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As 2017 comes to an end, a broad range of economic indicators paint a vibrant picture for the start

of the New Year in the advanced economies. With growth rates above trend and slowly building in-

flationary pressure, however, we think central banks may soon face an environment that demands

faster normalization of monetary policies. Meanwhile, emerging market growth still lags behind.

Looking at the fundamentals, the world’s advanced econ-
omies are poised for a good start in 2018. Output gaps are
steadily closing, labour markets are near full employment
or at least are strongly improving, and economic senti-
ment indicators are upbeat across sectors and regions. But
this glowing outlook applies far less to emerging markets,
which at best have merely stabilized. In some emerging
economies, notably in China, weaker growth momen-
tum reflects official economic policies. In view of the fa-
vourable global environment, most central banks have
started to normalize their monetary policies. But while
price and wage growth are subdued, the pace of normal-
ization is generally slow. Yet, with third-quarter growth
rates well above trend - 2.3 percent in the US and 1.5 per-
cent in the Eurozone - and inflation picking up, pressure
may grow on central banks to speed up their adjustments.

Sentiment indicators signal a gloomy economy

The W&P Economic Sentiment Index has risen steadily
over the past several months, and despite a recent slow-
down in growth dynamics, it still signals a very robust
growth outlook ahead. Indeed, the implied aggregate
growth rate of the Index amounts to 4.5 percent for 2017.
Based on both consumer and business surveys, this
suggests that the global economy is expanding at a good
pace. The Index reflects the consistent positive devel-
opment in the underlying fundamentals, as reflected
in the solid growth rates posted in advanced economies.
At the same time, we note that the upswing has been
underway for more than 30 quarters in the US and Ja-
pan, and nearly 20 quarters in the Eurozone and the
UK. The Eurozone has outperformed the US in recent
economic sentiment dynamics. Still, confidence indi-

Fig. 1: Sentiment indicators signal solid growth momentum for 2018

The survey-based W&P
Economic Sentiment Indi-
cator for the global econo-

my has continuously im-
proved over recent months.
The aggregated indicator
now implies an annual
growth rate of 4.5 percent

for 2017. Lately, the in-
creased confidence has
been buoyed primarily by

Eurozone member coun-
tries, whereas a slight de-
crease in confidence in the

United States has reduced
the latter’s contribution to

sentiment growth.
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catorsin almostall advanced economies are at very high
levels and an economic downturn anytime soon seems

unlikely, in our view.

Will US tax reform boost the economy?

Fiscal policy in the US is clearly committed to an ex-
pansionary path. Congress has just passed a massive
tax reform bill, to be implemented in 2018 with a time
horizon of a decade, and two questions now arise: to
what extent will this legislation provide economic stim-
ulus, and how will it affect general government debt?
Empirical evidence suggests that the impact of expan-
sionary fiscal policy is considerably less powerful in pe-
riods of strong economic activity than it is in recessions.
Therefore, output effects should be modest, at least over
the coming several months. Contrary to the assump-
tions inherent in the legislation, we furthermore do
not expect that the fiscal multiplier effect will be able
to compensate for the costs of the reform in terms of
reduced tax revenues. Rather, we believe that the new
tax reforms will further increase the US government’s
deficit, which is already at 4.6 percent of GDP. Given
the lack of significant cuts in expenditures, this could
result in the deficit rising well above 6 percent of GDP.
Additionally, previous experience has shown that the

current account deficit has increased markedly after
fiscal expansion, due to the US dollar appreciation. In-
flation may, however, be a desired side effect, even
though there is much uncertainty about the extent of
such a stimulus.

Why is inflation low?

With inflation rates well below the target of many cen-
tral banks, and in particular below the 2-percent tar-
get of both the US Fed and the European Central Bank,
this might exactly be what monetary policymakers are
looking for. With core inflation at 1.7 percent in the US
and o.9 percent in the Eurozone, central banks have
long been reluctant to unwind their quantitative eas-
ing programmes. In some other countries - for exam-
ple, the UK - inflation is brisk, but this is largely due
to the pound’s downward spiral lately. The Phillips
Curve, which describes an inverse relationship between
rates of unemployment and inflation, would indeed
suggest a faster rise in prices. But both wage growth
and inflation rates remain subdued. Nevertheless, cen-
tral bankers still believe in the Phillips Curve. With
support from monetary policy, they think that infla-
tion will pick up in the coming months. We also be-
lieve that price stability is not an issue at present.

Table 1: Macro economic estimates

Real GDP growth in %

Inflation in %

2015 2016 2017E 2018E 2017A 2018A 2015 2016 2017E 2018E 2017A 2018A

USA 2.9 1.5 2.2 25 0.0 0.0 0.1 1.3 2.1 2.2 0.0 0.1
Euro area 2.0 1.8 2.2 2.2 -0.1 0.1 0.0 0.2 1.5 1.6 0.0 0.2
Germany 15 1.8 2.2 2.2 -0.1 0.0 0.2 0.5 1.8 1.7 0.1 0.0
France 1.0 1.1 1.5 1.6 -0.3 -0.2 0.0 0.2 1.0 1.0 0.0 -0.3
Italy 0.9 1.0 1.2 1.0 -0.3 -0.3 0.0 -0.1 1.2 1.5 -0.1 0.4
Spain 34 34 3.0 2.5 -0.1 0.0 -0.5 -0.2 2.0 1.8 0.0 0.4
United Kingdom 2.4 1.8 2.0 1.2 0.4 -0.3 0.0 0.7 3.0 2.6 0.3 0.0
Switzerland 1.2 1.5 0.8 1.5 -0.1 -0.4 -1.1 -0.4 0.5 1.0 0.0 0.3
Japan 1.2 0.8 15 1.0 0.0 -0.3 0.8 -0.1 0.5 0.8 0.1 0.0
Brasil -3.8 -3.3 0.5 1.5 -0.3 -0.9 9.0 8.7 3.5 45 0.4 0.5
China 6.9 6.7 6.5 6.5 -0.3 0.1 1.4 2.0 1.5 2.0 -0.1 -0.1
India 8.0 7.5 6.0 7.5 -0.8 0.0 4.9 4.9 3.0 4.0 -0.5 -0.6
Russia -2.8 -0.7 2.0 2.0 0.3 0.2 8.5 7.1 4.0 4.0 0.4 -0.1
World (PPP) 2.7 25 3.0 3.1 - 2.8 2.8 25 25 - -

E Estimates Wellershoff & Partners

A Deviation from consensus economic forecasts

Source: Consensus Economics, Thomson Reuters Datastream, Wellershoff & Partners
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Fig. 2: Fiscal multipliers have limited power in boom times
HISTORICAL MULTIPLIER FOR TOTAL GOVERNMENT SPENDING
Government spending raises output more in recessions than in expansions
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Empirical research suggests that fiscal
multipliers are much less powerful or
even negative in periods of economic
expansion than in recessions. The
magnitude of their impact also de-
pends on how serious the recession is.
With US tax reform coming into effect
in 2018 and a still favourable US eco-
nomic outlook, the economic impact of
the reform, at least in the near term,
will probably be muted. Source: http://
www.nber.org/reporter/2015number2/
auerbach.html.

Fig. 3: Money supply keeps growing, faster than GDP
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The money supply in the US and the
Eurozone is currently growing at a sim-
ilar, rapid pace but the US Fed has al-
ready implemented a more restrictive
monetary policy, as illustrated in this
graph. The ECB will reduce the volume
of its quantitative easing program from
60 to 30 billion euros per month, start-
ing January 2018. It will thus still oper-
ate in an expansionary mode. The
money supply has grown faster than
nominal GDP, indicating that liquidity
is expanding, too. If invested in assets,
this drives up asset prices, as we are
currently observing.

Fig. 4: The Fed’s plan to normalize its monetary policy
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The Fed is ahead of the ECB in exiting
its quantitative easing programme.
However, the Fed's strategy extends
over a very long time horizon. Given its
exceptionally loose monetary policies,
a downturn or a recession in the com-
ing quarters may require the Fed to re-
turn to unconventional measures like
quantitative easing. The Fed’s next
chair, Jerome Powell, seems commit-
ted to this path.
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Central banks start tapering

Indeed, the central banks of the major economies have
already started gradually normalizing their respective
monetary policies. Amidst the stable economic pros-
pects, the ECB is trimming its quantitative easing pro-
gramme in 2018, reducing monthly bond purchases to
30 billion euros, and leaving interest rates at zero at
least until September 2018. Thus, the ECB remains com-
mitted to providing substantial growth stimulus to the
Eurozone economies. It surely does not want to choke
off the recovery prematurely. At the same time, the Fed
has already embarked on a programme of raising in-
terest rates, delivering a third hike, by 25 basis points
to 1.25 to 1.5 percent, at its December meeting. We ex-
pect no major changes in the direction of monetary
policy under the next chair, Jerome Powell, but since
the Fed has four vacancies to fill, starting in February,
President Trump can exert considerable influence on
the Fed’s policies over the next decade and more. The
challenges facing the new members of the Fed and the
president are daunting. Obviously, with growth rates
well above trend and inflation rates that may pick up
at any time, central banks may come under pressure
to act more quickly than they may have planned, and
also to employ more unconventional policy tools. The

loose monetary policies of recent years, we note, have
also created substantial risks in financial markets. All
these developments are having an effect on currency
markets, and particularly on the EURUSD exchange
rate. As the ECB has more scope for reduced money sup-
ply than the Fed does, the euro still has more room to
appreciate against the US dollar over the medium and
longer term. Furthermore, we expect that fiscal stim-
ulus may allow the US dollar to appreciate but only tem-

porarily.

Meanwhile in China

Things look rather less upbeat in the emerging markets
generally, where economic growth has subdued. Bra-
zil and Russia are still suffering from lower commod-
ity prices, and economic growth has just begun to sta-
bilize there. China’s economy is growing slightly below
trend, but the People’s Bank of China has recently
raised interest rates by five basis points, following the
latest Fed rate hike. The PBoC’s decision, however, is
in line with its announced intention to reduce the lev-
el of private debt in China, which has reached the dis-
turbing level of over 200 percent of GDP. So far, the cen-
tral bank seems to have succeeded, as private debt in
China has barely risen recently.

Fig. 5: FX performance and valuations

1.60 —

1.40

1.20 4

1.00 4

1.40
—— GBPUSD v

—— EURUSD

0.80 —— EURUSD PPP 1.20 -{ — GBPUSD PPP

Neutral Territory Neutral Territory
0.60 T T T T T T 1.00 T T T T T T

1985 1990 1995 2000 2005 2010 2015 1985 1990 1995 2000 2005 2010 2015
BRL — RUB
CHF JPY I
NOK NOK |
JPY — GBP |
RUB I SEK I
CAD - MXN |
AUD | CAD ]
SEK o EUR I
ﬁs‘; I Year-to-date -_ ﬁg; =
EUR I Last month AUD =
L}
T T T T T T T T T T

o

2 4 6 8 10 12 14 16
Return relative to USD, in %

8 6 -4 -2

PPP estimates based on producer price indices

Source: Thomson Reuters Datastream, Wellershoff & Partners

T T
-20 -15 -10 -5 5 10 15 20 25 30 35 40
Deviation from PPP against USD, in %

o

Perpetual Wealth Quarterly Macro Report 4



Disclaimer

This report has been exclusively prepared and published by Wellershoff & Partners
Ltd for Perpetual Wealth AG. This publication is for your information only and is
not intended as an offer, or a solicitation of an offer, to buy or sell any investment
or other specific product. The analysis contained herein is based on numerous as-
sumptions. Different assumptions could result in materially different results. Cer-
tain services and products are subject to legal restrictions and cannot be offered
worldwide on an unrestricted basis. Although all information and opinions ex-
pressed in this document were obtained from sources believed to be reliable and
in good faith, no representation or warranty, express or implied, is made as to its
accuracy or completeness. All information and opinions indicated are subject to
change without notice. Some investments may not be readily realizable if the mar-
ket in certain securities is illiquid and therefore valuing such investments and iden-
tifying the risks associated therewith may be difficult or even impossible. Trading
and owning futures, options, and all other derivatives is very risky and therefore re-
quires an extremely high level of risk tolerance. Past performance of an investment
is no guarantee for its future performance. Some investments may be subject to
sudden and large falls in value and on realization you may receive back less than
you invested or may be required to pay more. Changes in foreign exchange rates
may have an adverse effect on the price, value or income of an investment. We are
of necessity unable to take into account the particular investment objectives, finan-
cial situation and needs of our individual clients and we recommend that you take
financial and/or tax advice as to the implications (including tax liabilities) of invest-
ing in any of the products mentioned herein. This document may not be repro-
duced or circulated without the prior authorization of Perpetual Wealth AG or
Wellershoff & Partners Ltd. Perpetual Wealth AG and Wellershoff & Partners Ltd.
expressly prohibits the distribution and transfer of this document to third parties
for any reason. Neither Perpetual Wealth nor Wellershoff & Partners Ltd. will not
be liable for any claims or lawsuits from any third parties arising from the use or
distribution of this document. This report is for distribution only under such cir-

cumstances as may be permitted by applicable law.

About us

Perpetual Wealth AG is a wealth management boutique offering financial and fami-
ly office services to a sophisticated international clientele. Perpetual Wealth AG is
a member of Aquila & Co., which is regulated by FINMA (Swiss Financial Market
Supervisory Authority) as a security dealer and as a bank. Perpetual Wealth AG is a
member of SAAM, Swiss Association of Asset Managers, and FINMA regulated
with regards to Anti-Money-Laundering regulations.

Wellershoff & Partners Ltd is an independent consulting and research company
that focuses on global economics, financial markets and comprehensive risk man-
agement. The internationally operating consultancy was founded in 2009 and is
based in Zurich.
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