QUARTER 3 IN REVIEW

US GROWTH SUPPORTS STOCKS, BUT BONDS FALTER
Equities performed well in the third quarter, helped by robust corporate earnings and firmer
economic growth. Much of the outperformance was attributable to the US – growth eased in most
other regions compared with last year. The trade war issue stayed at the forefront of investors’ minds,
but compromises and the suspension of some threatened tariffs helped to dissipate tensions. This
contributed to core bond yields rising and falls in Eurozone sovereign bonds.
Lenny McLoughlin
Chief Economist, Irish Life Investment Managers Limited (ILIM)

Progress on trade
The trade issue was again a major influence on markets in the quarter.
Although two separate rounds of tariffs heightened fears of a further
escalation of the trade dispute between China and the US, progress
elsewhere was deemed to have reduced the potential risks to growth from
a global trade war. The agreement of a new NAFTA trade deal between
the US, Mexico and Canada removed the risk of a trade war on the North
American continent. The truce agreed between the US and EU, whereby
new tariffs will not be implemented while trade talks are ongoing, also
allayed concerns.

No surprises from central banks
Apart from the Bank of Japan (BoJ), central banks did little to surprise
investors during the quarter. The BoJ increased the range around its zeropercent target on 10-year sovereign yields to +/-20 basis points (bps),
although it indicated that interest rates would be kept low for the foreseeable
future. The US Federal Reserve (Fed) raised rates by 0.25%, as expected,
and guided towards another 25bps rise in December. The European
Central Bank (ECB) reaffirmed its intention to halve asset purchases to €15
billion per month through the last quarter of 2018 and end purchases in
December. The ECB also suggested that the first interest-rate rise would
occur after the summer of 2019. The Bank of England raised interest rates
by 0.25%, but no further moves are expected until there is greater clarity on
the Brexit process.

Brexit – deal or no deal?
Concerns around Brexit grew throughout the quarter. Earlier optimism
surrounding Theresa May’s Chequers proposal was dashed when the EU
rejected it in September. Ongoing political divisions within the Conservative
Party (and at a national level) have contributed to uncertainty. Consequently,
it is proving extremely difficult for all groups involved to find a consensus deal
that would enable the UK to officially exit the EU at the end of March and
obtain a transition deal. As a result, the probability of a ‘no deal’ hard Brexit
in March 2019, with the associated significant risks to the UK economy, has
increased. However, the current probability still sits at less than 50%.

Italy’s government: ruffling feathers
The new Italian government made conciliatory statements that it did not
intend to leave the euro or EU, had no intention of introducing a new parallel
currency and wanted to restore investors’ confidence in Italy’s finances. In
response, Italian spreads against Germany narrowed in the early part of the
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third quarter, with 10-year spreads reaching a low of 212bps in mid-July.
Italian spreads subsequently widened as investors began to anticipate a
difficult negotiating period with the EU over the 2019 budget. As 10-year
spreads rose to over 280bps, the Italian government again made conciliatory
statements suggesting a fiscal deficit of between 1.6% and 2% of GDP in
2019. Markets responded positively, as this would have meant only a
modest increase in the deficit next year. As a result, Italian spreads narrowed
again to around 230bps. On the last trading day of the quarter, however,
the Italian government surprised markets by announcing its intention to
run a fiscal deficit of 2.4% of GDP for the next three years. This gave rise to
renewed fears over Italy’s debt sustainability and caused 10-year spreads
against Germany to widen again to 268bps by quarter-end.

Turkish assets in the red
In Turkey, a political and economic crisis erupted as the US imposed
sanctions in response to the detention of a US citizen in connection with the
failed 2016 coup. This, combined with the apparent loss of the central bank’s
independence, large levels of foreign exchange corporate borrowings,
a sizeable current account deficit, a rising fiscal deficit and evidence of
nepotism in government, caused the Turkish lira to fall sharply. Broader
Turkish assets were also affected. Ultimately, these issues were viewed as
being specific to Turkey and not necessarily representing a contagion risk to
other emerging markets. That said, there was an initial impact on sentiment
towards emerging-market assets. Italian bonds were also negatively
affected by these events, given the recent political sensitivities there.

QUARTER 3 IN REVIEW

MARKET ROUND-UP
Global earnings underpin stocks
The earnings season for quarter two continued the strong trend of
recent quarters. Earnings in the US, Europe and Japan grew 25%,
12% and 8% year on year, respectively. Results were 5%, 1% and 7%,
respectively, ahead of expectations. Consensus forecasts for global
earnings growth for 2018 have risen from 10% at the end of last year
to 16.4% currently. This is due to lower corporate tax rates in the US,
positive global earnings reporting seasons in the year to date and the
still-positive global economic backdrop.

Equities
Over the quarter, the MSCI AC World equity benchmark rose 4.8%
(4.9% in euro terms). The US rose 7.5% (8.1% in euro terms) on the
back of strong economic and earnings growth. Japan rose 6.5% (4.4%
in euro terms). Policy continuity was expected following the re-election
of Prime Minister Abe as the LDP leader, the economic outlook was
generally positive (despite some mixed data releases) and the yen was
weaker, which helps exporters. The UK fell -0.4% (-1.1% in euro terms)
as Brexit-related uncertainty acted as a drag. Emerging markets lagged,
rising only 0.1% (-0.4% in euro terms), negatively impacted by traderelated uncertainties, rising US bond yields and idiosyncratic issues,
such as the developments in Turkey.

Bond markets
The ICE BofA Merrill Lynch Eurozone > 5-year sovereign bond
benchmark fell -1.3% during the quarter. German 10-year yields rose
along with global yields, rising to 0.47% as wage inflation rose to
2.9% in the US and 2.3% in the Eurozone. Reduced trade fears also
contributed to the higher yields. In peripheral Europe, Italian 10-year
spreads against Germany rose to 268bps as the government’s fiscal
deficit proposals disappointed. Spanish 10-year spreads were relatively
immune to developments in Italy and were more or less unchanged at
103bps. Meanwhile, Portuguese spreads fell slightly to 141bps.

Currencies and commodities
The euro was somewhat volatile, reacting at times to the tensions in
Italy and Turkey. Over the quarter as a whole, it fell slightly against the
US dollar to 1.1604, having reached a low of 1.13. The euro found
some support from the easing in trade tensions and a sense that the
market is now closer to fully discounting the Fed’s rate tightening
path. This removed some of the support for the US dollar, which has
been evident through much of 2018. There was also a sense that
it is difficult for the ECB to provide more dovish guidance around
future policy decisions, having pushed out expectations for the first
interest-rate rise to late 2019. Commodities rose 1.3% (1.9% in euro
terms). West Texas Intermediate (WTI) oil fell -1.2% due to Chinese oil
demand weakening as growth slowed. The markets’ expectations that
increased oil production from both OPEC and non-OPEC producers
would fill the gap from lower Iranian exports from November onwards
also contributed to the slight fall in the oil price.
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Source: MSCI. The MSCI information may only be used for your internal use, may not be
reproduced or redisseminated in any form and may not be used as a basis for or a component
of any financial instruments or products or indices. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied upon as such. Historical data and analysis
should not be taken as an indication or guarantee of any future performance, forecast
or prediction. The MSCI information is provided on an “as is” basis and the user of this
information assumes the entire risk of any use made of this information. MSCI, each of its
affiliates and each other person involved in or related to compiling, computing or creating
any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all warranties
(including, without limitation, any warranties of originality, accuracy, completeness, timeliness,
non-infringement, merchantability and fitness for a particular purpose) with respect to this
information. Without limiting any of the foregoing, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including, without
limitation, lost profits) or any other damages. (www.msci.com)
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ECONOMIC SNAPSHOT
Global economy
Positive economic newsflow through most of the quarter
supported equities, although growth was increasingly centred on
the US. The global economy grew 3.5% (annualised) in quarter
two and appears to have grown around 3.0% in quarter three. This
was led by the US, with growth of 4.2% (annualised) in quarter two
and expected growth of 3%+ in quarter three. Elsewhere, growth
in the Eurozone and China was softer, at least partly due to the
uncertainty over trade. Japanese growth was more mixed, with
strong second-quarter growth of 3.0% (annualised) followed by a
weather-related slowdown in quarter three. However, a rebound is
expected in quarter four on the back of strong business sentiment
and rising investment plans.

US
In the US, second-quarter GDP grew 4.2% (annualised), compared
to 2.2% in quarter one. The labour market was generally strong,
with non-farm payrolls rising 201,000 for the month of August.
The unemployment rate rose slightly to 3.9% from 3.8%, due to a
rise in the labour market participation rate. Over the quarter, ISM
manufacturing rose from 58.7 to 61.3, a high for the current cycle,
while services rose from 56.8 to 58.5. Consumer confidence rose
from 126.4 to 138.4, also a cycle high. House prices in the top 20
cities rose 5.9% year on year, down from 6.6% year on year at the
end of quarter two.

Eurozone
Eurozone economic data was generally soft through the quarter.
Second-quarter GDP across the Eurozone grew 0.4% quarter
on quarter and 2.2% year on year. The Eurozone composite PMI
fell from 54.9 to 54.2 and remained well below the high of 58.8
in January. Unemployment fell from 8.4% to 8.2%. Elsewhere,
industrial production was down -0.1% year on year at quarter-end.
Headline inflation was running at 2.1% year on year at quarter-end,
although core inflation remained low at 0.9% year on year.

UK
Despite the uncertainty related to Brexit, UK economic data was
generally stronger through the quarter, boosted in part by spending
associated with the royal wedding and the World Cup. Secondquarter GDP grew 0.4% quarter on quarter, while monthly data
for July showed GDP up 0.3% month on month. The composite
PMI slipped slightly from 54.5 to 54.2. Consumer confidence was
unchanged at -9. Unemployment fell from 4.2% to 4.0%. CPI was
up from 2.4% year on year at the end of the previous quarter to
2.7% year on year.

Japan
Second-quarter GDP rose 0.7% quarter on quarter, or 3.0% on an
annualised basis, having been negative in quarter one. Industrial
production rose 0.7% month on month and 0.6% year on year at
quarter-end. Retail sales rose 0.9% month on month and 2.7% year on
year at the end of September, although consumer confidence slipped
from 43.7 to 43.4. Headline CPI rose 1.3% year on year, while core
inflation was rising only 0.4% year on year by quarter-end.

China
Chinese data was generally weak through the quarter, although
there were some tentative signs of stabilisation in some readings
towards quarter-end. Second-quarter GDP grew 1.8% quarter on
quarter, leaving growth up 6.7% year on year. Retail sales growth
improved from 8.5% to 9.0% (year on year), while industrial
production growth declined from 6.8% to 6.1% year on year. The
Caixin composite PMI fell from 52.9 to 52.0.

Ireland
In Ireland, economic data was generally firm, with the economy
showing reasonable resilience to Brexit-related uncertainty.
Second-quarter GDP rose 2.5% quarter on quarter and 9.0% year
on year. Personal consumption grew 1.5% quarter on quarter and
4.4% year on year. During the quarter, numbers on the Live Register
fell 15,000 to a seasonally adjusted 209,900 and unemployment
fell from 5.8% to 5.6%.
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THE ILIM VIEW – LOOKING AHEAD
We are positive on the outlook for equity markets, expecting returns of mid-to-high single digits for 2018.
The positive outlook for equities is underpinned by a strong economy and earnings growth. Following a seasonal and weather-related
slowdown in quarter one, global growth appears to have recovered in quarter two. In 2018, global growth is less synchronised than it was
last year. This year, the US is the main engine of growth in developed markets. Global growth is expected to be in line with 2017 at 3.2%,
with stronger US growth offsetting slower expansion in Europe and Japan. Leading economic indicators suggest positive and above-trend
rates of economic growth should continue for at least the next two years.
This positive economic growth backdrop is underpinning global earnings. Consensus growth forecasts for global earnings in 2018 have
risen from 10% at the beginning of this year to 16.4% currently. They have been boosted by both the strong economic environment and the
reduction in US corporate tax to 21%. Earnings are forecast to grow by 9.7% in 2019.
Supported by the economy and corporate earnings, equity valuations lend themselves to further gains. Currently global equities are trading
on a 12-month forward P/e multiple of 14.8x compared to a long-term average of 15.6x. On other absolute valuation measures (such as
price to book and dividend yield), equities are trading close to long-term averages and do not appear stretched in valuation terms.
On a relative valuation basis, equities appear very attractive relative to other asset classes such as bonds and cash, given the relatively low
yields available on these assets compared with historic levels. Given these valuation levels and the supportive fundamental backdrop, we
believe that equity markets can rise further in 2018 and in 2019.
The main risk to this positive outlook is concern around global trade. Global growth could be threatened if the recent spate of tariff
announcements continues, and the measures announced (and possibly more tariffs) are actually implemented. In such a scenario, current
global growth and earnings expectations would prove to be too optimistic and equity valuation multiples would probably decline, leading
to falls in equity markets. Ultimately, we believe the well-known costs associated with a global trade war will prevent this happening. We
expect compromises and concessions to be reached between trading partners, which will enable growth to be maintained at current levels.
Recent progress in the NAFTA trade negotiations, and the agreement between the US and Japan to enter bilateral trade talks, for example,
suggest a worst-case trade outcome can be avoided.
An additional risk is the ongoing reduction of policy accommodation by global central banks. A withdrawal of accommodative policy has
been well flagged, and should not be a surprise to investors. It is occurring because global growth has improved to the point where the level
of policy accommodation provided since the financial crisis is no longer required. We believe the positive growth backdrop will offset any
negative impact on equity markets from reduced levels of policy accommodation.

THE MONTH AHEAD
Economic data and events to watch
1 October

Euro Area unemployment rate (August)
US ISM manufacturing PMI

2 October

Reserve Bank of Australia’s interest-rate decision

5 October

Reserve Bank of India’s interest-rate decision.
US non-farm payrolls (September)

9 October

German balance of trade (August)

10 October

UK’s balance of trade
ECB’s non-monetary-policy meeting

11 October

US core inflation (September)

15 October

US Retail sales (month on month; September)

16 October

Germany’s ZEW economic sentiment index (October)

Political events
7 October

General elections in Brazil (first round)

28 October

General elections in Brazil (second round)

17 & 18 October

European Council Meeting

Source: ILIM, Bloomberg. Data is accurate as at 30 September 2018

18 October

Japan’s balance of trade (September)

19 October

US existing home sales (September)

23 October

Euro Area consumer confidence (October)

24 October

German manufacturing: Markit’s PMI (October)

25 October

ECB’s interest-rate decision

26 October

US GDP (quarter on quarter; Q3)

30 October

Euro Area’s business confidence
German inflation year on year

31 October

UK’s GfK consumer confidence (October)
Bank of Japan’s interest-rate decision
Euro Area growth rate (quarter on quarter; Q3)
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