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The Forum is an invaluable opportunity to debate the 
issues and trends that impact global economies  
and financial markets, helping us to chart a roadmap 
for asset classes over the medium term. 
Steve Ilott, Head of Investment Solutions, CIO for North America,  
BMO Global Asset Management
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Over three days a selection of our investment managers, 
economists and strategists congregated in London for our annual 
Global Investment Forum (the Forum). 

As well as sharing their own analysis and insights, the team 
heard from a range of independent experts with sessions 
covering geographic regions and topical themes like artificial 
intelligence, Big Data and tensions around international trade. 

The Forum is designed to foster an environment of debate – one 
in which our team can formulate views and perspectives on 
economic and market prospects which, in turn, can be applied 
within the portfolios we manage on behalf of our clients. 

 
Risk warnings

This document and the views expressed in it contain forward-
looking assessments, which can be identified by the use of 
terminology such as “may”, “should”, “expect”, “anticipate”, 
“outlook”, “project”, “estimate”, “intend”, “continue” or “believe”. 

These do not constitute investment advice or recommendations 
to buy or sell investments and you should not place undue 
reliance on such statements or returns, as actual returns 
and results could differ materially due to various risks 
and uncertainties. 

Any investment involves risk as market conditions and 
trends fluctuate. Accordingly, investment values may fall 
as well as rise and investors may receive back less than 
originally invested.
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Our Forum is designed to tune out the day-to-day market noise and focus on key 
market drivers over the medium term. Topics and findings included:

Executive summary

The rise of ‘intangibles’ 

Some of the most successful companies in the world don’t 
use much conventional capital and often don’t actually 
produce anything physical. If we look at Facebook, for 
example, their profitability is based on the intellectual 
property that drives their networking technology. As 
‘intangibles’ grab a growing proportion of the global 
economy, their almost infinite scalability should drive 
longer growth cycles.

Inflation in ‘Goldilocks’ territory

The specter of deflation has all but disappeared from 
the world economy. Inflation is rising in the advanced 
economies but even in the U.S., pressures remain modest 
and under control – not too hot and not too cold. 

A U.S. recession is not inevitable

The U.S. is well into its second-longest growth phase since 
World War II and the consensus is saying recession will 
arrive in late 2020. We disagree. Declining union power 
and increasing corporate concentration are limiting wage 
pressures. The rising role of intangibles means that supply 
can respond rapidly to strong demand without putting 
pressure on inflation. Indeed, inflationary pressures are mild 
and the U.S. Federal Reserve is ahead of the game. 

Emerging market revival

Emerging markets (EM) are still the standard-bearers of global 
growth with attractive demographics and the ability to use 
technology to leapfrog in areas of education, finance and 
agriculture. Many are recognizing the importance of improving 
governance to ensure that the interests of managers are 
aligned with those of shareholders as well as society more 
generally. Reducing reliance on imported fossil fuels will also 
make them more resilient in the face of oil price shocks. They 
still face headwinds from Trump’s trade war, a strong dollar 
and rising U.S. interest rates. But many EM assets are cheap 
and offer good opportunities on a selective tactical basis, 
though we are cautious on the biggest EM of all – China.
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Benign inflation and a robust world economy 
point to a positive environment for risk assets. 
Equities should generate reasonable returns 
albeit limited by rising interest rates.



Europe still on track

We don’t believe that Europe’s stellar performance in 2017 
was a false dawn. Growth may have been disappointing 
this year, but that has more to do with transient issues 
such as inclement weather and trade wars than with 
fundamentals. While Italy’s disaffection with the European 
project is a significant risk, the region’s economy is now on 
a firm enough footing to withstand the gradual removal of 
unprecedented monetary support.
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No more cheap oil?

The U.S. shale oil boom kept oil prices low from 2015 to 
2017. It also depressed investment by the rest of the oil 
industry. That has lowered their production today and this, 
combined with OPEC output reductions, is limiting supply 
while the robust world economy is boosting demand. This 
looks set to push up the oil price in the short to medium 
term.

UK and the shadow of Brexit

Brexit is the dominant influence on the UK economy and 
much will hang on whether the government is able to avoid 
crashing out of the EU without a deal. The uncertainty is 
leaving UK financial assets somewhat in limbo, with the 
future direction of UK interest rates and sterling being subject 
to the success or otherwise of the Brexit negotiations.

Trade wars will fade

We think that global trade wars will have a limited impact on the 
world economy. Chinese companies look set to be the most affected 
but their exports to the U.S. are a small and declining share of GDP 
and will be diverted, at least in part, to other markets, especially if 
the 25% tariffs (due in January 2019) go ahead. China will also take 
policy action to offset the impact on their economy. Meanwhile, 
reduced U.S. demand for imports from China is more likely to benefit 
other foreign countries rather than U.S. domestic producers. 

Asset allocation

Benign inflation and a robust world economy point to 
a positive environment for risk assets. Equities should 
generate reasonable returns, albeit limited by rising interest 
rates. Government bonds are likely to suffer as central 
banks, led by the U.S., move gradually to normalize interest 
rates and reduce their balance sheets. We expect fixed 
income in general to underperform. Corporate credit could 
offer the worst of both worlds: we think credit spreads 
are too tight and are underweight in both developed and 
emerging markets. In our view, corporate risk is best taken 
in equities, while credit is inferior to government bonds as a 
hedge against recession risk. 

BMO Global Asset 
Management’s Chief  
Economist, Steven Bell. 



Importantly, inflation is a benign influence, 
residing in what could be described as 
‘Goldilocks’ territory, being neither too high 
which could require damaging rises in interest 
rates nor too low to morph into the mortal 
enemy of economic growth: deflation. 

Risk assets better placed than bonds 
The global economic upswing has been long 
but shallow and inflationary pressures remain 
subdued. This creates a fertile environment for 
risk assets. 

But while we expect equities to perform 
reasonably well with corporate earnings 
continuing to grow, even against the 
headwind of rising interest rates, we fear that 
government bonds and corporate credit may 
be vulnerable as the unprecedented central 
bank stimulus is wound down. 

Global tensions on the rise
While our overall economic view remains 
upbeat, we concede that there are clouds on 
the horizon. The U.S. Federal Reserve (Fed) is 
currently raising interest rates, as are other 
central banks. We are also witnessing an 
escalating trade war between the U.S. and 
China, which is straining relations between the 
world’s two most powerful nations. Elsewhere 
on the geopolitical stage, we look on with 
unease as Brexit and a surge of nationalism 
threaten the established order in Europe. 

What’s our base scenario?
The world economy is in good shape and we expect stock markets to reflect  
this. Unemployment is falling at the global level and should continue to do so  
as companies with strong profits continue creating jobs. 

BMO Global Asset Management
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The chart displays the evolution of consensus expectations for growth in a particular year. While it 
illustrates a historical pattern of over-enthusiasm for growth at the start of the year, more recently (2017 
and 2018), this has changed. Analysts have underestimated the growth trajectory for global economies, 
which has supported the strong performance of risk assets. 

Chart 1: Global GDP Growth Forecasts (% year-on-year)

The global economic upswing has been long but 
shallow and inflation pressures remain subdued. This 
creates a fertile environment for risk assets but we 
fear that government bonds and corporate credit may 
be vulnerable as the unprecedented central bank 
stimulus is wound down.
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Chart 2: Number of OECD Countries with Low Core Inflation
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Chart 3: OECD Policy Rate Changes (yoy)

Opportunity as growth diverges
A feature of the next five years is likely 
to be the end of the recent ‘synchronized 
growth’ phase of the global economy and a 
return to more uncorrelated growth rates. 
This can be expected to translate into 
more differentiated performance by asset 
markets, which will in turn bring more 
opportunity for informed investors to make 
attractive returns.

Interesting times lie ahead as the 
global economy seeks to establish a 
new equilibrium both in the context of 
normalized monetary policy and global 
trading relationships.

A feature of the next five years 
is likely to be the end of the 
recent ‘synchronized growth’ 
phase of the global economy and 
a return to more uncorrelated 
growth rates.
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of the purchase price in M&A 
deals is represented by goodwill 
and other intangible assets.
2017 Purchase Price Allocation Study, PPAnalyser

75% 
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Intangibles:  
Capitalism without capital?

In a rapidly changing world, so-called ‘intangibles’ are playing an increasingly 
important role for investors. Intangibles can be defined as assets, such as goodwill, 
brand recognition and intellectual property, that are not physical in nature.
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This would also include the software technology that 
powers internet giants such as Facebook and Google, 
as well as the operating procedures of Starbucks or 
the value of the Coca Cola brand. 

Artificial, or augmented, intelligence and the 
associated value extracted from Big Data are 
important intangibles, which must be analyzed 
and assessed when valuing equities. While these 
analytical tools are commonly exploited to grow 
revenue and profitability of the major technology 
disruptors, the usage of data analytics is now 
spreading to the more conventional players, 
including financial service providers, with a view  
to also enhancing shareholder returns. 

Companies focusing on intangibles tend to have 
capital-light business models. Their output is often 
highly scalable, facilitating massive growth in their 
networks without a corresponding surge in input 
costs. As we discussed in last year’s Forum, this has 
coincided with growing concentration within sectors 

well beyond technology and, ironically, a decline in 
dynamism. This has in turn led to a rising share of 
profits at the expense of labor. Political forces such 
as regulation rather than economic pressures may 
ultimately contain concentration but, for now, these 
are arguably operating in reverse, at least in the 
United States. 

The trend we have seen towards increasing 
concentration and more monopolistic power with 
corporates is likely to persist and may increase 
through time. As a result, profit margins are likely to 
be sustained at historically high levels even if there 
is an economic downturn in coming years. Indeed, 
the next recession may consolidate the position 
of dominant firms in some sectors. The future 
winners are therefore likely to be the owners and 
providers of capital. 

As investors, our challenge is to identify those 
winners – businesses that have sustainable 
competitive advantages.

Source: Haskell and Westlake (2014) calculations based on INTAN-Invest database (www.intan-invest.net)
Intangible and tangible investment in Europe and the United States. Countries are Austria, Czech 
Republic, Denmark, Finland, France, Germany, Italy, Netherlands, Spain, Sweden, UK, U.S. 

Chart 4: Intangible and tangible investment in Europe and the United States
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A U.S. recession?
Intangibles may have extended the economic upswing but they haven’t abolished 
recessions. Indeed, there is an overwhelming consensus, supported by a number of 
external speakers at our Forum, that the U.S. will slip into recession in 2020. 

We disagree. Certainly, a slowdown in U.S. growth is inevitable 
given the hectic pace at which the economy has expanded this 
year. Unemployment cannot keep falling by 1 percent a year, while 
the boost from President Trump’s hefty tax cuts and fiscal stimulus 
is likely to fade. It should also be noted that the Fed is probably 
only part of the way through its cycle of increasing interest rates.

In the past, the U.S. yield curve – the gap between long and short 
term yields – has been a good predictor of U.S. recessions. In part 
this reflects a simple correlation. When economic data imply that 
a recession is imminent, markets will expect interest rates to fall. 
This would flatten or even invert the yield curve. But this has also 
been a causal relationship. In the past, a flatter yield curve has 
compressed bank lending margins. This has led to a downturn 
in the credit cycle, which has made a recession more likely. This 
causal link appears to be absent this time around. Lending margins 
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Source: Bloomberg, as of September 2018
10 – 2 Spread: U.S. Treasury 10-year yield minus U.S. Treasury 2-year yield.
Net Interest Margin: Interest income generated minus interest paid, relative to assets.

Chart 5: Yield Curve and Bank Interest Margin

have widened as the yield curve has flattened. Failure to appreciate 
this may have led many market participants to overstate the 
chances of a U.S. recession.

The Phillips curve shows the relationship between wage inflation 
and unemployment. There is much debate about the strength of 
this relationship or, indeed, whether it has broken down completely. 
It is usually plotted as a scattergram but a clear picture emerges 
if the dots are joined up, as in AW Phillips’ original 1958 article. 
In chart 6, the dark blue segment relates to economic downturns 
and recessions when unemployment is rising. The upswing part of 
the cycle, when unemployment is falling, is plotted in light blue. 
The dark segment is clearly steeper than the lighter segment. This 
suggests that inflationary pressures emerge relatively slowly in 
economic upswings but diminish rapidly in downturns. 

Offsetting these concerns, however, is a benign inflationary picture, 
which is, in part, a consequence of the way in which intangibles 
have alleviated capacity constraints. This suggests that, rather than 
suffering an outright contraction, the U.S. will only experience a 
modest slowdown in its next downturn. 

The charts indicate that if the downturn is sufficient to raise 
unemployment – not our core view over the next year or so – wage 
inflation would decline, allowing the Fed to respond quickly. This 
would reduce the risk of a severe recession. 

Forecasters can probably discount one of the main catalysts of the 
last downturn – the U.S. housing market – from being a cause of the 
next. Household debt has fallen, serious mortgage delinquencies 
are on the wane, as is the proportion of subprime loans in overall 
housing debt. Yet, housing has been a source of weakness this 
year. This is partly in response to rising mortgage rates but is also 
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a result of the Trump tax reform, which restricted mortgage 
tax relief, and capped at $10,000 the amount of state and 
local tax (SALT), much of which is property-related, that can 
be deducted from federal income tax. This is a useful, if 
accidental, offset to reflationary pressures stemming from 
the Trump tax reform.

As it stands, there is no obvious trigger for the next 
recession. But if one should arise, perhaps brought about 
by an energy shock or an overzealous policy reaction by the 
Fed, we believe it would be mild and short-lived.
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Chart 6: Joining the dots for the U.S. Phillips curve.
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Chart 7: Consumers who think now is a good time to buy a house

The median economic expansion 
since World War II is 45 months.  
The current expansion is  
112 months and counting.
Source: Pantheon Economics, September 2018
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Please note that the axes in Chart 6 are different across the three charts 
and the unemployment ‘gap’ relates to the difference between estimated 
‘equilibrium’ unemployment and actual unemployment.
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Any analysis of the UK and its economic 
prospects needs to recognize that a 
potential leadership challenge, a second 
referendum and a general election  
are but a few of the political 
uncertainties that exist.



UK: Economic fortunes  
in the hands of the politicians

The UK financial markets, especially domestic currency markets (GBP/sterling), are highly 
sensitive to Brexit headlines. Until the summer, the debate had focused on a ‘soft’ versus 
‘hard’ Brexit. Sterling tended to rally when ‘soft’ seemed more likely and vice versa. Now the 
issue is ‘deal versus no deal’.

The UK will leave the EU on April 1, 2019. If a deal has been struck 
by then, there will be a transition period until the end of 2020 
when the UK will, in effect, remain within the EU from the point 
of view of trade in goods and services etc. Negotiations on a trade 
deal between the UK and the EU27 could then begin. Although 
it is unlikely that it would be fully ratified by the EU before the 
end of the transition period, businesses might have a reasonable 
idea of the shape of the future relationship. Uncertainty would 
be minimized. 

In the no deal scenario, the UK would crash out of the EU, risking 
disruption to trade and an acrimonious relationship with the 
EU. The risks are especially high in areas subject to health and 
safety considerations such as food, medicines and air travel. For 
example, all UK food exports would have to pass through an 
inspection facility so that random checks could be made. No such 
facility exists at Calais, the main port for UK exports. No deal on 
trade means no deal on the ‘divorce bill’ whereby the UK has 
provisionally agreed to pay £39bn to the EU post-Brexit. 

Some sort of deal is in the interests of the UK and the EU27. That 
does not mean a deal is certain, but it is our most likely scenario.

Source: Bloomberg as of September 2018

Chart 8: GBP Broad Trade Weighted Index
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Given that, it is worth noting that the effect is likely to be a 
significant rise in sterling. This would reduce the sterling value 
of UK companies’ foreign earnings. We could therefore see the 
FTSE-100 weaken in this otherwise positive scenario. 

A similar pattern would apply to UK government bonds (‘gilts’). 
Prices here would tend to fall in a ‘deal’ scenario and vice versa.

The reaction of sterling and gilts owes much to the likely 
response of the Bank of England. In a ‘no deal’ scenario, the 
Bank might cut interest rates, as they did after the Brexit 
referendum itself. But they would continue raising rates if there 
were a deal, just about any deal, that allowed for a relatively 
smooth transition. Indeed, we believe they would have 
already raised rates again but for the risk of a ‘no deal’ Brexit. 
The recent inflation report highlighted emerging domestic 
inflationary pressures, notably from wages. UK interest rates 
remain at emergency low levels and the Bank of England is 
set to follow their U.S. counterpart, the Federal Reserve, and 
normalize interest rates gradually though probably with a lower 
terminal rate than in the U.S. In this scenario, sterling would 
appreciate significantly.

FTSE-100  is a share index of the 100 companies listed on the London Stock Exchange with the highest market capitalization.



Increasingly diverse emerging markets are making an ever-
greater contribution to global growth. And that trend is set to 
persist over the medium to long term. 

We are also seeing material changes taking place at the 
underlying development stage in many emerging markets, 
with much of that being facilitated by technology. For example, 
hundreds of millions of people are now getting their first 
smartphone. This small piece of hardware – something we take 
for granted in the developed world – has the scope to unlock 
a host of new opportunities, from healthcare and education to 
applications that help small businesses increase their productivity 
and profitability on a day-to-day basis. 

At the macro level, we are also seeing demographics as a 
significant driver of growth across many economies. Here, the 
prospects are most compelling in those countries where the 
largest proportion of the population is at its most productive age. 
It is interesting to observe, for example, that Mexico has reached 
the same production-age sweet spot that Japan did in 1970.
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Another important trend to note is urbanization. With millions 
migrating to cities across the emerging markets, infrastructure 
spending is likely to be a major driver of secular growth.

Our long-term growth outlook for emerging markets remains 
favorable, notwithstanding the inevitable short-term challenges 
we will meet along the way. However, in many instances, it may 
be better to play that growth dynamic through developed market 
exposure and companies that export products to emerging markets 
to take advantage of growth and consumption in those areas, rather 
than investing in emerging markets directly. 

There is, nevertheless, a tremendous opportunity for governance 
improvements to make emerging markets more resilient to financial 
downturns, while enhancing the efficiency of their stock markets. 
Authorities have recognized the importance of good corporate 
governance to attract investment flows, spearheading reforms that 
aim to tackle the risks associated with ownership by founders and 
governments, poor disclosure, and weak protection mechanisms for 
minority shareholders. At the same time, governance is improving, 
particularly in Asia, to a large extent in response to companies’ 
increasing appetite to engage with, and learn from, investors. 

The impacts of global changes shaping society, including 
technology, population growth and climate change, will be 
disproportionately felt across the developing world. The long-term 
success of companies in these countries, therefore, hinges on their 
ability to integrate these and other pressing environmental and 
social issues pertinent to their businesses into strategic decision-
making. We support the effort that companies have made to think 
more holistically about sustainable growth, including their impacts 
on the environment and society. As active stewards of capital, 
we will continue to engage with them to improve their overall 
approach to managing environmental, social and governance 
(ESG) risks and opportunities and, in the process, help protect and 
enhance shareholder returns.

Pendulum to swing back  
in favor of emerging markets

While there are short-term challenges in emerging markets as a function of trade 
war concerns, political problems, a stronger U.S. dollar and rising U.S. interest rates, 
we believe they offer tremendous investment opportunities in the longer term.

Source: Bloomberg, as of September 2018

Chart 9: Emerging markets (EM) vs developed markets (DM)

BMO Global Asset Management
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The number of smartphone 
users in India is estimated  
to hit 337 million by  
the end of 2018.
Source: eMarketer

337 million
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Looking at the supply side more closely, we note that after the 
last downturn in oil prices, the industry was capital starved, which 
limited output. This was reversed, as prices recovered and new 
technology enabled huge reserves of cheaply extracted U.S. shale 
oil to hit the market. OPEC responded by ramping up production 
in a bid to keep the oil price too low for shale production to be 
economically viable. Its lack of success in this endeavor suggested 
that the oil price would remain locked in a relatively low range for 
an extended period.

Expectations of plentiful supply keeping a lid on oil prices 
have been revised by skepticism about OPEC’s ability to control 
production in the way it once did as well as the long-term 
economic viability of shale. For shale, considerable reinvestment in 
wells is needed just to keep production flat, which is casting doubt 
on the sustainability of the process.

Given the uncertainty about supply growth, what about the 
demand side of the equation? With the global economy looking 
reasonably healthy, we would expect the demand for oil to be well 
supported. While increasing concerns about climate change are 
being reflected in the growing attention paid to renewable energy 
supplies and the sharp rise in the sales of electric vehicles, this is 
being negated by the overall growth of ownership of conventional 
cars, not to mention rising annual mileage, in emerging markets. 
Certainly, extraordinary advances in the fuel efficiency of new cars 
are helping to temper the rise in the global thirst for oil, but is this 
enough to dampen overall demand sufficiently to keep prices in 
check? The balance of probabilities suggests not, in our view.

Overall, it seems more likely that supply factors will dominate 
the outlook for oil prices, suggesting they will continue 
to trend higher in the short to medium term. Whether it’s 
‘peak oil’ or ‘lower for longer’, the oil market has a habit of 
confounding expectations.

Oil: the end of ‘lower for longer’?

Any global economic view has to consider a prognosis for the oil price given its importance for the 
world economy and financial markets. The price of oil is driven by supply and demand dynamics, 
with geopolitical factors also playing a significant supporting role. In recent years, however, the 
pricing environment has been skewed by moves by the production cartel OPEC to protect its market 
share from the disruptive emergence of U.S. shale producers.
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Chart 10: Oil Excess Demand / Supply Balance

Electric vehicles will grow 
from 3 million to 

125 million by 2030.
 Source: TD Securities, September 2018

The supply curve (blue line), continues to rise as non-OPEC 
production has helped to supplement a fall-off in OPEC production. 
The likelihood of this trend continuing is uncertain, due to expected 
production declines in Iran, Venezuela and Libya and is reflected 
in the moderating pace of growth. However, demand has grown 
strongly – fueled by global growth trends – over the past year (grey 
line), and is expected to maintain a pace ahead of supply through 
2019, maintaining the current trend of high oil prices. 



This means that the European Central Bank (ECB) can finally start to 
wean the region off monetary support by ending its asset purchase 
program (quantitative easing) at the end of this year and slowly 
start to raise interest rates from their negative level, probably 
sometime in the second half of next year.

The political and economic weakness of the eurozone’s third-largest 
economy – Italy – is a serious long-term threat. The government’s 
budget is currently marching in the wrong direction, cancelling the 
VAT increase and possibly unwinding the pension reform. But let’s 
not forget that Italy now has a current account surplus. It also has 
a cautious, high-saving private sector. And if Europe wants to keep 
the EU project on the road, it knows it needs to show Italy some 
love. Indeed, we expect talk without action by the EU Commission 
to the recent budget proposals by the Italian government. 

The Italian coalition government has already realized that it needs 
to keep its ambitious fiscal plans contained. There may be new 
elections and a new government in 2019 but we believe that, 
on balance, investors are being sufficiently compensated for the 
risks in Italy. 

The big issue, in our view, is not the threat from the EU authorities 
but rather the risk that Italian government debt is downgraded to 
sub-investment grade. Italy is currently rated two notches above 
sub-investment grade across the three main ratings agencies (S&P, 
Moody’s and Fitch). In August, Fitch followed Moody’s in adjusting 
the outlook for Italian debt to negative, escalating fears that they 
may follow through with a downgrade. At this juncture, it seems 
unlikely that either agency would downgrade Italy by two notches, 
while S&P has thus far taken a more sanguine approach, appearing 
to focus more on long-term dynamics. The 2.4% budget deficit 
initially proposed by the new Italian government was certainly 
on the high-end of expectations but it is worth putting this in 
the context of being well below the 6% number bandied about 

earlier in the year. The main risk appears to be both a downgrade 
while maintaining a negative outlook, leaving the market nervous 
regarding further downgrades to sub-investment grade. 

Should two of these three agencies downgrade to sub-investment 
grade, many benchmarked investors (including the widely followed 
Bloomberg Barclays Global Aggregate) would be forced to liquidate 
holdings. We can be sure that markets will be volatile but overall, 
again, we think investors are reasonably well compensated for risk 
in Italian assets.

Global Investment Forum

Growth in Europe has been disappointing. This time last year, the economy looked like it was 
booming, but 2018 has seen growth decelerate sharply as a harsh winter took its toll on activity. 
GDP growth was a meager 0.3 percent in the second quarter, a rate that even undershot the 
beleaguered, Brexit-blighted UK. But it’s far from being all doom and gloom. The eurozone is still 
growing at an above-trend rate, unemployment is falling and deflation is no longer a threat.

Europe

Canada
We see Canadian economic growth hovering near 2%, a view we 
held last year. After a surge in growth in 2017, Canada is still facing 
significant headwinds although the recent deal on NAFTA is one 
less cloud for Canada. Most notably, households carry a near-
record debt load and Canada sees a lower influence of intangibles 
and technology in its economy. While oil prices have more than 
doubled since their 2016 lows, the growing supply glut of Alberta 
crude means that Canada might not fully benefit from higher oil 
prices with only modest energy investment.
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The European Central Bank can finally start to 
wean the region off monetary support by ending 
its asset purchase program.
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In 2017, the U.S. trade  
deficit with China was 
$376 billion.
Source: U.S. Department of Commerce
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Chart 11: Basket performance vs. local index

Trade wars

There are many in financial markets who believe that trade wars can bring down 
the global economy. We have a more sanguine view. While concerning from a global 
macro perspective, the size of tariffs that have been announced and proposed by 
both the U.S. and China are relatively small as a proportion of the overall economy.

Chinese exports to the U.S. are a small and declining share of 
China’s GDP, about half the proportion of ten years ago. We have 
yet to see so-called ‘second order’ effects from the implementation 
of tariffs, by which we mean a negative impact on business 
and consumer confidence and, in turn, business and consumer 
spending. Tariffs will have a modest negative impact on U.S. 
growth and a modest upward impact on U.S. inflation. Considering 
the strong performance of the U.S. economy, the overall impact 
should be relatively small.

Equity markets imply that a trade war would have more of a 
negative impact on China than the U.S. and that is evidenced by the 
fact that Chinese companies with a high proportion of their sales 
to the U.S. have significantly underperformed U.S. firms who have 
a high proportion of their sales to China. While the conclusion of a 
trade deal between the two countries is far from certain, we think 
that calmer heads will prevail, not least because a trade deal in the 
medium term is in the best interests of both the U.S. and China.

Chinese exports to the U.S. rose strongly after it joined the World 
Trade Organisation in late 2001 but have been falling since 2006 
and are now less than 4% of GDP. In terms of value added, the 
share is even lower as these data include imported components. 
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Chart 12: China Exports to the U.S. (as a % of GDP)
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While the conclusion of a trade deal between  
the U.S. and China is far from certain, we think that 
calmer heads will prevail.

Following the Trump tariffs, Chinese exports to the U.S. are set to 
fall markedly particularly if, as we expect, the rate is increased to 
25% on January 1, 2019. But the result is likely to be a diversion of 
the source of U.S. imports from China to other countries. South Korea 
or Japan could provide more high-tech goods while labor-intensive 
products could be sourced from Vietnam or Mexico. In addition, 
Chinese exports outside the U.S. would increase. There would be 
some job creation in the U.S. but this is likely to be limited and 
offset by lower production by U.S. companies facing higher input 
costs due to the tariffs. 

The recent trade deal between the U.S., Canada and Mexico 
supports our view that the Trump administration does not want a 
full-scale trade war but is focusing on China.



The U.S. tips into a deep recession
There are risks that could tip the U.S. economy into a deeper 
downturn than we are expecting. First, the Fed has one arm tied 
behind its back when it comes to fighting the next recession, both 
in terms of the limited support it is permitted to offer stressed 
banks and depositors, and the lack of flexibility it has to cut interest 
rates from already low levels. Additionally, with the recent late 
cycle fiscal stimulus announced in the U.S., the potential fiscal 
response to a recession is likely to be limited. The amount of debt 
on companies’ balance sheets is also concerning.

There is also the fear of recession itself. If growth is slower than 
expected, there may be the odd quarter when, before revisions, 
U.S. GDP looks as if it has contracted. There could also be periods 
when unemployment ticks up slightly. At the same time, investors 
will also be keeping a nervous watch for signs that global trade 
tensions are spilling over into corporate earnings. 

Equity returns have been strong in recent years, coupled with lower 
volatility over the most recent period. Any run of negative returns 
or an associated spike in volatility could spook sentiment and 
trigger a deeper sell-off. We would also expect commodity prices 
to fall and government bonds to rally especially in the U.S., where 
both the Fed and domestic demand are more sensitive to the 
stock market than their equivalents overseas. We see this as a low 
probability scenario, as discussed previously. 

eurozone break-up fears take hold
The political environment in Europe is currently both fast moving 
and febrile. Disaffection with the European project in general 
and immigration in particular are manifesting themselves at the 
ballot box, with populist, often anti-EU, parties making strong 
gains in national elections. The European Parliament could look 
very different following the elections next May and we will have 
a new EU President and EU Commission, and major changes to the 
composition of the ECB in 2019. 

The most obvious risk to the survival of the European project is Italy. 
Should the country crash out of or opt to leave the single currency, 
which is by no means out of the question, then a disorderly 
break-up of the eurozone moves much closer. Italian securities  
could be redenominated in a new, much weaker, currency. 

In the process, the euro would depreciate significantly,  
yields on government bonds in core Europe would likely 
rally, peripheral spreads would widen and a flight to  
quality would boost the U.S. dollar and Treasuries. 
European equities would be hit, especially in peripheral 
countries. The reaction of individual securities would 
depend on how they would fare in the event of 
redenomination risk. For example, most credit default 
swaps on Italian debt issued since 2014 contain  
clauses protecting against redenomination risk;  
those issued in earlier years generally do not. 

The probability of this scenario would rise if 
inflationary pressures in Europe were to surge. This 
would put pressure on the ECB to raise rates and 
significantly increase the risk of a recession. This 
scenario looks highly unlikely over the next few years. 

A collapse in emerging markets
To talk about a crash in emerging markets in broad terms 
is problematic because, economically, the countries that 
come under this banner differ hugely in many cases. What 
hurts Mexico, for example, may have no impact whatsoever 
on India. That being said, the greatest overarching threat 
to emerging markets is arguably a sharp rise in U.S. interest 
rates and a strong dollar. Higher U.S. bond yields have the 
unwelcome consequence of both ramping up servicing costs 
of developing countries’ dollar-denominated debt and drawing 
investment assets away from emerging markets. This is likely 
to have a profound impact on confidence and place a number of 
already fragile currencies under considerable pressure.

Emerging economies are particularly sensitive to global trade 
conditions, as witnessed by the shock to markets triggered by the 
tariff spat between Washington and Beijing. Higher oil prices also 
represent a threat, particularly in the context of a rising U.S. dollar. 
This double impact could be extremely negative for the balance of 
payments for a number of vulnerable countries. This would impact 
all asset classes in vulnerable EM countries and lead to a fall in 
commodities. Government bonds in DM would tend to benefit but 
equities would tend to weaken. As with other scenarios, we judge 
this as a low probability outcome in the next year or two. 

Where might we be wrong?  
Alternative scenarios
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With the recent late cycle fiscal 
stimulus announced in the U.S.,  
the potential fiscal response to a 
recession is likely to be limited.

Global Investment Forum 



BMO Global Asset Management

For Canadian equities, we remain cautious with a neutral view. 
While a positive resolution of NAFTA is good for sentiment, 
Canada faces competitive challenges in addition to a significant 
household-debt overhang. The absence of a fiscal response 
to recent US corporate tax cuts makes Canadian equities less 
attractive when compared with the U.S. 

Across market sectors we prefer financials which will receive a 
boost in profitability with rising interest rates. Technology shares 
will also continue to benefit from the solidifying of their market 
positions in an era of unprecedented disruption. 

We are underweight government bonds across the board with 
the exception of Italy. While we expect the European project will 
face further challenges, we believe this will ultimately result in 
structural reform, and therefore see Italian bonds (that have priced 
in some euro break-up risk and concerns around the budget deficit) 
as attractive. It will, however be a bumpy ride and exposure to 
Italian bonds should be limited and adjusted on a tactical basis.

We think credit spreads are too tight and are underweight in both 
developed and emerging markets. In our view, corporate risk is 
best taken in equities while credit is inferior to government bonds 
as a hedge against recession risk. 

Within currencies, we prefer the USD on rising yields and better 
growth, and GBP which we see as priced for a reasonably hard 
Brexit outcome, suggesting room for strong performance in a more 
moderate scenario as the Bank of England raises interest rates. 
While the yen is cheap on very long-term metrics such as purchasing 
power parity (PPP) we see no reason why JPY should perform 
well when policy is not expected to materially tighten. Japanese 
investors continue to look abroad for investment opportunities and 
interest rates in other developed economies are headed higher.

Within equities, we have a clear preference towards U.S. equities, 
expecting recent strong earnings and the success of leading firms 
to continue. In the international landscape we have a neutral view 
with a favorable disposition towards Japanese equities due to 
the continued easing of Japanese monetary policy and growth in 
employment and wages with low inflation. 

The outlook for European equities is less positive due to the 
continued disappointing economic growth profile and geopolitical 
risks overhanging the eurozone. We also underweight the UK 
based on Brexit and general political uncertainty; our expectation 
of a strong GBP will also weigh on UK stocks.

Emerging markets ex-China are a mixed bag in the short term but 
still represent a long-term structural opportunity for investment, 
fueled by a few bright spots such as India. The view towards 
Chinese equities is neutral on the basis of the negative impact of 
the ongoing entanglement with the current U.S. administration on 
trade and other issues. 

Asset allocation

Our core view is that the global economic recovery has further to run even though monetary policy is 
slowly normalizing and some economies are close to full capacity. Accordingly, we are overweight equities 
(expecting earnings to continue to be healthy) and underweight government bonds (expecting yields 
to continue to rise) and underweight credit (which we see as expensive and a diversifying position to 
equities). We see the pro-risk environment continuing albeit with some headwinds that will limit returns. 
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Source: Bloomberg, Datastream, BMO Global Asset Management, as of September 2018
The model estimate for U.S. earnings is based on a regression of U.S. ISM manufacturing 
and non-manufacturing surveys, with a 3 month lag (Y = -120.7 + 1.65*ISM Man + 
0.74*ISM NM).

Chart 13: U.S. earnings are growing strongly
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So far, this ‘steady as she goes’ scenario is playing out as 
expected. The current growth cycle is now one of the longest 
in recent history as monetary policy makers play a deft hand in 
ensuring that economies receive just the right level of support. 

The composition of growth, however, has not developed quite 
as we envisaged. The global economy has desynchronized at 
a relatively fast pace, with the U.S. racing ahead and making 
a much stronger contribution to overall activity than expected. 
When President Trump took office in 2017, the consensus was 
for a significant sell-off in the stock market and an increased 
probability of recession.

The resultant surge in growth and equity markets reaching lofty 
heights, fueled by some arguably unnecessary tax cuts and 
fiscal spending, took everybody, including us, by surprise. The 
strength of the U.S. has offset some disappointing performance 
by Europe and the emerging markets. 

We had expected Europe to build on the strong growth 
momentum seen in 2017 to become a global leader in 2018. This 
has failed to materialize, as, despite little sign of fundamental 
weakness, companies have fretted about a number of factors, 
including the withdrawal of monetary support by the European 
Central Bank, political instability in the eurozone periphery and 
the potential fallout from global trade wars. Foreign orders have 
been particularly weak, reflecting weakness in EM. 

Trade wars are among the main reasons why emerging 
economies have not recovered as well as we had hoped. The 
performance of the Chinese economy is pivotal to the fortunes 
of emerging markets and the negative growth impact of China’s 
economic rebalancing has been exacerbated by President 
Trump’s imposition of tariffs on billions of dollars’ worth of 
goods. The promise of a ‘stronger for longer’ American economy 

also hurts emerging markets as it implies a more expensive dollar 
and further U.S. interest rate hikes. Both these factors undermine 
sentiment towards emerging markets.

The Canadian outlook was spot on with the expectation that 
growth would slow from the lofty levels of 2017. The Bank of 
Canada’s steadfast continuation on the path of tighter monetary 
policy was slightly surprising given the slowdown in growth and 
the sustained overhang of NAFTA negotiations.

The composition of growth has not developed 
quite as we envisaged. The global economy has 
desynchronized at a relatively fast pace.

In last year’s Forum, our most likely scenario for the development of the global economy on a medium-
term view was for the global economy to enjoy steady growth with modest inflation. Here, we 
examine how close we have been in our calls. While we noted that the withdrawal of monetary policy 
accommodation in the form of higher interest rates and reduced quantitative easing would represent a 
headwind, we expected this to be offset by benign inflationary pressures and flexible markets.

Annual scorecard

Global Investment Forum
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 Under Neutral Over

Summary

Equities U.S. 

Canada 

International 

Fixed Income Government Bonds 

Credit 

Cash 

Equities

Developed Markets (DM) U.S. 

European ex UK 

UK 

Japan 

Canada 

Sectors Technology 

Financials 

Consumer 

Industrials 

Commodities 

Emerging Markets (EM) China 

India 

Rest of EM overall 

Strategic asset allocation:  
over and under emphasis tables
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The views and opinions expressed above reflect potential approaches to asset allocation in line with our responsibility as stewards of our 
clients’ capital. They are held at the time of the preparation of this document, are subject to change at any time and may not necessarily 
indicate current portfolios’ composition. 
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 Under Neutral Over

Fixed Income (Government Bonds)

U.S. 

Canada 

Europe Core 

eurozone Peripheral 

UK 

Japan 

Fixed Income (Credit)

Corporate 

EM 

Currencies

USD 

CAD 

EUR 

YEN 

GBP 

Alternatives 

Alternative asset classes and strategies are an important source of diversification. Weightings should be based on your investment objectives. 
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Thank you to our 
external speakers 

Speakers at this year’s Forum included Willem Buiter, founder 
member of the Bank of England’s Monetary Policy Committee, 
Credit Suisse’s global equity strategist Andrew Garthwaite, 
JP Morgan’s Head of CIB Analytics and Data Science Samik 
Chandarana, and chief economists and senior strategists from 
Citigroup, HSBC, Pantheon Macroeconomics, Société Générale, 
TD Securities and Goldman Sachs. 

We would like to express our sincere gratitude to our guests 
for their insightful contributions with the usual caveat that the 
views expressed in this document are those of BMO Global 
Asset Management and do not represent those of our guests.
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