the level last seen in 2011, suggesting better value in government bonds. We are selectively adding
duration risk here.

We upgrade EM LC government bonds from neutral to overweight, on the back of the monetary easing in certain EMs as well
as the brighter outlook on commodities. First, relatively high
yields of EM LC bonds provide some cushion against developed
central bank tightening. Second, monetary easing in EMs such as
Brazil, South Africa, Russia, Chile and Colombia boosts domestic
bond prices. Third, the brighter outlook on commodities supports
a more constructive view on EM LC bonds, given the commodity
exposure of high-yield EMs as well as the positive return correlation
between the two assets. Fourth, we do not foresee a significant
strengthening in the US dollar given the large twin deficit in
the US.

Feb-02

We retain our underweight allocation to US government bonds
as the risk of a recession appears low in the near term. The corporate tax cuts may prompt corporates to undertake more capital
expenditure, prompting consensus growth forecasts for the year
to rise to 2.7%, compared to 2.4% in November. Indeed, the
ISM Manufacturing survey rose to a new cycle high of 60.8 in
February, while the Conference Board Consumer Confidence
survey reached 130.8, the highest since 2000.

We remain underweight JGB on the back of rising employment,
higher core inflation and a flat yield curve. Consensus expects Bank
of Japan to raise its 10-year JGB target later this year from zero
to 25bps. In addition, the yield curve remains very flat, with its
10yr-2yr spread close to its 20-year trough, implying rich pricing.
We do not expect a large yen appreciation from the end-February
level (USDJPY at 106) as the global economy remains strong.

Feb-01

EM local-currency (LC) government bonds returned 4% in US
dollar terms in the three months until the end of February, outperforming their DM counterparts. Both German and Japanese government bonds delivered positive returns in US dollar terms over
the period, most of which came from FX appreciation though. In
contrast, US government bonds lost 1.8%, with the 10-year nominal yield up 50 bps. In particular, the US market has started to
price in higher inflation expectations on the back of a tightening
labour market and additional fiscal stimulus.

The Japanese economy continues its recovery, with the 2017 GDP
growth revised up to 1.7% yoy and the Composite PMI reaching
52.2 in February. The unemployment rate fell to 2.4% in January,
the lowest since 1993. Tightening of the labour market has driven
rising inflation from a low level, with core CPI inflation (excluding
fresh food) at 0.9% yoy in January. Bank of Japan’s preferred core
measure (excluding fresh food and energy) also climbed up to
0.4% yoy (from zero a year ago).

Feb-00

We remain underweight government bonds due to abovetrend economic growth. EM local-currency government bonds
provide better value than DMs.

Feb-99

Underweight

pace of asset purchase (30 billion euros per month) until at least
September. However, the risk remains that the central bank may
stop its asset purchase earlier than expected, citing strong growth
and declining unemployment which was at 8.6% in January.

Feb-98

Rates

Source: Bloomberg
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We remain overweight US HY credit despite the recent sell-off
in the bond market. First, US HY is more immune than IG to
the Fed’s balance sheet reduction and rising government bond
yields. Second, US HY seems to provide better value and has
adjusted more to higher equity volatility. Indeed, the ratio of the
HY spread to the IG spread has risen back to the level last seen at
the end of 2015 when the market was nervous about a Chinese
slowdown and weak commodity prices. Third, as the US economy
continues to expand with the corporate tax cut, HY default rates
are set to stabilise around 2%, with the number of downgrades
below that of upgrades.
We remain underweight eurozone IG credit as the continued ECB
asset purchases render valuations unattractive. The market has
been adjusting to higher volatility very slowly, with the IG spread
rising much less than the HY spread since the end of January when
volatility started to spike. The IG market has also been sanguine
about the political uncertainties in the euro area, such as the hung
parliament and the lengthy process of forming a government
following the March 4th Italian election. Any further spikes in
volatility and political uncertainty could result in higher liquidity
risks and higher IG spread.
We upgrade eurozone HY credit from neutral to overweight on
the back of continued economic expansion in the euro area and
ratings improvement. Global trade may slow down from a high
level in 2018, but domestic demand is set to hold up well on

Chart 5: Credit Option-Adjusted Spreads (OAS), %
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We downgrade US IG credit from neutral to underweight, in line
with our downgrade of US equities. The unfunded nature of the
additional US fiscal deficit has materially increased the real yield
required for US government bonds, which in turn increases the
risk premium required for other US assets, such as the US IG
credit.

We remain neutral EM corporate USD bonds, as the negative
spread between EM corporates and EM sovereigns looks unsustainable. The negative spread fails to reflect the additional risk
premium required for investing in EM corporates over EM sovereigns. It also fails to compensate for the liquidity risks of holding
EM corporate bonds. Such liquidity risks are likely to increase –
e.g. in the form of wider bid-ask spreads – as we experience tighter
financial conditions and higher market volatility this year.

US IG

USD-denominated credit has been dragged down by higher government bond yields and market volatility. US equity volatility
increased materially from an average of 10% in 2017 – as measured
by VIX – to as high as 37% on February 5th, before moving back
to the long-term average of ca. 20%. Higher equity volatility has
put upward pressure on the US credit spreads, given the positive
excess-return correlation between equities and credit.

EM Corp $

European credit returned more than 2% in US dollar terms in the
three months up to the end of February, outperforming its US
counterpart on the back of euro strength. US Investment Grade
(IG) and EM dollar bonds made a loss about 1.5% over the same
period as 10-year US government bond yields rose by 50bps.
However, EM bond spreads remained relatively stable. High Yield
(HY) credit outperformed IG as the former has less duration risk.

We remain constructive on EM sovereign USD bonds, given
strong current account balances and growth acceleration in most
of the issuing countries. The real yield of US government bonds
has risen back to a level similar to that of the taper tantrum (2013
Q2), weighing on USD-denominated bonds in general. However,
EM external balances are now stronger than four years ago. For
instance, Brazil, India, Indonesia and South Africa – the EMs
that were considered vulnerable during the taper tantrum – have
managed to cut their current account deficits by 2.5-3 percentage points of GDP since then. EM external balances are likely
to remain robust in 2018 as the eurozone expansion and the US
fiscal stimulus boost DM demand. In addition, large issuers (e.g.
Russia, most of Latin American and ASEAN countries) are expected to have stronger growth this year.

EM Sov $

We downgrade credit due to higher real government bond
yields and market volatility. High Yield provides better value
than Investment Grade credit.

EURO HY

Neutral (↓)

the back of declining unemployment rates and strong consumer
confidence. With both manufacturing and service PMIs near their
10-year peak, corporate profitability is set to improve in 2018.
Hence, the HY default rate is likely to remain around 2%, while
the number of rating upgrades will likely exceed that of downgrades.

US HY

Credit

Source: Bloomberg
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Commodities

curve, which is currently in backwardation (futures prices lower
than spot). This incentivises producers to sell output sooner rather
than storing oil and selling it later. If the market remains in backwardation, this should prevent inventories from rising.

Overweight (↑)

Demand across the complex is set to be supported by synchronised global growth and muted supply.
The synchronised global expansion, with world trade rising to
record levels and global PMI at a cyclical high, has supported
demand for commodities. Although the economic expansion in
the US is eight years old and likely in the latter stages of the cycle,
performance in previous expansions suggest that this stage exhibits
the highest returns for commodities (see Chart 6). On the supply
side, dynamics range from supply cuts (OPEC and non-OPEC) as
well as rising production (US) in oil to reduced supply in agricultural commodities. Overall, we raise our allocation to overweight as
we expect the asset class to benefit from robust demand and stable
to falling supply.

Chart 6: Commodity Returns by Quintiles of US Expansion, %*
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Base and industrial metals: Metals such as copper, aluminium
and zinc have tended to perform well towards the end of the
US economic cycle historically, often posting double digit gains.
The complex is likely to be supported by robust global growth in
2018. However, key downside risks are slowing Chinese demand
as investment growth decelerates and increased protectionism
from the US.
Supply is generally ample and markets are not tight, as indicated
by the forward curves for copper, aluminium and nickel which are
in contango (spot prices lower than forwards). On balance, we
expect demand to push base and industrial metals prices higher
at this stage in the cycle, so we raise our allocation from neutral
to overweight.
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On the demand side, robust global growth will likely keep oil
prices well supported. Demand from China for oil imports has
also risen as domestic production is declining amid maturing
fields. The weakening US dollar (DXY down by 12% over the
past year) is a tailwind for demand as it makes crude cheaper in
non-USD currencies. This backdrop has led to a significant fall in
crude inventories and tightened the supply-demand balance in the
market. Overall, N/OPEC cuts and strong demand are sufficient
to raise our allocation from underweight. However, these factors
are counterbalanced by rising US output in our view and we thus
believe a neutral weight to be prudent at this stage in the cycle.

*S&P GSCI Total Return Index in USD, using monthly data since January 1970.
Source: J.P. Morgan

Oil: Supply in the oil market has been suppressed by the agreed
OPEC and non-OPEC (NOPEC) cuts of 1.8mn barrels a day
(b/d). In November, the group announced that the cuts would be
extended by nine months to end-2018. Compliance among the 21
countries has been good, with the majority achieving 80% or more
of agreed reductions and some exceeding 100%.
However, rising US shale production is a countervailing factor.
Given an estimated breakeven price of $50/barrel for these producers, American output is estimated to rise by 1.2mn b/d this
year after a 1.0mn b/d increase in 2017. The crude oil rig count
rose to its highest level since April 2015 in March, indicating rising output, while technology has made production more efficient
and reduced costs. This has helped the US to become the biggest
crude oil exporter in the world, overtaking Saudi Arabia last year.
It will likely overtake Russia as the world’s biggest oil producer in
2019. Another key factor for supply is the shape of the forward

Precious metals: Gold prices have gained in recent months,
aided by US dollar weakness. However, further gains are likely
to be limited since bond yields are likely to rise as major central
banks are becoming increasingly hawkish. We believe that gold is
a useful asset to have in the portfolio given ongoing geopolitical
tensions and increased financial market volatility, so we keep our
neutral allocation.
Soft commodities: Agricultural commodity production could
begin to fall in 2018 after two years of good harvests. The USDA
expects grain stockpiles to fall this year, in part due to rising US
corn exports. Weather conditions are also less favourable, with a
severe drought in Argentina set to lead to a poor soybean harvest.
There were record low US wheat plantings during the winter due
to poor weather and corn production in Latin America is falling.
Meanwhile, firming global demand for commodities like wheat is
set to reduce inventories. Stocks-to-use ratios for corn, soybean
and wheat all fell towards the end of 2017 for the first time since
2012. This suggests that prices are likely to rise. We believe that
soft commodities may also act as a good inflation hedge in the
portfolio. We raise our allocation from neutral to overweight.
The information contained herein is obtained from sources believed
by City of London Investment Management Company Limited to be
accurate and reliable. No responsibility can be accepted under any
circumstances for errors of fact or omission. Any forward looking
statements or forecasts are based on assumptions and actual results
may vary from any such statements or forecasts.
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Chart 7: Citigroup Inflation Surprise Indices

Chart 8: Implied Volatility Indices
50

140

40
30

120

G10
EM

20

US Treasury
US Equities (RHS)

40

100

10
0
-10

80

30

60

20

40

Source: Bloomberg

Chart 9: US Credit Spreads
US IG OAS, %
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Chart 11: EM Bond Yields and Spreads, %
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Chart 10: Eurozone Credit Spreads
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Chart 12: Correlation between commodities index returns and US CPI, % yoy*
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Source: J. P. Morgan
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