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Summary and Major Conclusions: 

 

▪ The global economy is firing on all cylinders and expanding at the fastest pace since 

2007; all regions of the world are participating in the economic revival. Compared with 

actual growth of 2.9% in 2016, world GDP is expected to grow by 3.8% this year and 

by 4% in 2018, which would be the best year of growth since 2011. 

 

▪ A confluence of favorable developments has powered world economic growth over the 

past year, most notably much improved financial conditions; less restrictive fiscal 

policies; hyper-accommodative monetary policy by major foreign central banks; and 

broad strength in exports and world trade resulting from rapid growth in domestic 

demand in the US and China.  

 

▪ The eurozone is enjoying the strongest period of growth in more than a decade with real 

GDP expanding at a 2.5% annual rate. Net job creation is increasing at a healthy 1.6% 

annual rate, slightly faster than that of the US. Trends in corporate profits, business 

fixed investment, and inflation are also favorable.  

 

▪ GDP growth in the eurozone should average nearly 2.5% this year, decelerating 

modestly to 2% in 2018. These growth rates are double Europe’s long-term growth 

potential of 1.25%.  

 

▪ The European Central Bank (ECB) will maintain its ultra-accommodative monetary 

policy throughout 2018, at a minimum, holding its policy rate at zero and continuing 

its asset purchase program. A moderate tapering of asset purchases is likely in 2018.  

 

▪ The recent strength in Japan’s economy has been surprising, with output and spending 

rising at their fastest paces since the 1990s. GDP is highly leveraged to export trade, 

which in turn is leveraged to the global manufacturing cycle and weakness in the 

Japanese yen.  

 

▪ Japanese corporate profits have risen to the highest level in 25 years and are increasing 

at a 25% annual rate. Profit margins on operating earnings recently rose to an all-time 

high of 8.5%. My forecast assumes real GDP growth of 1.5% for all of this year, 

moderating to 1.25% in 2018 and reverting to its long-term average of 1% in 2019.  

 

▪ Economic and policy conditions appear favorable for another positive year for global 

equity markets in 2018. Conditions continue to improve for domestic markets and for 

export trade, providing a strong foundation for healthy growth in business profits again 

in 2018, accompanied by rising confidence levels.  

 

 

 

From a worldwide 

macroeconomic 

perspective, the 

Japanese equity market 

depends upon external 

forces, including 

continued robust world 

economic growth, 

favorable liquidity 

conditions, expanding 

world trade, rising 

exports, and a weak 

yen. There is also a 

positive correlation 

between Japanese 

equities and market 

yields on US Treasury 

bonds. These external 

factors are expected to 

remain favorable, 

allowing Japanese 

stocks to outperform the 

global benchmark 

during 2018.  
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▪ European equities should outperform those of the US in 2018. Although the MSCI 

Europe Index has risen by more than 20% over the past year, there remains 

considerable room for catch-up versus the US. The S&P 500 Index has reached a level 

more than 65% above its pre-crisis peak in 2007, while European stocks have barely 

returned to their previous 2007 highs.  

 

▪ Japanese equities are on a rampage, with price appreciation of greater than 50% over 

the past 18 months. Large-cap stocks have risen to their highest level in nearly 25 

years. The primary market drivers have been extreme monetary stimulus, broad-based 

domestic economic growth, and the strongest profit cycle in 15 years. 

 

▪ Japanese equities should continue to outperform the global benchmark over the next 

year, predicated upon continued strong growth in company earnings, a weak yen, highly 

expansionary monetary conditions, and reasonable valuations. Government policy could 

be an added positive for Japan’s equity market following the landslide reelection of 

Prime Minister Shinzo Abe.  

 

▪ The recent mini-boom in China’s economy has ended and a period of slower growth lies 

ahead. A reversal in its property boom will be the primary driver of GDP growth, which 

is expected to slow from its recent peak of nearly 7% to 6% later next year and to 5.5% 

in 2019. Importantly, a moderation in growth rather than a hard landing is the most 

likely scenario. The Chinese equity market is expected to lag the global benchmark in 

2018. 

 

The last 12 months have witnessed a remarkable turnaround in world economic 

conditions. Following five years of stagnation through 2016, the global economy 

has rebounded strongly in recent quarters, led by Europe, Japan, China, and 

emerging Asia. As a result, non-US equity markets have strengthened considerably 

with rates of return superior to those in the US. This week’s Economic Perspective 

provides an update of world economic and policy trends along with an analysis of 

investment implications. 

 

Could you begin with a broad overview of world economic and policy trends? 

 

The global economy is firing on all cylinders and expanding at the fastest pace 

since 2007. Virtually all regions of the world are participating in the economic 

revival, led by Europe, Japan, and emerging Asia. Because it began later, the 

economic recovery outside the US is lagging America’s by more than two years. 

The implication is that the eventual slowdown in foreign economies will also lag 

that of the US.  

 

Following many years of anemic growth, world trade rebounded strongly in 2017, 

expanding by nearly 5%, a sharp increase from the average 1% to 2% growth in 

most recent years. In addition to healthy growth, inflation remains depressed in 

most regions, especially in Japan and the eurozone. Finally, corporate earnings 

throughout the world are booming, with non-US profits rising at a faster pace 

relative to those in the US.    
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Could you place current international business conditions in a historical context? 
 

The world economy has entered its first synchronized global expansion in more 

than a decade. Truly synchronized global expansions have occurred infrequently 

since 1980. Compared with actual growth of 2.9% in 2016, world GDP is 

expected to grow by 3.8% this year and by 4% in 2018, which would be the best 

year of growth since 2011. As a reference, world GDP adjusted for inflation has 

expanded at a compound annual rate of 3.6% since 2000.  
 

What explains the dramatic turnaround in the world economy during the past 12 

months? 
 

A confluence of favorable developments has powered world economic growth over 

the past year, the most important of which can be summarized as follows: 

 

▪ Much improved financial conditions resulting from the widespread 

deleveraging of household and bank balance sheets over the past five years 

 

▪ Hyper-accommodative monetary policy by major foreign central banks, 

resulting in negative interest rates and expanding balance sheets 

 

▪ Fiscal policy in many key countries has shifted to stimulus from restraint 

 

▪ Broad strength in export trade resulting from rapid growth in domestic 

demand in the US and China, reinforced by weak currencies 

 

▪ Until very recently, low energy prices have contributed to a rise in real wages 

 

▪ The combination of strong export demand and an end to the steep run-off of 

business inventories has ignited a powerful manufacturing cycle 

 

▪ Improved business confidence has sparked an increase in hiring and a sharp 

rise in orders for capital goods  
 

How sustainable are these favorable trends? 

 

While economic, financial, and political conditions are fragile in many foreign 

economies, the odds favor a continuation of healthy growth through 2018 spilling 

over into 2019. Of greatest importance for sustained economic growth are 

continued highly accommodative central bank policies, strong growth in world 

trade, and robust domestic demand within the US, sparking rapid growth in 

imports to North America.  
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What are the key drivers of the eurozone economy?  
 

Europe is enjoying the strongest period of growth in more than a decade. Real GDP 

in the eurozone is expanding at a 2.5% annual rate, led by Germany, Austria, 

Spain, and the Netherlands. While manufacturing for both exports and the 

domestic market has been the prime driver of growth, other sectors have 

contributed, most notably consumer spending and business investment. My 

forecast assumes that GDP growth in the eurozone will average 2.5% for all of this 

year, decelerating modestly to 2% in 2018. These growth rates are comfortably in 

excess of Europe’s long-term growth potential of 1.25%.  

 

Trends in employment, business profits, and inflation are also favorable. Net job 

creation is increasing at a healthy 1.6% annual rate, the fastest pace since 2007, 

and slightly faster than that of the US. The eurozone unemployment rate has 

declined from a multi-decade high of 12% in 2013 to less than 9% currently. 

Corporate earnings are increasing at a rate in excess of 20%, with only a modest 

slowdown likely in 2018. In the negative column, deflationary pressures continue 

to spread despite the heroic efforts of the European Central Bank (ECB) to expand 

money and credit. At 0.9%, core consumer inflation is well below the central 

bank’s target of 2%. 
 

When will the ECB begin to withdraw the extraordinary amount of liquidity that is 

being injected into the financial system? 

 

There is considerable uncertainty surrounding ECB policy. As a frame of reference, 

monetary policy in the eurozone has become far more accommodative than that of 

the US, even though quantitative easing was implemented several years later. Its 

policy rate has been stuck at zero for the past two years, and its asset-purchase 

program has continued unabated. The ratio of ECB assets to GDP has risen from 

20% of GDP in 2011 (just prior to the eurozone debt crisis) to 40% — compared 

with only 25% in the US — and remains in a steady uptrend.  

 

The current plan is for the ECB to begin to taper its asset purchases early in the 

new year. Current monthly purchases of €60 billion are expected to be reduced to 

a monthly rate of €40 billion in the first quarter of next year, but will remain in 

effect throughout 2018. In other words, the ECB balance sheet will continue to 

expand until early 2019, at a minimum, while the Federal Reserve balance sheet 

should be in a steady downtrend.  

 

The key to the outlook for ECB policy is inflation, which remains dangerously close 

to deflationary territory. A major shift in monetary policy is unlikely until there is 

concrete evidence of a sustained rise in the inflation rate, which suggests that the 

ECB will remain a positive economic force for financial markets.  
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How would you characterize business conditions within Japan? 

 

The recent strength of Japan’s economy has been a pleasant surprise, with GDP 

increasing at the fastest pace since the 1990s. Moreover, strength has been 

broadly based. Personal consumption has been supported by solid growth in 

employment and a decline in the unemployment rate to 2.8%, the lowest in 15 

years. The closely watched jobs-to-applicant ratio has risen to 1.52, the highest 

level since 1974, symptomatic of tight labor markets.  

 

However, of greatest importance to Japan’s economy are the export and industrial 

sectors. GDP is highly leveraged to export trade, which in turn is leveraged to the 

global manufacturing cycle and weakness in the Japanese yen. The plunge in the 

yen in recent years has been an important contributor to strength in both export 

trade and business profits.  

 

Industrial production has increased by an average of 5% in recent months, sparked 

in part by 15% growth in Japan’s exports. Perhaps most impressive is the surge in 

corporate profits, which are currently at the highest level in 25 years and 

increasing at a 25% annual rate. Corporate operating margins recently rose to an 

all-time high of 8.5%.  

 

How sustainable is the current excellent performance of Japan’s economy? 
 

Because Japan’s current annualized GDP growth rate of 1.5% is above its long-

term growth potential, a slowdown appears inevitable, although current momentum 

should persist in coming quarters. The outlook for Japanese economic growth is 

predicated upon the following variables: 

 

▪ Growth in domestic demand in the US, Europe, and China 

▪ Ongoing weakness in the Japanese yen necessary to spark export growth 

▪ Continued hyper-accommodative monetary policy to ignite inflation 

▪ Supply-side reforms to promote faster economic growth   

 

My forecast assumes real GDP growth of 1.5% for all of this year, moderating to 

1.25% in 2018 and reverting to its long-term average of 1% in 2019.  
 

What is the status of the mini-boom in China of the past 18 months?  

 

China’s third quarter GDP growth of 6.8% was slightly slower than that of previous 

quarters. China’s economy has enjoyed boom-like conditions over the past year 

derived from explosive growth in housing construction and the spillover effects to 

key basic industries, such as copper, steel, aluminum, cement, and construction 

machinery. However, it is becoming increasingly clear that the recent property 

cycle is nearing an end, which implies decelerating growth in GDP in coming 

quarters. The government’s ongoing policy to control credit growth should reinforce 

the slowdown in housing and related industries. 
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Although there exists a high probability of slower GDP growth in 2018, neither a 

hard-economic landing nor even a sharp slowdown in the rate of growth appears 

likely, for several important reasons:  

 

▪ The expected slowdown in housing is unlikely to be severe because of 

cautious management of inventories by property developers 

 

▪ Retail sales should continue to increase at the consistent 10% rate of the 

past several years, propelled by sharply rising wages and salaries 

 

▪ The growth trend in capital formation — including infrastructure spending 

— should persist at the recent 10% rate for the foreseeable future 

 

▪ Strengthening domestic demand in the US and Europe during 2018 should 

support solid growth in Chinese exports 

 

My forecast assumes a slowdown in China’s rate of GDP growth from nearly 7% to 

6% during the next four quarters and to 5.5% in 2019. From a global 

macroeconomic perspective, slower trendline growth implies slower growth in world 

trade, spreading weakness in commodity prices, and economic weakness in 

exporting countries in the Pacific Rim. However, odds of a contagion effect 

between decelerating growth in China and global markets appear low.    

 

What should investors expect from European equities in 2018? 
 

Economic and policy conditions appear favorable for another year of healthy equity 

market gains in 2018. Business conditions continue to improve both for domestic 

markets and for export trade, providing a strong foundation for growth in business 

profits again in 2018. Finally, it is virtually assured that the ECB will remain 

highly accommodative for all of next year. European equities could deliver another 

year of double-digit returns in 2018.  

 

I continue to assume relatively better returns from European versus US equities 

over the next year. Although the MSCI Europe Index has risen by more than 20% 

over the past year, there remains considerable room for catch-up versus the US. 

The S&P 500 Index has reached a level more than 65% above its pre-crisis peak 

in 2007, while European stocks have barely returned to their previous 2007 highs.  

 

European small- and mid-cap stocks have outperformed large caps by a wide 

margin and are currently at all-time highs. The excellent performance of small-cap 

stocks is a vivid manifestation of the underlying strength of the European economy. 

It is also a reflection of the gradual healing of the eurozone banking system as 

evident in accelerating growth in the money supply. 
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Because of superior relative earnings prospects, small-company stocks should 

continue to perform best in 2018. European equity valuations also look attractive 

relative to those in the US. The price-to-earnings (P/E) ratio for the MSCI Europe 

Index is currently 16.5, which compares with a ratio of 18.5 for the S&P 500. 

Current dividend yields of 3.6% are nearly double those in the US. 

 

Is the powerful rally in Japanese equity markets sustainable? 
 

Japanese equities are on a rampage, with price appreciation of nearly 20% in only 

eight weeks — and more than 50% over the past 18 months. Large-cap stocks 

have reached their highest level in nearly 25 years. The primary market drivers 

have been exceptionally strong monetary stimulus, broad-based domestic economic 

growth, and the strongest profit cycle in 15 years. These internal trends are 

expected to continue for the next 12 months. 

 

From a global macroeconomic perspective, the Japanese economy also depends 

upon external forces, including continued robust world economic growth, 

expanding world trade, rising exports, and a weak yen. There is also a positive 

correlation between Japanese equities and market yields on US Treasury bonds. 

These critical external factors are also expected to remain favorable for the next 12 

months.  
 

Are Japanese stocks overvalued? 

 

Based upon 12-month forward estimated earnings per share (EPS), Japanese 

stocks are valued at a P/E ratio of 15, roughly in line with their average of the past 

seven years — but near the lows of the past 20 years. The current dividend yield of 

1.6% is well above Japan’s inflation rate. These valuations appear very reasonable 

in the context of current inflation and long-term bond yields, each of which is 

approximately zero. Corporate earnings for Japanese companies have increased at 

an unusually consistent rate of 9% over the past 10, 20, and 25 years, a rate that 

would imply higher valuations from a longer-term structural perspective.  

 

Government policy could be an added positive for Japan’s equity market following 

the recent reelection of Prime Minister Shinzo Abe, who is now in a more secure 

political position to effectively promote his pro-growth economic policies. Overall, 

predicated upon continuation of current economic and earnings trends, 

expansionary monetary conditions, a weak yen, and reasonable valuations, 

Japanese stocks should continue to enjoy positive forward momentum through 

most of 2018.   
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Are Chinese corporate equities in a bubble? 

 

The MSCI China Index has surged in recent months, rising by 25% and 65% over 

the past six and 18 months, respectively. Broadly based growth in output, a strong 

recovery in business profits, and stabilization of the Chinese yuan were the primary 

factors fueling the strong rally in stock prices. However, as in the US, the 

technology sector has accounted for a large share of market returns, led by the hot 

BAT stocks (Baidu, Alibaba, and Tencent). The Chinese equity market appears 

overbought and overvalued. 

 

In addition to speculation and valuation, the favorable economic trends of the past 

two years are likely to at least partially reverse course over the next year. GDP will 

likely experience a distinct slowing trend, business profits could stabilize, and the 

yuan is likely to soften versus the US dollar. A sustained rise in yields on US 

government bonds, as expected, is also a negative for Chinese equities, which are 

likely to lag the global benchmark over the next year.    

 

 

 

 

 

 

 

 

        

      
 

Robert F. DeLucia, CFA, was formerly Senior 

Economist and Portfolio Manager for Prudential 

Retirement. Prior to that role, he spent 25 years at 

CIGNA Investment Management, most recently serving 

as Chief Economist and Senior Portfolio Manager. He 

currently serves as the Consulting Economist for 

Prudential Retirement. Bob has more than 40 years of 

investment experience. 



 

0271104-00136-00 9 

December 4, 2017 

 

For informational or educational purposes, only. This material is not intended as advice or recommendation about investing or managing your retirement 
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Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
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representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 
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