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The new year will probably start much as the old one ends, with the markets in positive mood. Risk appetite has been the dominant note for much of the year, except for a few brief bouts of volatility generated by political events (elections in Europe) and geopolitical tensions (North Korea and the Middle East). A final push has come from the recently approved US tax reform, which will have a positive impact on growth in the next two years.


 


It is not a bad balance, bearing in mind that this past year was beset by lingering doubts about the strength of the economic recovery together with a high degree of political and monetary uncertainty in the three major economic areas. In the United States, serious questions arose as to the continuity of the Trump administration’s economic and foreign policies. In Europe, the threat came from the rise of populism; in China, from what political and economic agenda the communist party would decide on for the next few years. Not to forget that 2017 was also the year in which the US Federal Reserve took renewed steps to normalise its monetary policy. Not only did it raise interest rates by 75 basis points, but it also started to drain liquidity from the system by embarking upon the reduction of its balance sheet.


 


Nonetheless, with no major disruptive events, and with a surprisingly positive economic cycle, investors have continued to take risks, seeking returns in all asset classes and geographical regions. To the point where a growing number of opinions and indicators are saying that some assets may be starting to be overvalued. And this is the first of the key factors to consider for 2018.


 


The second one will be liquidity. Yes, 2018 will probably be the year in which world liquidity sees its first inflection point since the onset of the global financial crisis. Now that the improvement in the economy is confirmed, the major central banks, not just the Federal Reserve, will have to start withdrawing the monetary stimulus measures, otherwise they will run an increasing risk of financial instability. The European Central Bank will end its asset purchasing programme in the autumn, and sooner rather than later the Bank of Japan will do likewise. So the litmus test will be investors’ reaction to an environment of less plentiful liquidity and higher financing costs. In principle, the emerging markets may suffer most from this change in global monetary conditions, since a large part of the capital inflows they have seen in the past few years is thought to have been due to the abundance of “global liquidity”. 


 


The third key factor in my opinion will be what happens with long-term interest rates. The great unknown.  So far neither the Federal Reserve’s rate hikes nor the improvement in the economic cycle have triggered the dreaded sell-off in the bond market. Long-term interest rates have remained firmly anchored, well below what we might consider to be values consistent with expectations of improving growth and inflation in line with the Federal Reserve’s target. We know that there are structural arguments explaining why interest rates are lower than in past decades, but that does not necessarily mean that we are at sustainable levels. Especially if we suddenly start to see unexpected upticks in inflation, something we have grown unaccustomed to. A combination of rising oil prices, the closing of the output gap associated with a more advanced phase of the economic cycle and the tightening of the labour market in certain countries could fuel inflation. 


 


 


Admittedly the bright economic outlook invites optimism. There are reasons to think that the positive tone of the markets may continue in 2018.  But we must bear in mind that this has largely been factored in already and that we shall have to adapt to a context of less liquidity in which some readjustment to long-term interest rates seems inevitable. An end to complacency? 
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